Characteristics of Modern
Investment Products

he world has changed drastically since the turn of

the century. Some of the recent changes we have
experienced in our lives today are as significant as
last century’s introduction of the television or the au-
tomobile. The technology revolution is changing and
shrinking the world. It’s getting harder to track and
enumerate the rapid transformations in many of our
daily life activities. If you've taken a plane or train 1¢-
cently, you have noticed that most people seem to be
interacting and paying attention to a screen. From a
train seat, you can read a newspaper, pay your bills,
play a game, and even trade and invest on these porta-
ble screens. Theres even a good chance youre reading
this book on some form of electronic device.

The Internet and the miniaturization of electronic
devices have been disruptive and game changing
to many businesses and industries. Where have the

stores that cell-clbums and CDs gone? Where is the
Blockbuster video store that used to be on your cor-
ner? Banking is another industry that is undergoing
its owvix wransformation because of modern technol-
ogv. kvery aspect from commercial banking, I haven't
written a check in years, to investment banking and
trading has been affected by technology. Just the way
the news is always at our fingertips now, so is our abil-
ity to trade and invest.

This is a book about change. The use of exchange-
traded funds (ETFs) is a revolutionary change for in-
vestors and for those in the investing business. Never
before have investors been able to get the transpar-
ency, the liquidity, or the access now available in the
form of ETFs. ETFs have packaged indices and other
forms of asset classes and benchmarks neatly into the
palm of your hand. A recent report claims that “ETFs
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have democratized access to an array of asset classes
and strategies” The report further details change in
the financial advisory business with ETFs giving advi-
sors the ability to monetize their investment advice by
giving them access to almost every asset class in the
simplicity of a brokerage account. ETFs give you the
power of choice for your asset allocation and modern
technology gives you the easy access to implement it.

In this chapter, we'll take a look at the growth of
the ETF market and what the product array looks
like. We'll delve into the characteristics that stand.cut
as unique to ETFs. In addition, we'll look at the iwo
other major products in the investment 'andscape
that vie for the attention of investors: mutual funds
and closed-end funds. It will be valuabic *0 look at the
advantages of ETFs, in comparison to.cther products,
to determine how to fit them nioperly into your own
portfolios.

Four Types of Investment
Products

According to the Investment Company Institute (ICI),
there are four types of products that fit into the defi-
nition of investment companies: exchange-traded
funds,” mutual funds (also known as open-end funds),
closed-end funds, and unit investment trusts.
Exchange-traded funds are the newest and fastest-
growing category, and are the second largest category
by assets. ETFs are open-ended investment funds that
have a process of issuing or redeeming their shares

in blocks, typically 50,000 shares or more based on
customer demand. ETFs also have an exchange list-
ing feature that gives investors access to the funds
throughout the trading day on public stock exchanges.

Mutual funds are the biggest category of invest-
ment products, both by assets and number of avail-
able preducts. They can be either actively managed or
designed to passively track an index. They are open-
¢nced funds, meaning that they stand ready to issue
new shares or buy back existing shares on a daily ba-
sis, typically at their current net asset value (NAV).

Closed-end funds (CEFs) are another type of in-
vestment product, but, as the name suggests, they
are not open-ended. They issue a limited number of
shares once during their initial offering process, and
that share amount remains mostly constant through-
out the life of the fund. The fund shares trade on an
exchange, like an ETF; however, they tend to move to
prolonged discounts and premiums, primarily due to
the limitations on new share issuance coupled with
changes in investor sentiment and demand.

Unit investment trusts (UITs) are a combination
of several of these product types. They issue specific
amounts of shares that are called units. They trade on
exchanges but typically only to facilitate redemption
of shares by investors. And the portfolio is typically
fixed until a predetermined termination date.

The growth of assets in each product set over the
last 15 years tells an interesting story. You can see
in Exhibit 1.1 that two types of the products, ETFs
and mutual funds, have grown at a very rapid pace.
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ETFs’ Mutual Funds? CEFs UITs Total®
1995 $ 1 $ 2811 $143 $73 $ 3028
1996 $ 2 $ 3526 $147 $79 $ 3747
1997 $ $ 4468 $152 $85 $ 4712
1998 $ 16 $ 5525 $156 $94 $ 5791
1999 $ 34 $ 6846 $147 $92 % 7,119
2000 $ 66 $ 6965 $143 $74 (- $ 7,048
2001 $ 83 $ 6975 $141 $49. $ 7,048
2002 $ 102 $ 6383 $159 %36 $ 6,680
2003 $ 151 $ 7,402 $214 - $36 $ 7,803
2004 $ 208 $ 8095 $954 . $37 $ 8614
2005 $ 301 $ 8891 $277 0" $41 $ 9510
2006 $ 493 $10,398 $098 $50 $11,169
2007 $ 608 $12,002 V$310 $53 $12,975
2008 $ 531 $ 9,604 U s183 $29 $10,347
2009 $ 777 $11,120 » " $220 $38 $12,155
2010 $ 992 $11800 $234 $51 $13,098
2011 $ 1,048 $11,622 $239 $60 $12,969

Exhibit 1.1 Investment Company Total Net Assets (in $billions) by Type

1. ETF data prior to 2001 were provided by Strategic Insight Simfund. ETF data include investment
companies not registered under the Investment Company Act of 1940 and exclude ETFs that invest
primarily in other ETFs.

2. Mutual fund data include only mutual funds that report statistical information to the Investment Company
Institute. The data do not include mutual funds that invest primarily in other mutual funds.

3. Total investment company assets include mutual fund holdings of closed-end funds and ETFs.

Source: Investment Company Institute and Strategic Insight Simfund.



4

CHAPTER 1 Characteristics of Modern Investment Products

Closed-end funds have grown slowly, and UITs actu-
ally represent a smaller amount of assets than they did
15 years ago. The recent rampant pace of growth in
the ETF industry is astounding. Overall, the products
are still somewhat small in total assets, represent-
ing only about 8 percent of the mutual fund industry.
However, the rate of asset growth and customer adop-
tion is definitely bringing more and more attention to
the newcomer among investment companies.

The growth rates tell the story about an investing
public that is becoming savvier about its use af -
vestment products and more demanding about .he
characteristics of those products. The CEF «ud UIT
are examples of products that tend te exhibit less
desirable traits, such as higher fees. iawer liquidity,
and a focus on a small, select group et'investors. You
can see that assets are subsequeiitly lagging in those
categories

As a result of the technology revolution, products
are evolving as systcms, and regulatory structures
develop. The ETE siructure, from its creation about
20 years ago, is an example of taking a mutual fund
structure and combining it with some of the benefits of
the closed-end fund structure to develop a product that
provides new and unique benefits to investors. When
coupled with the development of stock market infra-
structure that facilitates increased electronic access
and advanced trading speeds, we have created a fertile
climate for an investment product revolution not seen
since the early days of mutual funds themselves.

Coincidentally, studies have shown that asset al-
location is responsible for a significant portion of
portfolio returns. There really is no better tool than
the ETF for easy and quick access to a wide swath of
asset classes. Let us take a look at some of the main
features of ETFs and what I like to call their “cousin”
producis, the mutual fund and the closed-end fund.
This wnalysis will help explain the rapid growth of this
newer investment company product versus its more
‘raditional counterparts.

Exchange-Traded Funds

The growth of assets in exchange-traded products
and the development of the ecosystem of businesses
around that growth have been stunning in recent
years. Numerous factors have contributed to this
growth, from the Wall Street marketing engines, to the
regulatory changes that provide for significant struc-
tural advantages, to the growth of electronic trading.
What is rarely mentioned, however, is that investors
have simply been demanding a way to invest with
reasonably low fees and through a straight-forward
structure. The main tranche of the ETF market pro-
vides this, along with a level of transparency and other
benefits that were unavailable in previous products.
Let’s take a look at the characteristics of this prod-
uct structure and why it is taking the investment
world by storm. In Exhibit 1.1, you were able to see
the dramatic asset growth. There are some defining
characteristics that are attracting investors to these



products, either for new portions of their portfolios
or for transitions of their entire investment strategies.
The main ones are:

B Transparency

B Exchange listing
B Tax efficiency

B Lower fees

In the following sections, I'll go through these main
characteristics and explain their differences from al-
ternative products.

Transparency

When transparency is mentioned as a defining char-
acteristic, it sometimes takes a minute of personal
product inventory for an investor to realize that there
is really no other fund product available that provides
a daily accounting of exactly what the fund holds.
Before ETFs, portfolio holdings were typically only re-
leased on a quarterly or semiannual basis. ETFs mal
their portfolio publicly available daily. This has
of ramifications, from eliminating style drift to creat-
ing the basis for an arbitrage that keeps the trading
price close to fund value. One would have thought
transparency should have been the gold standard in
investment products from their very beginning, but it
does not seem as if investors learned anything from
watching the Wizard of Oz!

Regarding the transparency of ETFs, it is important
to understand that the majority of assets are in index

tracking products. Daily transparency works well for
passive index tracking. Conversely, a majority of mutu-
al fund assets are in what are called actively managed
funds. These are funds that have a portfolio manager
whose intention is to manage the holdings of the fund
to perform better than some specified benchmark. A
prevalent argument for not disclosi daily portfo-
lio of an actively managed ETF is that investors
would purchase the portfoho selves instead of

putting assets into the fu d paying the manager
for their trading 1dea tperformance. That may

be true if it was nomical for investors to do
that and gain eﬂi%Ey. It is also feared the disclosure
would drive c o the fund higher because of the
front runni reality, it would probably drive the
ri fees for those funds lower in order for
ompete. We are already starting to see that

, and it is slowly squeezing industry margins.
n addition, portfolio managers of actively managed

\funds may be concerned about investors backing into

their supposedly magical proprietary strategies. I don’t
think these concerns outweigh the benefits to clients
of knowing what is in a fund portfolio on a daily basis.
Currently, there are active ETFs available that are pro-
viding baskets daily without announcing changes be-
fore they occur. That is working very well as a model,
and the assets in those funds are growing rapidly. In
essence, I agree with the Blackrock goal of “daily dis-
closure of holdings and exposures™ as defined in their
recent recommendations on the ETF product set.
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DEFINITION:
Arbitrage

Arbitrage is a term used in
finance to describe taking
advantage of price differences
between two similar assets. In
this case, the ETF and its under-

lying basket represent the same
thing and can be converted from
one into the other. For example,
if the price of the ETF gets too
high, traders would be able to sell
the ETF and buy the underlying
basket, capturing the price differ-
ence between them.

DEFINITION:
Front Running

Front running is the practice

of purchasing stocks, or other
assets, in anticipation that a
portfolio manager is imminently
coming in to purchase those same
assets. The practice describes
investors buying stocks in antici-
pation that a large fund manager
will be making similar invest-
ments for the fund portfolio.

This can theoretically drive costs
higher for the fund.
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KEY POINT:

Exchange listing and the variety
of asset classes within the ETF
structure enable investors to
maintain all parts of their invest-
ment portfolio in one account
with a single set of statements
and processes. You can have your
commodities exposure with your
fixed-income and equities expo-
sures all together, making it easy
to understand your performance
and view your allocations. All the
various asset classes look struc-
turally similar in an equity-style
product wrappetr.

KEY POINT:

The trading of ETFs requires more
knowledge than was required
when customers were using mu-
tual funds to invest. By becoming
your own advocate when trading
the products you can create sig-
nificant execution cost savings. As
you will learn about in more detail
later in the book, trading the
products is unique and is probably
the most important nuance that
clients need to understand better
when building portfolios of ETF's.

Exchange Listing

There is sometimes confusion that exchange listing is
all about liquidity, but that is just one of several ben-
efits. The three major positives of exchange listing are:

1. Standardization
2. Intraday trading
3. Liquidity

Standardization is proving to be a tremendous
benefit to holding multiasset portfolios all within the
same account structure. ETFs neatly package all as-
set classes into an equity structure that can resic<.in
the simplest of brokerage accounts. This wac ipos-
sible just a few years ago. Now you are :biz to keep
your bond position wrapped in an~:T& structure
within your investment account, ‘inscead of having
your portfolio separated in different account types
with attendant complicatior.s: You can even include
your commodities ETF piece and your alternatives
ETF selections in your investment account. Trading
in the products alrohecomes standardized. If you un-
derstand how Ei'Fstrade, you'll be able to trade all the
asset classes in your portfolio easily from the same ac-
count, probably using the same tools.

Intraday trading of exchange-traded funds has
been the characteristic that presents itself as both a
blessing and a curse. The mutual fund industry has the
benefit of never having to explain to a client the con-
cept of how to achieve best execution. They rarely even
have to explain poor trading practices within the per-
formance of a portfolio. While intraday trading adds

to the transparency and liquidity of the ETF product
class, it puts the responsibility of understanding how
to achieve best execution on the investor. The execu-
tion portion of the equation is a very important part of
the investment process. Every new client has to climb
the learning curve of how to achieve a good execution
in the products. The ETF industry has given inves-
torsthe ability to manage their own executions. But
with this responsibility there is a learning curve that
‘s proving to be somewhat steeper than the industry
may have expected. I've been involved in the trading
of ETFs for almost 15 years, and I am still answering
basic questions about liquidity and trading. Part of
that problem is the slowness of systems and processes
to adapt to this new necessity. It is critical to become
an advocate for yourself and your clients when trad-
ing ETFs. Advances in execution when managing a
portfolio of ETFs can save millions of dollars annually.

For many investors, the intraday trading aspect of
ETFs is not that important, nor should it be. This is
why I have broken it out from liquidity as a separate
factor. If you are using an investment process that in-
structs you to buy a fund today, hold it for some ex-
tended period based upon various parameters, and
then sell it, then trading intraday, except on those ex-
ecution days, is like a good insurance policy. It is there
if you ever need it, but most of the time you won't. In
addition, if youre trading in ETFs with foreign un-
derlying assets, the intraday trading of a fund in the
United States adds an additional dimension and time
zone for trading the foreign assets. There are some



ETFs that can even be traded 24 hours a day through
your broker dealer, which adds a never before seen
flexibility to the management of portfolios.

As the trading industry evolves to a more process-
driven business based around customer service and con-
tinues to attract different kinds of liquidity providers, the
customer experience in ETFs will continue to improve.
Several of the large customer execution providers are
offering commission-free ETF trading on many of their
platforms. Essentially, we are seeing a full-scale change
in the way equities orders are executed because they
now include ETFs. ETFs trade differently than stocks,
although they share similar characteristics, so the ma-
jor execution platforms servicing advisors are retooling
to understand and achieve better liquidity in the ETFs.
In this book, you will read more about this evolution of
providing better execution services to all ETF investors,
from the growth of liquidity aggregators to agency ex-
ecutions of baskets with an exchange for ETF shares.

Listing a product on an exchange and creating «
standardized format provides access to a wider:wvari-
ety of market participants and can increase liguidity
and participation to a level that could not have been

previously achieved. This has also helped to decrease
trading spreads for many products. You can see in the
grid in Exhibit 1.2 where the ETF price is actually trad-
ing between the bid and ask spread of the underlying
basket. Listing on the exchange has brought multiple
sources of liquidity into one location creating a tan-
gible benefit for investors.

This extreme liquidity injectici: does not happen
in every product but at the very least exchange listing
adds to the liquidity base. The trading that takes place
in some of the highest-voitome ETFs has had the effect
of causing the ETF itsch) to trade at a tighter spread
than its underlying vasket and in much greater size
than would be exp:cted. In Exhibit 1.2, you can see the
market price aind the indicative value (IV) of the SPDR
S&P 500 ETF Trust (SPY). There are many more details
about ‘ndicative value in Chapter 2.

it you look at the spread column, you can see that
the basket is showing an implied ETF spread of 4 cents
wide. However, the fund is showing a trading spread of
only 1 cent wide. The fund is trading at a tighter spread
than would be available if you traded the basket. This
anomaly becomes much more pronounced in some

Bid Ask Spread Last Price
SPY Price $119.256 $119.26 $0.01 $119.25
SPY IV Basket Value $1190.22 $119.27 $0.04 $119.24

Exhibit 1.2 SPY Price Spread Example

Reprinted with permission from Bloomberg. Copyright 2012 Bloomberg L.P. All rights reserved.
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DEFINITION:
Indicative Value (IV)

Indicative value is the calculated
value of the underlying assets in
an ETF. This is typically calcu-
lated by using the last price of
each underlying component and
presents a close to real-time
value of the fund for investors.

KEY POINT:

One difference in trading be-
tween an ETF and a stock is that
an ETF trade is typically be-
tween a customer and a liquidity
provider. Very rarely are two end
customers trading against each
other without an intermediary in
between. The liquidity providers,
or other professional traders, are
usually providing liquidity from
the basket to the ETF shares for
the client, utilizing the arbitrage
function that keeps the trading
price right around the value of
the basket.
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KEY POINT:

The in-kind creation and redemp-
tion process is what drives some
of the tax efficiency of the ETF

structure. The portfolio can be
managed by the delivery and
receipt of shares without trading
and causing tax liabilities.

KEY POINT:

Creation and redemption of ETFs
centers around the delivery of
baskets of shares in exchange for
ETF shares between Authorized
Participants (AP) and ETF issuers

(AP). This process, described in
detail in Chapter 2, is one of the
keys to the structure. It is how an
ETF grows larger with investor
demand and then shrinks when
the underlying asset class moves
out of favor.

products that trade high volumes or have underlying
assets that are not readily accessible. The exchange
provides a secondary gathering place for a wide variety
of market participants that might not have found each
other otherwise. The advantages of this become even
more evident as products emerge providing access to
formerly hard-to-access asset classes. In many cases,
the ETF is becoming a vehicle to aid liquidity growth in
the underlying basket itself. Bringing together multiple

different investor types into one standardized vehicle is
centralizing product liquidity as is the purpose of an ex-
change listed market. As you can see in Exhibit 1.3, the
wide array of ETF users all come together in the prod-
ucts on an equal playing field. There are no multiple
shares classes or alternative structures for institutions
versus snaller investors.

The tighter spreads are also possible because of the
erbicrage available when you have two products, the

Retail Flow

Institutionai
Flow

Arbitrage
Traders

Exhibit 1.3 ETF Market Participants

High
Frequency

Advisor
Flow



basket and the ETF, that can easily be converted into
one another. This is known as being fungible. There
is a lot of competition in the trading industry to cap-
ture any spread between the ETF price and the basket
price. This is advantageous for investors because, as
those trading firms compete, they drive spreads ever
tighter and keep the ETF trading near its fair value.
There are also alternative trading vehicles like futures
and options that trade in conjunction with some ETFs
and this only further enhances the liquidity pool. For
investors, the centralizing of users into the ETFs is
very beneficial because the presentation of tighter
spreads and more liquidity than had previously ex-
isted translates into cheaper execution costs for the
end investor.

Tax Efficiency

I present the basics of why ETFs are different than
other investment products in terms of their tax conse-
quences, but I am not a tax attorney or an accountant.
Each individual situation is different, and you shoula
consult your own advisors regarding your perssonal
tax situation. I am also discussing the funds in a nor-
mal taxable environment. Things can change when
the funds are held in tax-deferred accounts and other
structures.

The concept of the tax efficiency of the ETF struc-
ture is another major feature that is helping to drive
growth. In trying to simplify the discussion down
to its most important aspects, I have isolated three
subcategories:

B Tax efficiencies within the portfolio management
process

B Tax efficiencies within the distribution process

m Structural differences that affect tax efficiency

The major tax advantage of the ETF structure with-
in the portfolio management process derives from
the concept of in-kind creation-and redemption. I
will cover the details of how creation and redemption
works in Chapter 2 but for riow will explain the differ-
ences between ETFs and-tueir mutual and closed-end
fund cousins.

When investors add assets to mutual funds, the
portfolio managers are taking in cash from the inves-
tors and then purchasing the underlying basket of as-
sets. The reverse happens when an investor wants to
redeera chares of the mutual fund. At that point, the
mu‘uul fund manager has to raise cash to deliver back
tothe investor. In general, they need to sell assets that
the fund holds. This selling of assets typically gener-
ates a taxable event for the mutual fund. Funds do
hold certain cash reserves to accommodate some re-
demption, but this can lead to performance lag and so
needs to be done sparingly. There are also other minor
techniques to manage the portfolio, but at its essence,
when investors come into and out of mutual funds,
the portfolio managers are buying and selling the un-
derlying assets. This is creating taxable events with-
in the funds that will need to be distributed among
the remaining shareholders. Then at some point in
the future, depending on the distribution schedule,

Visual Guide to ETFs
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KEY POINT:

The ETF industry makes use of
two parts of the capital markets:
the primary market and the sec-
ondary market. The primary mar-
ket is where issuance takes place.
All creations and redemptions are
considered to be taking place in
the primary market. The second-
ary market is where previously
issued securities trade. When you
are trading a stock or ETF on an
exchange, you are trading in the
secondary market. Do not confuse
this with the primary exchange
listing of an ETF, which delineates
the exchange on which a product
was first listed to begin trading
and that affects the official opening
and closing auction and prices.

KEY POINT:

ETFs do not do IPOs to raise as-
sets. Every ETF launches with
some amount of seed capital so
that the shares can be brought

to the secondary market. Typi-
cally, this is a process whereby
an authorized participant goes
into the markets and purchases
the required basket for the new
ETF and then processes an initial
creation. Once an ETF has shares
outstanding, they can be traded
on an exchange, and the ETF be-
gins to take on a life of its own.

the mutual fund will make distributions of short- and
long-term capital gains that will be taxable events for
shareholders.

The way a typical equity ETF takes in and disburses
assets is quite different. It surprises me how many us-
ers of ETFs have not gotten a firm grasp on how the
ETFs take in assets, unwind assets, and even make
money on those assets. The first stage is taking in as-
sets. An ETF transacts on two levels in the markets,
the primary market and the secondary market.

When an ETF is trading, the process of taking»
new assets actually begins away from the ETF psi)io-
lio itself in the secondary market. When ari influx of
investors want to buy the ETF, the liquidity-providing
community sells the shares of the ETF 1o *hose buyers.
They then typically buy the shares ir the underlying
basket to hedge their trading books. As this continues
throughout the trading day, tie liquidity providers are
accumulating larger shoit positions in the ETF, and
at the same time they ate continually growing their
long exposure to iheinderlying basket. At the end of
the trading day, tlie liquidity-providing community
assesses their own trading portfolios and takes ac-
tions to clean up their balance sheets. This is where
the magic happens in the ETF structure. If the liquid-
ity providers have done everything correctly, they
have two positions on their trading books, short the
ETF and long a basket of stocks that represents per-
fect creation units of the ETF portfolio. They can then
effect a creation. In this process, the liquidity pro-
vider delivers the basket of underlying assets to the

ETF issuer’s portfolio management agent, and new
shares of the ETF are issued. This is a primary market
transaction that is not considered a trade by the ETF
portfolio, and is separate from the secondary trading
activity that was taking place throughout the day. But
the distinction that needs to be made here is that the
AP is the one gathering and selling the assets of the
ETT when creating and redeeming and not the ETF
portiolio managers as would be the case in a mutual
fund structure.

The activity in the secondary market can have vary-
ing effects on the primary markets, which I discuss
further in Chapter 4. At this point, the ETF has grown
the assets it is managing, and that growth has been
represented to the public via an increase in the shares
outstanding number. Now let’s look at what is going
to happen in the reverse situation. In our hypotheti-
cal example, there are sellers in the market. Investors
want to do nothing but sell the ETF shares. All daylong,
they are selling the ETF to liquidity providers, who are,
in turn, selling shares across the underlying basket of
the ETF. This is the key transference between liquidity
in the ETF and activity in the underlying baskets. In
this reverse example, at the end of the day the liquid-
ity provider may have a large position of long the ETF
and short the underlying basket in perfect unit sizes.
Remember, if done correctly, this is a perfectly hedged
position, so there is no market exposure, but there are
financing fees on the various long and short positions.
To manage the balance sheet costs and exposures, the
liquidity provider decides to affect redemption of the



ETF shares. In this case, the liquidity provider will be
delivering the shares of the ETF back to the ETF issuer,
and the issuer will be delivering units of the underly-
ing basket to the liquidity provider. The ETF shares
outstanding will decrease because those ETF shares
are no longer in existence and tradable in the market
place. The assets in the fund have also decreased be-
cause the underlying shares that represented those
assets have been delivered out.

This primary market transaction is not considered
to be a trade and is therefore not creating a taxable
event for the ETF. The in-kind creation and redemp-
tion process enables the delivery and receipt of shares
into and out of the portfolio but are not considered
to be trades for tax purposes which can cut down on
capital gains distributions. This is all very tax efficient
for the ETF and is a critical concept that I refer to as a
piece of the structural alpha of the products.

The taxable events of trading the underlying equi-
ties and the actual ETF shares have been moved back
to where they should be, at each particular end ives-
tor involved in the transaction. This removes frcm the
equation the risk of large investors creating taxable
events that affect all the other investors of the fund.
It also highlights the importance of investors being
their own advocates on the trading side, because it is
now more likely to have a direct effect on their par-
ticular portfolio, while in other fund structures, many
of those costs are allocated across all holders.

These efficiencies of moving baskets into and out
of the ETF without doing trades enable the portfolio

managers to maintain a highly efficient tax strategy
within the portfolio. There are portfolio rebalances
and corporate actions that take place that do require
some trading to be done, but for the most part, large
asset moves are done efficiently. If you look at the his-
tory of ETF distribution numbers, you can see that
they have a small fraction of the tax distributions as
compared to other investment prociucts. In addition,
since you can see the portfolio movements within
the ETF, diligent investors are able to closely monitor
what any distribution mig\.t-actually be if there was to
be one. This whole prtcess enables investors to man-
age their own tax sitiiations at the fund ownership lev-
el without being valnerable to tax consequences cre-
ated by othcravestors moving in and out of the ETF.

Struciural Ramifications and Taxation

It.it iinaportant to understand that different types of
¥ 1Fs structures can affect their tax efficiency. As the
ETF structure has evolved and the funds have begun
providing exposure to more esoteric underlying as-
sets, they have evolved into utilizing a cash creation
and redemption feature. This cash creation/redemp-
tion feature is usually only used when the underly-
ing is regulated and/or difficult to trade. In the stan-
dard in-kind creation and redemption process, the
transactions by the fund are not considered to be
trades. In a cash creation and redemption, the fund
is acting more like a mutual fund in taking in cash
and going out and purchasing assets. Since these
asset purchases and sales are actually taking place
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KEY POINT:

A wide variety of market partici-
pants act as liquidity providers in
ETFs. They may be professional
market makers or ETF arbitra-
geurs, pursuing price differences
between the basket and the ETF. Or
they may be facilitating ETF order
flow for a customer base. The key
is that all these market participants
are facilitating the exchange of the
underlying basket for the ETF. A
liquidity provider may or may not
be an authorized participant. It can
be a trading firm that uses the ser-
vices of an authorized participant
to clear off the balance sheet at the
end of the day. Conversely, not all
APs are ETF liquidity providers. In
some circumstances, they are just
processing transactions on behalf
of their customers in the primary
ETF market.

KEY POINT:

The creation and redemption
transactions that take place
within the ETF structure are

not considered to be trades and
therefore do not generate taxable
gains and losses within the ETF
portfolio.
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KEY POINT:

Because the trading of the portfo-
lio is now more in the control of
the investors, it is important that
they take control of this aspect
when using ETF's. When you trade

and how you trade your ETF,

whether in an individual trading

account or in a multi-billion dollar
portfolio, is a critical piece of your
investment process and will affect

your overall performance.

STEP-BY-STEP

Screen for new funds on Bloom-

berg

1. Type EXTF, choose 5, New

ETP Listings.
2. Actions, edit Criteria.

3. Select Country of Domicile,

1, Edit Criteria.
. Select US.
. Select Results.
. Actions, edit Display.

. Choose the columns that

work for your desired
results.

within the fund portfolio, they are actual trades that
can generate realized gains or losses in the portfolio.
They are also treated like all trades for tax purposes.
There are also hybrid structures that will use cash for
some underlyings and in-kind for others. The tax li-
ability will be different for each piece. In Exhibit 1.4,
you can see the third page of a Bloomberg descrip-
tion screen showing creation and redemption de-
tails. Bloomberg provides you with information on
the creation redemption mechanism for each ETE.
In this case, the ETF has an in-kind creation and -
demption process, indicating shares are deliverec.in
and out of the fund.

ETF Product Proliferatior

One question I encounter repeatedly in client meet-
ings and at conferences is wheiher we have reached
a saturation point of product ia the ETF market. To
address this question, begii: by looking at what has
been happening in praduct proliferation both in the
United States and giovally. The number of ETF prod-
ucts in the United States has been growing at a fast
pace, far outpacing other investment products. The
graph in Exhibit 1.5 is probably the most widespread
graph in the ETF industry. It is in nearly every research
publication about the products. The bars represent
the main trends of assets under management (AUM)
growth, both globally and in the United States. The
lines, which I've highlighted, represent the number of
outstanding products.’ Notice the rates of change in
the product lines.

The number of ETFs globally is growing at an even
faster pace than in the United States. The demand that
I see from clients clamoring for ETF product would
seem to be saying that we are nowhere near a satura-
tion point. Clients are looking for the ability to build
portfolios of multiple asset classes in the ETF wrap-
per, wliich is driving a lot of new product innovation.

Thie next piece of the puzzle would be to look at as-
¢ets raised in new funds. Are new funds still picking
1p assets? The logic would say that if new funds are
not picking up assets, then we possibly have reached
a saturation point. In this case, I have run a search us-
ing the Bloomberg search function and come up with
122 funds that were newly listed in the United States
in 2012 through June 27.

Exhibit 1.6 shows the top 17 new funds of 2012
sorted by assets through October 29. It shows that
those 17 new products have raised more than $4 bil-
lion in assets already, in the first nine months of the
year. What you see in these new products are unique
concepts that have not before been available in the
ETF structure, or where investors have not been able
to attain exposures, or different aspects of investment
themes that have been in existence. In particular, a sig-
nificant amount of the assets were raised in an active-
ly managed ETF that is designed to be the ETF version
of a very popular mutual fund. Many industry partici-
pants and potential investors have been watching this
launch closely. It could have groundbreaking ramifica-
tions for the future of the product set and is proof that
ETFs as a product category are still evolving. However,
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there are many variables that cause newly launched
ETFs to gather assets quickly or slowly and most have
to do with the market timing and investor sentiment
in the theme.

The number of products listed over the last several
years has definitely accelerated, as compared to recent
history. In Exhibit 1.7 you can see product issuance by
year and the amount of assets. The graph shows the

number of funds launched each year and the assets
those funds have attracted from inception until June
2012. It highlights the dramatic increase in issuance
and also the clear decline in assets that were raised in
newer products. This shows the difficulties in raising
assets when launching new products. However, also
take into consideration the market environment and
the trend of other investment products in raising new



Visual Guide to ETFs 15

GRAB
{Menu> to return
Search I 79 Output -~ 99 Actions - 99 View Fund Screening

Ticker Name

Fund Search Screen
Reprinted with permission from Bloomberg. Copyright 2012 Bloomberg L.P. All rights reserved.



16

CHAPTER 1 Characteristics of Modern Investment Products

STEP-BY-STEP

Screen for closed ETFs on Bloom-

berg
1.

EXTF, choose 23, Liquidated
ETPs.

. Actions, edit Criteria.

. Select Country of Domicile.
. Select US, 1 to update.

. Select Results.

. Actions, edit Display.

. Choose the columns that
work for your desired
results.
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Exhibit 1.7 Funds Launched and C'ased per Year and Current AuM
Source: Bloomberg, as of 5/15/12. Reprintea i1 permission from Bloomberg. Copyright 2012 Bloomberg L.P.

All rights reserved.

capital. ETFs are outpacing them all. I think it is fair to
say that ETFs as a Category are not saturated and still
growing in the fcrn: of issuance as well as user base.

ETF Closings

As in any rapid growth industry there is a risk that
not all new entrants will succeed and some must
close. In investment products this is not necessar-
ily an indication of saturation or of general failure
but a natural weeding out process by investors of
investment themes and this does not present a dan-
ger to the product category. The process of building

an ETF, listing it on the exchange, and maintain-
ing the infrastructure to keep that product proper-
ly managed is expensive. If a product grows in age
without corresponding growth in assets, it becomes
a burden that is simply not economical for a fund
management company to maintain. There are many
variables that determine the length of life of a fund
with few assets. It is first and foremost a function of
cost to run and maintain as an outstanding vehicle.
Beyond that are considerations regarding the time
in the market cycle and investor appetite. If the fund
represents an asset class that has not normally been

2012
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accessed via an equitized product, and if the fund
company is large and can afford to keep a bigger
stable of funds, then a small fund might have a lon-
ger life. A smaller, newer fund company will have less
leeway in those situations.

As of June 6, 2012, there have been 212 funds closed
in the U.S. markets. You can see a list of funds that
were closed on Bloomberg by using the EXTF function
as well. In Exhibit 1.8, you can see the most recently

closed 17 funds, but you can also generate the full list
and export it to Excel.

Exhibit 1.9 presents a look at exchange-traded
products by assets broken out by age of funds. You
can see that there are a significant number of funds,
more than 350, with less than $10 million in AuM,
and many of those funds, 215, are under a year old.
There are a wide range of variables involved in mak-
ing decisions about whether to keep funds open



and for how long. From the chart, you might think
that the older a fund is, the more assets it attracts,
but that discounts the effects of some older funds
that attracted few assets having been closed. There
is survivor bias present in this chart. You might
look at the upper categories of the left bars as
indications of where fund closings may be immi-
nent, but since there are so many other variables,
that does not necessarily present the most accurate
prediction.

Regarding fund closures, investors must remember
that they occur with enough time lag for you to reallo-
cate your exposure. You will be given the opportunity
to trade out of your position or receive a net asset val-
ue (NAV) based redemption of either cash or shares.
Although this will create a potentially taxable event in
your own portfolio and generate some trading costs as
you reallocate, there is no other loss associated with
fund closings. This is a common event in all classes
of investment funds, as product development team:s
try to ascertain where investor dollars will flow i« the
future.

Mutual Funds

Mutual funds are the largest group of investment
company products by assets both in the United
States and globally. There were $24.7 trillion in mu-
tual funds worldwide as of the end of 2010. The United
States represented just less than half that total with
$11.9 trillion.?

Within the U.S. mutual fund product set, the asset
class breakdown in Exhibit 1.10 shows that roughly
35 percent of the assets are in funds comprised of do-
mestic equities. Equity-based funds (domestic and
international) make up only about half of the mutual
fund assets, with a relatively even split with fixed-in-
come funds. There are essentially two tvpes of mutual
funds from a fund management rmeispective: actively
managed or index linked. Actively managed funds
represent a significant maicrity of the industry, with
funds steered by portfalic managers whose aim is to
guide the portfolio te ger.erate alpha for investors.

Index funds, as‘ti:e name implies, are funds bench-
marked to indexes with a goal to just replicate them
and so are pascive in management nature. They are a
small but growing portion of the U.S mutual fund mar-
ket. Accerding to the 2012 Investment Company Fact
Book; index mutual funds manage nearly $1 trillion
doilars in assets, or approximately 7.5 percent of the
U.S. mutual fund market. This is similar in size to the
overall ETF market.

The ETF market has evolved very differently, with
a significant majority, more than 90 percent, of the
outstanding funds index based and focused on equi-
ties. Perhaps the maturity of the mutual fund market
and its breakdown gives some indication of where the
growth will be in ETFs going forward. In the begin-
ning, the ETF growth pattern was based less around
investor demand and more around regulatory approv-
al. Fixed-income funds came to market much later.
They represent, however, a significant development in
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KEY POINT:

Distribution [and/or Service]
(12b-1) Fees® - U.S. Securities
and Exchange Commission
Definitions: The SEC 12b-1 rule
delineates distribution fees to
include fees paid for marketing
and selling fund shares, such as
compensating brokers and others
who sell fund shares and pay-
ing for advertising, the printing
and mailing of prospectuses to
new investors, and the printing
and mailing of sales literature.
The SEC does not limit the size
of 12b-1 fees that funds may pay.
But under FINRA rules, 12b-1
fees that are used to pay market-
ing and distribution expenses (as
opposed to shareholder service
expenses) cannot exceed 0.75
percent of a fund’s average net
assets per year...”

product structure and in certain ways a steeper learn-
ing curve for investors. They potentially provide a sub-
stantial growth opportunity.

Also, the majority of ETFs are index-linked funds.
ETFs are only recently being allowed to pursue forms
of actively managed portfolios. Investor preferences
have changed, which is contributing to the growth
of index-based funds both as a percent of the mutual
fund market and as ETFs. But there are still a signifi-
cant amount of actively managed assets in the mutual
fund arena that could benefit from an ETF wrappe.
We could see several paths of growth over coming
years: the fixed-income ETF space, the actively man-
aged space, and the alternatives space.Iet’s now ex-
amine some of the characteristics ¢t iutual funds,
especially as compared to ETFs.

Mutual funds offer several characteristics that in-
vestors have become comfcitable with over the years.
Most important, they have become entrenched in our
investing culture. They liave developed the distribu-
tion channels; they have created an entire ecosystem
designed to funnel assets into the products in a pain-
less way to investors.

The characteristics that investors are most familiar
with:

B They can be purchased either directly from the
mutual fund companies or from the product
supermarkets.

m They offer a theoretically clear pricing scheme of
publishing a NAV once daily.

B The NAV is the price at which investors can come
into and out of the funds on a daily basis.

B Mutual fund purchases and redemptions take
place in dollar amounts as opposed to trading in
share amounts typical of ETFs.

B Mutual funds typically have multiple share classes
pe: fund for different investors and from different
disiribution methods.

B - They therefore have a wide spectrum of fee ranges
beyond the actual management fee that investors
can be subject to, based on how they came to invest
in the fund.

B Since all trading takes place within the fund,
mutual funds do not have the tax efficiency that
many ETFs present.

B Since all trading takes place within the fund, all
investors are subject to the costs of trading related
to other investors entering and exiting the fund.

B Mutual funds are heavy users of 12b-1 fees.
They use this to pay distributors for a variety of
functions, including placing investors in the funds.
This has driven a lot of investment over the years
and possibly causes some advisors to continue
funneling assets into those products.

As you review the list of characteristics, you can
understand where ETFs stand out in stark contrast.
With ETFs, uniquely, all investors interact on a level
playing field with the same fees and the same infor-
mation.



Although mutual funds have certainly provided in-
vestors with accessible investment vehicles over the
years, it's now become clear that they have built up
a huge infrastructure within the asset management
business and defined the portfolio management and
distribution groups that support it. Investors have
paid for the development of this infrastructure, and
its setup attracts star managers to run the funds as
well as distributors to sell them. Mutual funds have
become entrenched in the investing way of life and
ETFs must continue to change that infrastructure in
order to fit into more asset feeder structures that were
designed to support mutual fund vehicles.

If you look at the hordes of slot machine play-
ers sitting for hours in extravagant gambling halls
around the country, you can see evidence of Ameri-
cans ever present and strong desire to outperform.
In many ways, actively managed investment funds
cater to that inner desire to beat the averages or, in
this case, the index. Unfortunately, sometimes the
active managers are not providing better retruns
than an index-based fund. Numerous studiec. over
the years have shown various ranges of underperfor-
mance by active managers. Yet a tremendous quan-
tity of actively managed mutual fund products are
available and demanded by investors. You can see
the product numbers by type in Exhibit 1.11. You will
notice that the number of outstanding mutual funds
has been reasonably constant at approximately 8500
since 2001, while the number of ETFs has grown from
100 to 1000+ over that same time period. Both of

these numbers include new fund openings and fund
closures as well.

One of the most watched and discussed develop-
ments in the ETF industry was the introduction of
actively managed ETFs in 2008. If there is an adop-
tion of those products by the client base, then that
will potentially open the floodgatesto more active-
ly managed products over the coiiing years. There
will, however, have to be a reshlution as to the best
way to bring active products to market, either via
fully transparent basket: oz some form of screened
holdings. The McKizsey report on ETFs’ brings
up a very interesiing point in describing potential
growth of active ETFs. It says that “if Active ETFs
were to follovw tne same growth pattern that passive
ETF procues followed, they would constitute ap-
proxirnately 10 percent of all actively managed U.S.
long-term mutual fund assets within a decade and
axceed $1 trillion in AUM.” Important to consider
is that ETF companies have already been educating
investors for almost 20 years about the structure, so
a lot of the basic education has been done which
will facilitate even faster adoption of new product
styles like active ETFs. This would be a full-on chal-
lenge to the largest segment of mutual fund assets.
Many in the industry are watching and preparing
for this potential challenge to the long standing
reign of the mutual fund.

Let’s take a look at another cousin product, closed-
end funds. It was the listed trading of this vehicle that
served as a precursor to the listing of ETFs. There are
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KEY POINT:

Closed-end fund (CEF) relative
value portfolios means trading
closed-end funds versus some
hedge to capture changes in the
discount or premium. Many peo-
ple refer to this as CEF arbitrage,
but unlike an ETF, where you can
actually exchange the fund for
the basket and back again, there
is no collapsing of the positions
in CEFs. There is no actual arbi-
trage. It's really trading two sepa-
rate and distinct vehicles that
have a mathematical relationship.
One caveat is real arbitrage can
exist when a CEF has announced
that it is going to liquidate or
open-end.
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Source: 2012 Investment Company ~ast Book.

some very interesting.and important differences be-
tween the products.

Closed-End Funds

In many of my comparisons and explanations of the
ETF market, I reference them against mutual funds.
That is where I see the largest shift of investment as-
sets as a result of the growth of the more modern ETF
structure. Mutual funds are related products and gen-
erally enter into the dialogue when people are making
investment decisions. The conversation would not be

complete, however, without examining the closed-end
fund segment of the market.

I am intimately familiar with closed-end funds,
since before ETFs existed, I ran large CEF relative
value portfolios. These portfolios typically ran to mul-
tiple hundreds of millions of dollars in long and short
spread trades, taking advantage of discount anoma-
lies in the products.

I've always been interested in investment products
and how investors can use them to build optimal port-
folios. I have never really understood how closed-end
funds manage to continue to find initial investors in



their IPOs when so much research details their move
to a discount typically during the first 100 trading
days. In the IPO process, you are actually purchasing
the fund at a premium to the value of the assets.

It is the way that closed-end funds trade that is
most relevant for a comparison with ETFs. This is
where investors most often become confused. The
critical difference is in the ETF creation and redemp-
tion feature and the fact that ETFs exhibit the trait of
continuous issuance, while CEFs typically issue shares
once only upon their IPO. The name itself explains
that CEFs are closed-ended, meaning there are a fixed
number of shares outstanding, while ETFs are consid-
ered to be open-ended like mutual funds.

In its simplest form, the fact is that you can buy an
ETF share and sell its basket, and if you get to a large
enough size, you can have an AP, exchange the two,
creating perfect arbitrage. One asset equals the other,
and therefore the trading of one, while separate, can
definitely be economically related to the other. This
consistently serves to narrow any discount that woula
potentially develop between the two assets. I aiscuss
ETF discounts and premiums in the chapter focused
on structure later in the book.

This ability does not exist in CEFs. It is not arbi-
trage when you are trading a closed-end fund versus
its underlying basket, not that you really can trade
it perfectly since the holdings of CEFs are only pub-
lished periodically. There is no direct conversion of
one for the other that would enable you to actually
capture the spread. If a market anomaly causes an

ETF to trade away from its basket or there is a halt in
the creation and redemption facility, then the invest-
ment community refers to the ETF as trading like a
closed-end fund.

In standard practice, the discounts or premiums of a
CEF are very different than those that might arise in an
ETF. They are typically long-term and are more related
to the nuances of the product strucitive and the supply
and demand of the underlying atset class. There is little
that the average investor car. do about the discount or
premium. Exhibit 1.12-siiws you the long-term dis-
count that might ever doy the existence of a closed-end
fund. In the bottoin ualf of the chart, you can see the
long-term discaun: averaging approximately 14.5 per-
cent over the past five years in the fund. This is a stable
discount with a low degree of volatility.

In Exiibit 1.13, you can see the keystrokes required
te puil up the discount and/or premium chart for a
CLF or ETF. For both products, you can graph the NAV
of the fund, and it will also produce the discount or
premium graph.

There are some discounts and premiums that
move with a high degree of volatility. In Exhibit 1.14,
I show an example of a fund that trades at a persis-
tent premium over time. You can see the premium and
discount chart for the closed-end fund over the past
five years. The yellow highlights delineate periods of
drastic swings. The left arrow is showing a move in the
premium of the fund from above 80 to below 20 over a
six-month period. Then the fund price moves back out
to almost an 80 percent premium above NAV again,
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To bring up a chart that shows the
discount or premium on funds:

1. Type in the ticker of the fund
and the EQUITY button.
2. Then NAV <GO>.
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ETFs’ Mutual Funds? CEFs UITs Total
1995 2 5,761 500 12,979 19,242
1996 19 6,293 497 11,764 18,673
1997 19 6,778 487 11,693 18,877
1998 29 7,489 492 10,966 18,976
1999 30 8,003 ‘3|_Q 10,414 18,959
2000 80 8,370 _482 10,072 19,004
2001 102 8518 : 492 9,295 18,407
2002 113 8511 N~ 545 8,303 17,472
2003 119 8,42_’L‘_ 584 7,233 16,362
2004 162 9;;5 619 6,499 15,685
2005 204 _8,449 635 6,019 15,307
2006 359 \T 8,721 647 5,907 15,634
2007 629 ) 8,747 664 6,030 16,070
2008 7;'5_ 8,884 643 5,984 16,254
2009 —820 8617 628 6,049 16,114
2010 NV 950 8545 624 5971 16,090
201 1,166 8,684 634 6,022 16,606

Exhibit 1.11 Number of Investment Companies by Type
' ETF data prior to 2001 were provided by Strategic Insight Simfund. ETF data include investment companies
not registered under the Investment Company Act of 1940 and ETFs that invest primarily in other ETFs.

2 Data include mutual funds that invest primarily in other mutual funds.
Source: Investment Company Institute Fact Book 2012.
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Exhibit 1.13 Bloomberg Typing Code—ADX NAV

Reprinted with permission from Bloomberg. Copyright 2012 Bloomberg L.P. All rights reserved.

and then in late 2008 it crashes down to almost a
20 percent discount to NAV, as highlighted by th= yel-
low circle. The second arrow is highlighting arstier
drastic move in the premium. What is iricresting
to think about in this example is that, instead of the
fund being at a dramatic discount, itz actually at a
dramatic premium. To clarify whatthat means, in the
case of a fund having $10 worth ot assets, it might be
trading at $15 dollars in the secondary market (on the
exchange). So an invesio: baying the fund is paying
50 percent more to buy the shares of the fund as op-
posed to buying its underlying basket of securities.
Some discouli:ts seem to be reasonably stable and
would therefore offer investors a small measure of
comfort, except there are no structural measures to
ensure the continuity of a discount or premium This is
the greatest risk if you are attempting to take advan-
tage of discount anomalies in CEFs: Something occurs
in a fund, and a discount moves against you dramati-
cally. In Exhibit 1.15, you can see a fund that traded
at approximately a 10 percent discount for about two
years. Then in late 2011, the fund moved from about

210 percent discount to more than 15 percent. If you
had been long the fund and perhaps short some form
of hedge that was designed to mimic the movements
of the NAV of the fund, you would be losing signifi-
cantly due to the underperformance of the fund price
relative to its NAV. While CEFs might have been the
exchange-listed precursor to the ETF, the ETF has
made a giant product leap by combining the open
ended attribute of a mutual fund, the exchange listing
of a CEF and added its own touch of transparency to
provide the investing community with an evolved and
more flexible investing product.

Summary

The adoption and growing use of exchange-traded
funds is revolutionary. They possess a clear set of
characteristics that satisfy the modern tastes of to-
day’s investors. Their proliferation is evident in the in-
stitutional trading community, the retail community,
and even the retirement savings community. Their use
in 401(k)s and other plans are slowly being adopted.



Visual Guide to ETFs 27

GRAB EquityNAV
Hit # <PAGE> for Price and NAV tables.
Page 1/54 Fund Premium/Discount

Period[ B8 Currency[MS8)B Cornerstone Stra

2006

Australia €1 2 9777 8600 B 5511 3048 -ﬁUD Europe 44 dD 7330 7500 Germang 49 639 ':'2u4 1210 Hong Kong 353 2977 bGlJU
Jopan 81 3 3201 8900 Singapore €5 6212 1000 U.s. 1 212 318 2000 Copyright 2011 Bloomberyg Finonce L.P.
SN 192825 GE3B-682-0 22-Dec-11 16:42:39 EST GMT-5:00

Exhibit 1.14 CEF Discount Chart (CLM)
Reprinted with permission from Bloomberg. Copyright 2012 Bloomberg L.P. All rights reserved.
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Those plans have been slower in their adoption of
ETFs due to legacy systems for recordkeeping, settle-
ment, secondary market issues, and distribution fees.
But the customer demand is pushing development,
and use of ETFs is forcing the modernization of these
systems. The desire of investors for transparency, low-
er fees, tax efficiency and standardization is obvious,
and future growth will inevitably continue on a global
basis as investor knowledge and facilitation systems
continue to evolve. Understanding how these prod-
ucts work will be a crucial piece of investors’ financial
education now and for the future. The rest of the Vi-
sual Guide to ETFs provides a visual tour of how these
products work, critical concepts and techniques for
mastering ETF trading, and some sources for more
information.
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1. Select three main characteristics of ETFs: 3. ETFs get a significant portion of their tax efficiency
a. Daily portfolio transparency from:
b. Quarterly portfolio dissemination a. Hiring better portfolio managers
c. Limited shares outstanding b:! Trading more frequently
d. Open-ended share issuance o The creation and redemption process
e. Exchange listing
f. Regularly trade at significant discounts and
premiums to NAV
2. If a retail investor is purchasing a product {r-cash
at NAV, they are buying:

a. A mutual fund
b. A closed-end fund
c. AnETF

Answers: l.a,d,e 2.a 3.c



