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One Instruments

Equity Exchange 
Traded Funds (ETFs)
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Exchange-traded funds (ETFs)

Popular investment vehicle

Unique combination of features that address certain 
challenges associated with traditional investment products

Mutual funds Closed-ended 
investment companies

Mutual funds 

The price paid by investors to buy shares matches the net asset value (NAV)

Value of shares is 
calculated once

per day

Investments can only 
be made at this 

single daily price

Open-ended investment vehicles Continuously accept new money
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Mutual funds Closed-ended 
investment companies

Closed-ended 
investment companies

May not match the 
NAV of the fund

Price fluctuates based on 
supply and demandShare price 

Listed and traded 
on an exchange

Buy or sell shares 
at any time

Fixed number of shares
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Exchange-traded funds (ETFs)

ETFs shares are listed 
on an exchange

Mutual funds Closed-ended 
investment companies

ETFs are open-ended

They can grow as 
more investors wish to 

invest in them

Investors can trade them 
throughout the day at 

variable prices

‘In-kind’ creation and redemption process 

Cost Asset class Flexibility
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Cost

Often significantly lower fees compared to actively managed funds

Attractive for cost-conscious investors 

Cost Asset class Flexibility

© 2025 Financial Edge Training 5



Asset class 

ETFs provide exposure to a wide range of asset classes:

Equities Fixed income Commodities Bitcoin

$

Cost Asset class Flexibility
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Flexibility
ETFs combine the trading ease of an individual security with the 
diversification benefits of an open-ended or closed-ended fund

Buy shares Sell shares

At any point during market hours, offering liquidity and ease of access

Equity ETFs –
Players in the Trade
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Trading Creation Management

Important to understand the roles of the 
key participants involved in their:

Secondary market 

Investors buy and sell ETF shares directly with other market participants 

‘In-kind creation’ and ‘in-kind redemption’

Market stability Aligns share supply 
with demand

Keep ETF share prices closely aligned with their net asset value (NAV) 
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Net Asset Value (NAV)

(Total value of an ETF's assets – liabilities) ÷ Number of outstanding shares

There are three main players involved in exchange-traded funds (ETFs) trading:

Broker Authorized 
Participant (AP) ETF Manager

$
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These transactions occur on the exchange and 
are independent of the creation process 

BrokerInvestors 

Place their orders 

Cash

ETF shares

BrokerInvestors 
Cash

ETF shares

When liquidity in the secondary market 
becomes insufficient…

Authorized 
Participant (AP)

Cash

ETF shares
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BrokerInvestors 

Cash

ETF 
shares

Authorized 
Participant (AP) ETF Manager

$

Cash

ETF 
shares

Large institutions, often banks or trading firms

Assets

ETF shares

Assets

The Market

Delivering a basket of securities Matches the ETF’s underlying portfolio

ETF Manager

$

Authorized 
Participant (AP)

In periods of excess supply, Authorized 
Participant (APs) can redeem ETF shares 

by returning them to the fund in exchange 
for the underlying securities

Cash
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‘In-kind’ process Closely aligned 

Net asset value (NAV)Value of ETF shares

Above it’s NAV due to strong demand

Authorized 
Participant (AP)

Create new 
ETF shares

ETF’s share price

$
ETF Manager

These newly created shares increase supply, helping to bring 
the ETF’s price back in line with its net asset value (NAV)

ETF’s share price falls below its net asset value (NAV)
due to weak demand

ETF FundAuthorized 
Participant (AP)

This redemption reduces supply, helping to restore alignment 
between the ETF price and its net asset value (NAV)

ETF shares

Underlying Securities
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ETF Manager

$

Oversees the operation of the fund

Tracks its benchmark 

Other operational aspects

Collecting and 
distributing dividends

Revenue 

Ongoing Charges Figure (OCF)

The OCF is a transparent measure of the fund’s total management costs, 
including administrative and operational expenses

SPDR S&P 500 ETF (SPY)

S&P 500 index Common stocks Weights mirroring the index

Dividends on the underlying stocks are collected and distributed 
quarterly to ETF holders, net of fees and expenses 
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Equity ETFs – Net 
Asset Value (NAV)

Net Asset Value (NAV)

Equity ETF

Critical metric 
for investors

Total value 
of all assets

At any given
point in time
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Value of 
share 

holdings

The total market value of the ETF’s 
underlying portfolio of stocks

Value of 
share 

holdings
+ Received 

dividends

Cash component

Companies in the ETF’s portfolio 
distribute dividends

Collected by the fund and added 
to cash component

$
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Value of 
share 

holdings
+ Received 

dividends
Securities 

lending 
revenues

+

Cash component

ETFs may lend out shares from their portfolio 
to other market participants

Short sellers Fee

Value of 
share 

holdings
+ Received 

dividends
Securities 

lending 
revenues

Interest 
income+ +

Cash component

Revenue generated by ETF’s assets held in: 

$

Cash Short – term investments
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Value of 
share 

holdings
+ Received 

dividends
Securities 

lending 
revenues

Interest 
income

Ongoing 
charges 

figure (OCF)
+ + -

Cash component

The OCF includes the management fee charged by the ETF provider

Legal costs Administrative costs Audit costs

Authorized Participants (APs) deliver a basket of securities to 
the ETF manager that matches the fund’s underlying holdings

+ $ Matches the ETF's NAV

The cash component is calculated and 
published daily by the ETF provider

© 2025 Financial Edge Training 17



Exchanged Traded Funds 
(ETFs)- Benefits

ETFs (Exchange Traded Funds)

One of the most popular investment vehicles 
due to their numerous benefits

Investors seeking a flexible, cost-efficient 
way to achieve broad-based market exposure
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$$ Trading and liquidity

ETFs can be 
bought and sold on 

exchanges just 
like a stock

Secondary market 
liquidity is further 
enhanced by the 

creation and 
redemption process

Bid-offer spreads 
are very tight, 
which helps

investors minimize 
trading costs 

$

$ Transparency

Fund holdings 
are published on 
a regular basis  

(often daily) and
will be closely 

in line with the                 
underlying index 

(in case of 
passive ETFs)

High transparency 
of the holdings in 
combination with 

creation/redemption 
process ensures 

fair pricing of the
ETF shares 

The ETF’s NAV 
and market price 

diverge, investors can 
assess whether the 

discrepancy reflects a 
trading opportunity
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$ Cost efficiency 

Most ETFs, especially 
those tracking 
broad-market 

indices, have low 
ongoing charges, as 

they are typically 
passively managed

ETFs are a 
compelling choice 
for both retail and 

institutional 
investors looking to 
minimize fees while 

gaining broad 
market exposure

An investor 
saving for retirement 
might opt for a low-

cost index ETF to 
keep fees low 
and maximize 

long-term returns

$ Structural benefits 

ETFs have no 
maturity, roll, or 
expiration risk

Suitable for 
long-term investors 

who want to avoid the 
complexities

of rolling contracts or 
managing expirations

ETFs are ideal for 
investors seeking 

broad, diversified 
exposure with 

minimal 
maintenance
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Exchange Traded Funds 
(ETFs)-Considerations

Tracking slippage Fully funded products Indirect counterparty 
credit risk
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Tracking slippage
Versus the benchmark

ETF’s performance Benchmark index

Passive ETFs aim to replicate the return of a 
benchmark index by using a basket of stocks that 

closely matches the index composition

Tracking slippage
Versus the benchmark

For most standard indices and liquid products, tracking slippage 
is minimal, meaning the ETF’s return closely mirrors the index

Inverse ETFs Leveraged ETFs ETFs tracking 
illiquid indices
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Tracking slippage Fully funded products Indirect counterparty 
credit risk

Fully funded products

ETFs do not have an embedded leverage feature

ETFs trade like stocks, allowing margin purchases 
or short selling where permitted
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Tracking slippage Fully funded products Indirect counterparty 
credit risk

Indirect counterparty credit risk

The swap provider pays the ETF the total 
return of the index, including both 

capital appreciation and dividends

Some ETFs use a derivative contract (a 
swap) with a counterparty to replicate 

the performance of the index

$

If the swap provider defaults, the ETF may not receive the agreed returns
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Indirect counterparty credit risk

Stock lending allows ETFs to earn additional income by 
lending shares to other market participants

Short sellers Collateral

Investors should be aware of the potential exposure

There can be indirect risks associated with stock lending

Active Exchange Traded 
Funds (ETFs)

© 2025 Financial Edge Training 25



Active ETFs vs Traditional ETFs 

Active ETFs are traded 
on stock exchanges

Active ETFs aim to outperform a 
benchmark index – not to replicate it

Active ETFs may not reveal their 
exact holdings every day to protect 

their strategy

Key differencesSimilarities

Active ETFs offer the same intraday 
liquidity and trading flexibility

“Representative basket” of securities

Approximate the risk and return 
profile of the ETF’s actual holdings 
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Operational challenges

APs (Authorized Participants) 
work with representative 

basket, not exact holdings
The arbitrage process may 

be slightly less precise

Leads to wider bid-ask spreads or minor deviations between the ETF’s market price and its NAV

Often higher expense ratios for active ETFs compared to passive ETFs, 
as the management costs for active strategies tend to be greater

Requires significant expertise 
and adds complexity to the fund’s operations

Constructing and managing 
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Smart Beta Exchange 
Traded Funds (ETFs)

A blend of passive and active investment strategies

Focus on specific factors or characteristics of securities

Value Growth Momentum Dividends

Smart Beta ETFs 
(Exchange Traded Funds) 
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Value

Value-focused investing identifies stocks priced 
lower than their fundamentals suggest they should be

Undervalued stocks Generate strong returns 

$

Value strategies are often favored during economic recoveries or periods of market underperformance

Focus on specific factors or characteristics of securities

Value Growth Momentum Dividends

A blend of passive and active investment strategies

Smart Beta ETFs 
(Exchange Traded Funds) 
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Growth

Targets companies exhibiting above-average growth in:

Earnings Revenues Cash flows

Growth

Technology Healthcare

Higher valuations More sensitive to changes in interest 
rates or economic conditions
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Focus on specific factors or characteristics of securities

Value Growth Momentum Dividends

A blend of passive and active investment strategies

Smart Beta ETFs 
(Exchange Traded Funds) 

Momentum

These focus on stocks that have shown high recent returns 
and are likely to continue rising 

Strong-performing stocks Attract further investor interest
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Momentum

Can carry higher risks during market corrections, as 
momentum stocks can fall sharply when trends reverse

Sectors like technology or growth-driven industries

Focus on specific factors or characteristics of securities

Value Growth Momentum Dividends

A blend of passive and active investment strategies

Smart Beta ETFs 
(Exchange Traded Funds) 
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Dividends

Prioritize stocks with the highest dividend yields, offering investors 
the potential for regular income alongside capital appreciation

Utilities Consumer staples Telecommunications

Dividends

Income-focused investors Underperform in fast-rising markets 

Can provide a cushion during market downturns through steady income
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