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Exchange-Traded Funds:  
Consequences of Expansion

Overview

Exchange-Traded Funds (ETFs) have garnered close attention from the investment community 

and regulators in recent years, as they have rapidly increased in popularity, variety, and 

complexity. Until recently, ETFs had enjoyed a relatively uncontroversial history and were 

traditionally used to track the performance of specified equity indices. ETFs originally gained 

popularity as alternatives to similar index-tracking mutual funds, with the advantage of intraday 

liquidity, lower fees, and greater tax efficiency. Historically, ETF prices have also closely tracked 

the value of their underlying portfolios. The straightforward investment objectives of equity 

index-tracking ETFs, as well as the relatively high liquidity of most securities in equity indices, 

may have contributed to the success of these instruments.

However, newer ETFs may face some challenges in duplicating the success of their predecessors 

as they expand beyond simple tracking of equity indices. Newer and more complex ETF 

products include ETFs that track bond indices or hold other less liquid securities, leveraged and 

inverse ETFs, and actively managed ETFs. Leveraged and inverse ETFs have already received 

much media attention and have been the subject of several recent securities class action 

lawsuits.1 Additionally, actively managed ETFs have been attracting significant attention after 

their long-awaited Securities and Exchange Commission (SEC) approval in February 2008. 

Complex investment strategies may be more costly to implement, and more exotic and less 

liquid securities may impede the arbitrage mechanism upon which ETFs depend. As ETFs 

continue to expand beyond traditional strategies, they may be subject to further regulatory 

restrictions and scrutiny and may face greater litigation risks.
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Background

ETFs have greatly increased in popularity over the past decade. As of year-end 2009, there 

were 797 US-registered ETFs with $777 billion in net assets, or about 6% of the total net assets 

managed by US-registered investment companies, compared to just 30 ETFs with $34 billion in 

net assets, or less than 0.5% of total net assets, as of year-end 1999.2 

Structure and Advantages

ETFs are generally registered with the SEC under the Investment Company Act of 1940 as 

open-end funds or unit investment trusts,4 but unlike mutual funds, investors trade ETF shares 

on an exchange just like they would trade a regular stock.5 In contrast, mutual funds are 

“forward priced,” meaning that all mutual fund buy and sell orders received during the day are 

processed once at the end of the day at a price that is equal to the fund’s net asset value (NAV). 

The fund’s NAV is the value of the fund’s assets less its liabilities, on a per share basis. Investors 

may trade ETF shares throughout the day, at varying prices. Thus, the price of an ETF share is 

dependent upon the supply and demand for that ETF share and therefore is not necessarily 

equal to the fund’s NAV.

Exhibit 1. Net Assets and Number of US-Registered ETFs3
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However, ETFs do have a key arbitrage mechanism that helps keep ETF share prices at or near 

NAV. This mechanism relies on intermediaries called authorized participants (APs). While other 

investors are limited to trading ETF shares on an exchange, APs can also engage in transactions 

directly with ETFs at the NAV of the fund. If the price of an ETF’s shares on the exchange begins 

to deviate from the NAV of the fund, APs may have an incentive to arbitrage the difference, 

which will tend to bring the price and the NAV closer together.6

Exhibit 2 demonstrates how the arbitrage process would occur if an ETF’s price deviated from its NAV.7 Assume that the ETF in this example 
has recently experienced high demand from investors, pushing its price per share to $110, above its NAV of $100 per share. This situation 
attracts APs seeking to profit from an arbitrage opportunity.  

In step 1, APs purchase the underlying securities on the open market at prices equivalent to the $100 NAV. In step 2, the APs trade these 
securities (called a “creation basket”) to the fund for a block of ETF shares (called a “creation/redemption unit”). Finally, in step 3, the APs sell 
the block of ETF shares to investors. The APs receive $110 per ETF share, making a profit of $10 (= $110 - $100) per share.  

This arbitrage process will have two effects—first, by creating and selling new ETF shares, the APs will increase the supply of the ETF, and will 
tend to drive its price lower than $110 per share. Second, by purchasing the underlying securities, the APs will tend to drive their collective 
prices higher than the $100 NAV. As APs continue to perform this arbitrage function, they will eventually close the gap between the ETF 
price of $110 per share and the $100 NAV of the underlying securities.
. 

Exhibit 2. ETF Arbitrage
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This structure results in several advantages over mutual funds. The most straightforward 

advantages are lower fees and greater tax efficiency. Mutual funds must bear certain costs 

associated with transacting directly with investors, while ETFs can often limit their transactions 

to exchanging ETF shares with APs for underlying securities and vice versa (as shown by the 

“in-kind” transaction in step 2 of Exhibit 2). In addition to lowering administrative and record-

keeping costs, transacting with APs often does not involve cash changing hands, deferring 

capital gains taxes.8

Another advantage of the ETF structure is that long-term holders of ETFs are generally not 

susceptible to transaction costs imposed by frequent traders. In contrast, long-term holders of 

some mutual funds can be vulnerable to such costs. Because mutual funds are forward priced, 

investors who place orders to buy or sell mutual fund shares throughout the day will all receive 

the same price calculated at the end of the trading day. Under certain circumstances, some 

mutual fund investors may be able to exploit this feature. Market timing is one example of this 

phenomenon.9 Generally, mutual fund market timing can occur when certain investors trade 

frequently in and out of a fund to exploit perceived pricing inefficiencies, which may increase 

the fund’s costs for all holders and may allow market timers to extract value from longer-term 

holders of the mutual fund.10

In general, whenever a market participant trades on information not accurately reflected in 

the fund’s NAV, value may be extracted from continuing fund holders by frequent traders. In 

contrast, the intraday liquidity of ETFs prevents such directly dilutive transactions. As an ETF’s 

price is determined by continuous transactions during the trading day, investors will incorporate 

new information continuously. Importantly, as APs and other investors engage in transactions 

that will tend to eliminate these pricing inefficiencies, long-term holders of the ETF are safe 

from opportunistic investors extracting value from the fund, unlike holders of an equivalent 

mutual fund.

Many of the advantages of ETFs are dependent on the ability of APs to trade often, easily, and 

cheaply. This, in turn, is dependent on the liquidity of an ETF’s portfolio of securities and the 

level of interest in the ETF. A portfolio of illiquid securities, or an ETF strategy that fails to attract 

the attention of investors, may potentially impede the function of the APs. This may pose a 

challenge to non-traditional ETFs that attempt to duplicate the cost effectiveness and other 

efficiencies that have been generally enjoyed by equity index-tracking ETFs.

Expansion

ETFs have expanded dramatically over the past decade in terms of net assets invested as well as 

in variety. They now encompass numerous asset classes and niche indices, and are beginning to 

incorporate more active investing strategies.
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ETFs with Non-Equity and/or Less Liquid Securities

As noted above, most early ETFs focused on duplicating the returns of broad-market equity 

indices, while some more recent ETFs include foreign equity and less liquid securities such as 

fixed-income securities. Other recent products track more specialized indices and niche investing 

markets, such as specific emerging markets or specific areas within the health care industry.

As seen in Exhibit 3, ETFs investing in global/international securities currently represent 27% 

of US-registered ETF net assets, compared to 15% five years ago, and 6% 10 years ago.  

Similarly, bond ETFs now represent a substantial portion of total net assets after their first 

issuance in 2002, as do commodity ETFs after their first issuance in 2004. Many non-broad-

based domestic equity ETF products have thrived over the past decade, although there have 

been some notable exceptions.12  

Leveraged and Inverse ETFs 

Leveraged investing allows investors to magnify returns on investments through borrowed 

funds and short-selling strategies allow investors to bet on declines in the value of a security.  

Traditionally, the demand for leveraged and/or short-selling strategies was largely met by 

options, futures, and other derivative instruments, as well as investing on margin and selling 

short. Over the past few years, leveraged and inverse ETFs have experienced substantial growth 

as an alternative to these methods—as of January 2010, 129 leveraged and inverse ETFs 

represented almost $30 billion in assets.13 They have expanded to include funds that leverage 

and/or short currencies, commodities, and bonds.  

Exhibit 3 illustrates the expansion in the variety of ETFs over the last decade. From representing approximately 87% of US-registered ETF 
net assets in 1999, the percentage of ETF net assets invested in US-registered ETFs that invest in broad-based domestic equity securities has 
declined to approximately 39% by year-end 2009. 

Exhibit 3. Net Assets by ETF Type of US-Registered Funds11
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Leveraged and inverse ETFs have been the target of securities class action lawsuits due to their 

potentially misunderstood characteristics, particularly during periods of high market volatility.14 

More recently, the SEC announced that it would be reviewing and evaluating the use of 

derivative instruments by mutual funds, ETFs, and other investment companies. Pending the 

completion of this review, the SEC is deferring requests for exemptive relief for ETFs that rely on 

derivative instruments, including leveraged and inverse ETFs, from certain provisions under the 

Investment Company Act of 1940.15

Actively Managed ETFs

The investing community has long been interested in combining the ETF structure with 

investment strategies that go beyond index tracking. Mutual funds with active investment 

strategies have historically dominated the market, suggesting that actively managed ETFs have 

enormous potential. 

The first actively managed ETFs received SEC approval in February 2008 after many years of SEC 

consideration.16 By the end of 2009, there were 22 actively managed ETFs holding almost $1 

billion in net assets.17 Many more actively managed ETFs appear to be on the horizon. As of the 

beginning of this year, the list of financial companies that have mentioned plans to issue actively 

managed ETFs includes J.P. Morgan, Eaton Vance Corp., John Hancock, Vanguard Group, Legg 

Mason Inc., T. Rowe Price Group Inc., and Goldman Sachs Group Inc.18

The level of transparency of actively managed ETFs has been a contentious issue. Managers of 

active funds may be reluctant to disclose detailed daily information on the fund holdings as this 

could provide market participants with opportunities to “free ride,” copying a fund’s strategy, 

or to “front-run,” determining a fund’s next move and trading ahead of the fund itself, thereby 

making the fund’s subsequent transactions more costly. However, without the full transparency 

of holdings that index-tracking ETFs provide, it is less clear how the ETF’s arbitrage mechanism 

will function.

With an index-tracking ETF, there is generally enough information available on the ETF’s 

holdings and/or creation basket so that when the ETF’s price on an exchange deviates from 

its NAV, APs will want to engage in arbitrage transactions to cause the ETF share price and 

the NAV to converge. The holdings and/or creation basket of actively managed ETFs have the 

potential to be less clear, which explains part of why all current actively managed ETFs are 

transparent on a daily basis.19 Because of their required daily transparency, currently issued 

actively managed ETFs use several methods to reduce the risks of free-riding and front-

running.20 Despite this transparency requirement, there is significant interest in the investment 

community for actively managed ETFs that would not be fully transparent; a number of 

proposals have been put forth for such instruments, though none have yet been implemented.

Consequences of Expansion

A number of advantages of the ETF structure depend on characteristics of equity index ETFs.  

Such ETFs invest in highly liquid securities, facilitating the arbitrage role of APs, and involve very 

few direct transactions by the ETF sponsor, which translates into lower costs and greater tax 

efficiencies. More complex strategies involving less liquid and less transparent securities may 

impede these cost efficiencies and the arbitrage mechanism.
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Higher Fees and Taxes

As discussed above, through their minimal involvement in actual transactions in securities, 

traditional index-tracking ETFs have been able to keep their costs low and gain tax advantages 

relative to mutual funds. Leveraged ETFs provide an illustration of the difficulty of maintaining 

these advantages with more complex fund strategies. The goal of keeping a specified leverage 

ratio from day to day requires leveraged ETFs to adjust their derivative positions at least on a 

daily basis, and may lead to higher transaction costs.21 

Future actively managed ETFs may experience similar issues. While many existing actively 

managed ETFs attempt to limit their transactions to a weekly or monthly basis, non-index 

strategies may require the fund sponsor itself to transact, which reduces the cost efficiencies 

and tax advantages imparted by APs.22 Further, future actively managed ETFs may involve more 

complex strategies that require intraday shifts in portfolio holdings, magnifying these effects.  

This possibility was noted by the SEC in its 2001 Concept Release: “… an actively managed ETF 

may have greater turnover in its portfolio securities, which could result in higher expenses and 

less tax efficiency than index-based ETFs.”23 Emerging market ETFs provide another example 

where the traditional fee and tax advantages of ETFs may be reduced or eliminated: emerging 

market ETFs may be prohibited by local exchanges from utilizing “in-kind” transactions,24 which 

will generally lead to both higher fees and decreased tax efficiency.

The ETF Arbitrage Mechanism

The efficiency of the arbitrage mechanism of an ETF is partially dependent on the liquidity 

of securities underlying the ETF. In 2008, the SEC requested comments from the investment 

community on the effect of portfolio liquidity for deviations between ETF share prices and 

NAVs and on potential additional liquidity requirements. Beyond this, the SEC has also debated 

whether this is a regulatory issue, or if it should be treated as a material risk that investors 

should be allowed to evaluate.25

At the heart of the issue is the viability of the arbitrage mechanism by which ETFs theoretically 

maintain pricing at or near NAV through transactions with APs. ETFs with complex strategies, 

or that involve illiquid securities, may diminish the advantages of the ETF structure. For 

example, ETF products that do not generate enough investor interest may experience higher 

costs and lower liquidity, thus disrupting the arbitrage mechanism inherent in ETFs and 

reducing the advantages these instruments may have over more traditional mutual funds. 

APs may also be more reluctant to perform their function if they must transact in illiquid 

securities, securities with extremely volatile or less transparent prices, or creation baskets 

whose constituents may not exactly mirror the fund strategy. Bond ETFs, particularly those 

that track portfolios of high-yield bonds, are one potential example of ETFs that hold securities 

that are less liquid than traditional ETF portfolios. J.P. Morgan’s ETF Quarterly publication for 

the third quarter of 2009 highlights the example of iShares iBoxx High Yield Bond ETFs, which 

“jackknifed between premium and discount almost daily” during the market turmoil of late 

2008 and early 2009. As the publication stated, “[t]he lower the liquidity of the underlying 

[securities], the higher the likelihood that a fund will trade with significant spreads and at 

significant premium or discount to its net asset value.”26
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The recent “flash crash” between 2:40pm and 3:00pm on 6 May 2010 was an example where 

the ETF arbitrage mechanism may have been affected by a sudden lack of liquidity. While ETFs 

represented about 11% of all securities traded during this period on 6 May, they accounted for 

almost 70% of the securities that saw severe price movements of over 60% from their 2:40pm 

prices during the flash crash.27 Moreover, many ETFs traded at extreme discounts to their 

NAVs, with some momentarily losing almost all their value, dropping to less than a penny per 

share.28  In a report of their preliminary findings, the SEC and the Commodities Future Trading 

Commission (CFTC) have stated that one issue regarding the price declines of ETFs that they are 

considering is the “role of market makers and authorized participants in ETFs, and whether an 

inability to hedge their ETF positions during periods of severe volatility may have contributed to 

a lack of liquidity in ETF shares.”29 The flash crash serves as a reminder of the crucial role played 

by the APs, and the consequences of a breakdown in that mechanism.

Litigation Exposure

The history of litigation involving mutual funds and similar types of investments may provide 

clues to potential ETF litigation as ETFs continue to expand in scope. NERA’s database30 of 

US federal securities class action lawsuits includes 71 such lawsuits filed between 1995 and 

November 2009.31 The following three sections examine the types of allegations within these 

lawsuits. In particular, actively managed ETFs may encounter issues similar to those faced by 

other types of actively managed funds.

Securities class action litigation involving ETFs thus far has been largely limited to leveraged and 

inverse ETFs. Sponsors for actively managed ETFs may experience similar attention if they gain a 

foothold in the fund market.

Conflicts of Interest

The relative lack of management discretion and the straightforward implementation of index-

tracking ETFs may protect them from becoming involved in conflict-of-interest claims. There 

have been 29 class action lawsuits involving investment funds and conflicts of interest between 

investors and investment advisors and/or brokers. The vast majority of these cases involved 

allegations of undisclosed arrangements whereby some fund investment advisors compensated 

broker-dealers and other financial intermediaries to promote certain funds. These cases were 

often accompanied by allegations that the investment advisors charged excessive fees to cover 

the compensation. In some cases, the investment advisor and financial intermediary were 

related companies. Other such cases involved investment advisors failing to disclose that they 

purchased securities that related companies had underwritten.

The SEC has acknowledged that there may be elevated levels of some of these risks for 

ETFs with active strategies. In its 2001 Concept Release, the SEC stated that “[t]he increased 

investment discretion of the adviser to an actively managed ETF would seem to increase the 

potential for conflicts of interest. For example, an adviser to an index-based ETF would have 

little ability to create a market for certain securities in a way that would favor an affiliate. 

Because the adviser to an actively managed ETF would have greater discretion to designate 

securities to be included in the Portfolio Deposit or Redemption Basket, a greater potential for 

conflicts appears to exist.”32
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Deviation from Fund Objectives

The clearly defined investment strategies of index-tracking ETFs also leave little room for 

disputes regarding proper adherence to these strategies. If actively managed mutual funds are 

any indication, ETFs that pursue an active strategy may be subject to allegations that they failed 

to adhere to their stated strategy; such allegations have appeared in 23 federal class actions 

involving investment funds. These lawsuits often involved allegations that funds failed to adhere 

to certain risk or liquidity guidelines.

There has already been at least one recent lawsuit of this type involving an ETF. Plaintiffs have 

alleged that the iShares iBoxx $ Investment Grade Corporate Bond Fund’s investment advisor 

inappropriately purchased bonds issued by Lehman Brothers just before Lehman went bankrupt, 

causing fund holders to suffer losses.33 The lawsuit alleges that the fund failed to adhere to its 

fundamental policies and investment objectives by accumulating the Lehman position. 

Valuation of Portfolio Securities and Other Potential Litigation Risks

Traditional equity index-tracking ETFs generally invest in liquid securities that trade on major 

exchanges, making the calculation of NAVs relatively straightforward. Actively managed ETFs 

may invest in securities that are illiquid or otherwise difficult to value, potentially leaving them 

vulnerable to litigation relating to the valuation of securities in their portfolio. Indeed, there 

have been 10 class action lawsuits involving mutual funds and similar investment vehicles that 

allegedly misrepresented the value of their portfolio securities, generally leading to an allegedly 

overstated NAV.34

Increased litigation risks for actively managed ETFs are not limited to securities class action 

lawsuits. Mutual funds with active strategies have been the subject of scrutiny by the SEC 

regarding allegations of insider trading.35 Similarly, for actively managed funds of any type, 

incentives may exist for insiders to take advantage of their knowledge of fund strategies to 

engage in profitable transactions at the expense of investors. Yet another consequence of 

more complex strategies for ETFs may be increased litigation and other actions against brokers 

that may recommend certain funds for specific investors. While brokers are not immune to 

allegations by customers that the broker placed the customer in inappropriate index-tracking 

funds, such allegations may be more likely for funds involving more complex strategies.

Looking Forward

The first ETFs were relatively uncontroversial, low-cost, tax efficient instruments, with certain 

advantages over their mutual fund counterparts. As ETFs continue to gain popularity and 

expand into more complex investment strategies, it is not entirely clear that they will be able 

to maintain these advantages, or that the AP arbitrage mechanism will continue to operate 

as effectively. If successful, future innovative ETF products may provide a challenge to the 

dominance of mutual funds beyond traditional index strategies. However, the history of past 

regulatory scrutiny and litigation risk for other similar types of investment funds suggests that 

ETFs may still have certain hurdles to overcome.
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