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Professional Certificate in Introduction to ETFs (Exchange-Traded Funds)

ETF Trading and Liquidity

Accumulation — A strategy where dividends and interest earned by an ETF are automatically reinvested to
purchase additional shares of the fund. Related terms: distribution, reinvestment, dividend yield. Example:
An accumulation share class of a European equity ETF adds the cash flow from dividends back into the fund,
increasing its net asset value (NAV). Practical application: Investors seeking capital growth without cash
payouts often prefer accumulation ETFs. Challenges: Tax treatment can be complex in jurisdictions where
reinvested dividends are still taxable as income.

Active Management — An investment approach where fund managers make frequent decisions about
buying, selling, or holding securities to outperform a benchmark. Related terms: Passive management,
tracking error, alpha. Example: An actively managed bond ETF may shift duration based on interest-rate
forecasts. Practical application: Provides flexibility to respond to market events, potentially delivering higher
returns. Challenges: Higher expense ratios and the risk of underperforming the benchmark after fees.

Alpha — The excess return of an investment relative to the return of a benchmark index. Related terms: beta,
risk-adjusted return, Sharpe ratio. Example: If an ETF returns 8% while its benchmark returns 5%, the alpha is
3%. Practical application: Used by investors to assess manager skill. Challenges: Measuring true alpha is
difficult due to data lag and survivorship bias.

Arbitrage — The practice of exploiting price differences between an ETF's market price and its underlying
NAV. Related terms: creation/redemption, in-kind, spread. Example: An authorized participant (AP) buys ETF
shares at $99.90 When the NAV is $100.10, Then redeems the shares for the underlying basket, locking in a
profit. Practical application: Keeps ETF prices closely aligned with NAV, enhancing liquidity. Challenges:
Requires capital, sophisticated infrastructure, and rapid execution; may be limited in less liquid markets.

Authorized Participant (AP) — A large institutional firm authorized by an ETF sponsor to create and redeem
ETF shares in large blocks called creation units. Related terms: creation unit, in-kind creation, market maker.
Example: A bank purchases a basket of securities, delivers them to the ETF sponsor, and receives a block of
ETF shares in exchange. Practical application: APs provide the primary source of liquidity for ETFs, facilitating
arbitrage. Challenges: Dependence on AP activity; a reduction in AP numbers can widen bid-ask spreads.

Bid-Ask Spread — The difference between the highest price a buyer is willing to pay (bid) and the lowest
price a seller will accept (ask) for an ETF share. Related terms: liquidity, market depth, order flow. Example:
An ETF with a bid of $50.00 And an ask of $50.05 Has a spread of $0.05. Practical application: Narrow
spreads reduce transaction costs for traders. Challenges: In thinly traded ETFs, spreads can widen
dramatically, increasing costs.

Beta — A measure of an ETF's sensitivity to movements in its benchmark index; indicates systematic risk.
Related terms: alpha, volatility, CAPM. Example: An ETF with a beta of 1.2 Is expected to move 12% when
the benchmark moves 10%. Practical application: Helps investors gauge how much market risk they are
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assuming. Challenges: Beta is a historical metric and may not predict future behavior, especially in volatile
regimes.

Creation Unit — The large block of ETF shares (typically 25,000 to 600,000 shares) that an AP can create or
redeem in a single transaction. Related terms: authorized participant, in-kind creation, redemption. Example:
A 100,000-share creation unit of a U.S. Large-cap ETF may require delivering a basket of the underlying 500
stocks. Practical application: Enables efficient scaling of supply and demand for ETF shares. Challenges:
Small investors cannot directly access creation units, relying on secondary market liquidity.

Dark Pool — A private, non-public trading venue where large orders can be executed without revealing
intent to the broader market. Related terms: liquidity, block trade, execution risk. Example: An institutional
investor might route a sizable ETF purchase to a dark pool to avoid moving the market price. Practical
application: Can reduce market impact for large trades. Challenges: Lack of transparency may increase
execution risk and regulatory scrutiny.

Dividend Yield — The annual dividend income expressed as a percentage of the ETF's current price. Related
terms: distribution, total return, accumulation. Example: An ETF priced at $100 paying $3 in annual dividends
has a dividend yield of 3%. Practical application: Useful for income-focused investors comparing ETFs.
Challenges: Yield can be misleading if the ETF's price is volatile; high yields may reflect falling prices rather
than strong cash flow.

ETF — A pooled investment vehicle that trades on an exchange like a stock, holding a basket of assets that
tracks an index, sector, commodity, or strategy. Related terms: exchange-traded fund, index fund, liquidity.
Example: The SPDR S&P 500 ETF (ticker: SPY) tracks the S&P 500 index. Practical application: Provides
investors with diversified exposure, intraday trading, and tax efficiency. Challenges: Liquidity varies across
ETFs; some niche ETFs may have wide spreads and limited trading volume.

ETF Liquidity — The ease with which an ETF can be bought or sold in the market without materially affecting
its price. Related terms: bid-ask spread, creation/redemption mechanism, underlying market depth.
Example: Highly liquid ETFs like SPY exhibit tight spreads and high daily volume. Practical application:
Enables efficient execution for both retail and institutional traders. Challenges: Liquidity can deteriorate
during market stress, especially for ETFs holding illiquid assets.

Exchange-Traded Note (ETN) — An unsecured debt security issued by a financial institution that tracks the
performance of an underlying index. Related terms: ETF, credit risk, contango. Example: A credit-linked ETN
that mirrors a high-yield bond index. Practical application: Offers exposure to strategies that may be difficult
to replicate with physical assets. Challenges: Subject to issuer credit risk; principal can be lost if the issuer
defaults.

Execution Risk — The possibility that a trade will not be completed at the desired price or quantity due to
market conditions. Related terms: slippage, liquidity, order type. Example: A market order for a thinly traded
ETF may be filled at a price far from the last quoted bid. Practical application: Traders use limit orders or
algorithmic strategies to mitigate execution risk. Challenges: Even limit orders can be partially filled or not
filled at all in fast-moving markets.
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Expense Ratio — The annual fee expressed as a percentage of assets that covers management, custody, and
administrative costs of an ETF. Related terms: management fee, total expense ratio (TER), cost efficiency.
Example: An expense ratio of 0.15% Means $1.50 In fees per $1,000 invested per year. Practical application:
Lower expense ratios improve net returns, especially for long-term investors. Challenges: Some niche ETFs
have higher fees due to specialized holdings or lower economies of scale.

Fill-or-Kill (FOK) Order — An order that must be executed immediately in its entirety or be cancelled. Related
terms: order type, immediate-or-cancel (I0C), liquidity. Example: A trader submits a FOK order for 10,000
shares of a low-volume ETF; if the market cannot fill all 10,000 shares instantly, the order is cancelled.
Practical application: Used when the trader cannot tolerate partial fills. Challenges: May result in no
execution in thin markets, increasing opportunity cost.

Fundamental Indexing — An indexing methodology that weights constituents based on fundamental
measures such as earnings, cash flow, or book value rather than market capitalization. Related terms: smart
beta, factor investing, value tilt. Example: An ETF that weights U.S. Stocks by their dividend-adjusted
earnings. Practical application: Aims to capture equity risk premia while reducing concentration risk.
Challenges: May underperform during growth-driven market cycles; higher turnover can increase costs.

In-Kind Creation — A process where an AP delivers a basket of securities to the ETF sponsor and receives ETF
shares in exchange, rather than cash. Related terms: creation unit, redemption, tax efficiency. Example: An
AP provides the exact stocks that comprise the index and receives 100,000 ETF shares. Practical application:
Minimizes capital gains distributions, enhancing tax efficiency for shareholders. Challenges: Requires the AP
to have the exact basket, which can be difficult for complex or illiquid indices.

In-Kind Redemption — The reverse of in-kind creation: An AP returns ETF shares to the sponsor and receives
the underlying basket of securities. Related terms: redemption, creation unit, liquidity provision. Example: An
AP redeems 200,000 shares of a bond ETF and receives a basket of corporate bonds. Practical application:
Allows APs to exit positions without selling ETF shares on the open market, limiting price impact.
Challenges: If the underlying securities are illiquid, the AP may face difficulty liquidating the basket.

Intraday NAV (iNAV) — An estimate of an ETF's net asset value calculated throughout the trading day,
typically published every 15 seconds. Related terms: real-time pricing, price discrepancy, arbitrage. Example:
An iNAV of $25.10 While the market price is $25.05 Signals a potential buying opportunity. Practical
application: Provides traders with a benchmark for evaluating price efficiency. Challenges: Calculation may
lag during volatile periods, causing temporary mispricings.

Liquidity Provider — A market participant, often a broker-dealer, that continuously quotes bid and ask prices
for an ETF, helping to narrow spreads. Related terms: market maker, order flow, depth of book. Example: A
liquidity provider may post a bid of $100.00 And an ask of $100.02 For a large-cap ETF, ensuring tight
spreads. Practical application: Enhances market depth, facilitating smoother execution for all traders.
Challenges: Providers may withdraw quotes during extreme volatility, reducing market quality.

Market Impact — The price movement caused by the execution of a trade, especially large orders relative to
market depth. Related terms: slippage, liquidity, execution risk. Example: Buying 500,000 shares of a
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small-cap ETF may push the price up several ticks, increasing the average purchase price. Practical
application: Traders may split orders or use algorithms to mitigate impact. Challenges: Even sophisticated
strategies can't fully eliminate impact in very thin markets.

Market Maker — A firm that stands ready to buy and sell ETF shares at quoted prices, providing continuous
two-sided markets. Related terms: liquidity provider, bid-ask spread, order flow. Example: A market maker
may post a bid of $45.10 And an ask of $45.12 For a mid-cap ETF. Practical application: Supports price
stability and depth, especially for ETFs with modest trading volume. Challenges: Market makers may widen
spreads or reduce size during stress, exposing traders to higher costs.

Net Asset Value (NAV) — The total value of an ETF's assets minus liabilities, divided by the number of
outstanding shares, typically calculated at market close. Related terms: iNAV, price premium/discount,
valuation. Example: If an ETF holds $500 million of assets and has 10 million shares, its NAV is $50.00.
Practical application: NAV serves as the reference point for assessing whether the market price is fair.
Challenges: NAV may diverge from market price, especially for ETFs holding illiquid securities.

Net Asset Value Discount — The percentage by which an ETF's market price trades below its NAV. Related
terms: premium, liquidity, arbitrage. Example: An ETF with a NAV of $30.00 Trading at $29.40 Has a 2%
discount. Practical application: Discounts can signal buying opportunities if arbitrage mechanisms are
expected to correct the price. Challenges: Persistent discounts may reflect structural issues, such as low
trading volume or high tracking error.

Net Asset Value Premium — The percentage by which an ETF's market price trades above its NAV. Related
terms: discount, market sentiment, creation/redemption pressure. Example: An ETF with NAV $40.00 Trading
at $40.80 Shows a 2% premium. Practical application: Premiums may arise when demand outpaces supply,
prompting APs to create new shares. Challenges: Premiums can persist in niche ETFs, eroding investor
returns if the premium narrows.

Order Book Depth — The quantity of shares available at various price levels beyond the best bid and ask,
indicating market liquidity. Related terms: liquidity, market depth, volume. Example: An order book showing
10,000 shares at the best bid, 8,000 at the next level, and 5,000 deeper illustrates decent depth. Practical
application: Traders assess depth to decide order size and execution strategy. Challenges: Depth can
evaporate quickly during market turbulence, increasing execution risk.

Passive Management — An investment approach that seeks to replicate the performance of a benchmark
index with minimal trading. Related terms: active management, tracking error, smart beta. Example: A
market-cap weighted S&P 500 ETF that holds each constituent in proportion to its weight. Practical
application: Provides low-cost exposure to broad market segments. Challenges: May underperform in
inefficient markets where active strategies could add value.

Performance Attribution — The analysis of how different factors (sector exposure, security selection, currency
effects) contributed to an ETF's return relative to its benchmark. Related terms: tracking error, factor
exposure, benchmark. Example: An attribution report shows that 70% of excess return came from
overweight in technology stocks. Practical application: Helps investors understand sources of alpha or

Read online: https://learnuni.com/glossaries/2133354/etf-trading-and- LearnUNI - 22 Jun 2026
liquidity



LearnlUINI GLOSSARY

LEARNING SHOULD BE FREE

underperformance. Challenges: Attribution models require detailed holdings data and can be complex for
multi-asset ETFs.

Portfolio Turnover — The rate at which securities in an ETF's portfolio are bought and sold over a period,
usually expressed as a percentage of assets. Related terms: trading cost, expense ratio, tax efficiency.
Example: A turnover of 5% annually indicates relatively infrequent changes to the holdings. Practical
application: Low turnover generally leads to lower transaction costs and better tax efficiency. Challenges:
Higher turnover may be necessary for certain strategies, such as tactical or leveraged ETFs, increasing costs.

Quantitative Easing (QE) — A monetary policy tool where a central bank purchases securities to inject
liquidity into the financial system. Related terms: interest rates, bond yields, ETF demand. Example: QE can
boost demand for bond ETFs as investors seek higher yields relative to cash. Practical application: Influences
ETF pricing, especially for fixed-income products. Challenges: Policy changes can cause abrupt shifts in ETF
flows and liquidity.

Redemption — The process by which an AP returns ETF shares to the sponsor and receives a basket of
underlying securities (in-kind) or cash (in-cash). Related terms: creation unit, liquidity provision, in-kind
redemption. Example: An AP redeems 250,000 shares of a commodity ETF and receives physical gold bars.
Practical application: Allows APs to adjust inventory and manage supply/demand imbalances. Challenges:
Redemption pressure can widen spreads if APs are reluctant to deliver the underlying basket.

Reference Index — The benchmark that an ETF seeks to track, defining the composition and weighting of its
holdings. Related terms: benchmark, tracking error, smart beta. Example: The MSCI Emerging Markets Index
serves as the reference for a global emerging-markets ETF. Practical application: Determines the ETF's
exposure and risk profile. Challenges: Index construction methodology (e.G., Capping, rebalancing) can
affect tracking performance.

Rebalancing — The periodic adjustment of an ETF's holdings to align with changes in the reference index or
to maintain targeted exposures. Related terms: turnover, tracking error, portfolio drift. Example: Quarterly
rebalancing may add new stocks and remove those that have been dropped from the index. Practical
application: Ensures the ETF continues to mirror its benchmark accurately. Challenges: Frequent rebalancing
can increase trading costs and tax liabilities.

Regulatory Capital — The amount of capital that financial institutions must hold to meet regulatory
requirements, influencing their ability to act as APs. Related terms: risk-weight assets, liquidity coverage
ratio, market making. Example: Stricter capital rules may reduce the number of banks willing to serve as APs
for certain ETFs. Practical application: Impacts the supply side of ETF liquidity. Challenges: Tighter
regulations can lead to wider spreads and reduced creation/redemption activity.

Replication Method — The technique an ETF uses to achieve exposure to its reference index, either through
full physical replication, sampling, or synthetic replication via derivatives. Related terms: synthetic ETF,
sampling, counterparty risk. Example: A small-cap ETF may use sampling because buying every constituent
would be impractical. Practical application: Determines tracking accuracy, cost, and risk profile. Challenges:
Synthetic replication introduces counterparty risk; sampling can increase tracking error.
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Risk-Adjusted Return — A measure that evaluates an investment's return relative to the risk taken, often
expressed using the Sharpe ratio or Sortino ratio. Related terms: Sharpe ratio, alpha, volatility. Example: An
ETF delivering 8% return with a standard deviation of 10% has a Sharpe ratio of 0.8 (Assuming a risk-free
rate of 0%). Practical application: Allows investors to compare ETFs with different risk profiles on an equal
footing. Challenges: Ratios can be distorted by non-normal return distributions or extreme outliers.

Securities Lending — The practice of loaning ETF holdings to other market participants in exchange for a fee,
generating additional income for the fund. Related terms: revenue, collateral, short selling. Example: An ETF
may lend out a portion of its large-cap stock holdings to a hedge fund for shorting, earning a 0.25% Annual
fee. Practical application: Enhances fund income, potentially lowering the net expense ratio. Challenges:
Increases exposure to counterparty risk; borrowers must provide collateral, and the fund may need to recall
securities for redemptions.

Sharpe Ratio — A metric that compares an investment’s excess return to its standard deviation, indicating
risk-adjusted performance. Related terms: risk-adjusted return, alpha, volatility. Example: An ETF with a 6%
excess return and 12% volatility has a Sharpe ratio of 0.5. Practical application: Helps investors select ETFs
that deliver higher returns per unit of risk. Challenges: Assumes returns are normally distributed; may not
capture downside risk adequately.

Spread Compression — The narrowing of bid-ask spreads, often driven by increased competition among
market makers and higher trading volume. Related terms: liquidity, market efficiency, competition. Example:
The spread on a popular sector ETF may shrink from 0.10% To 0.02% Over a year as more firms provide
liquidity. Practical application: Reduces transaction costs for traders. Challenges: In periods of stress, spreads
can widen abruptly despite prior compression.

Swap-Based ETF — An ETF that achieves index exposure by entering into total-return swaps with a
counterparty rather than holding the physical securities. Related terms: synthetic replication, counterparty
risk, derivatives. Example: A commodity ETF may use swaps to replicate the performance of an oil price
index. Practical application: Allows exposure to assets that are difficult to hold physically (e.G,,
Futures-based indices). Challenges: Counterparty default risk; regulatory requirements for collateral and
disclosure.

Tracking Error — The standard deviation of the difference between an ETF's returns and those of its
benchmark, reflecting how closely the fund follows its index. Related terms: alpha, replication method,
performance attribution. Example: An ETF with a tracking error of 0.2% Is closely aligned with its benchmark.
Practical application: Lower tracking error is generally preferred for passive investors. Challenges: Higher
tracking error may arise from sampling, fees, or market impact.

Turnover Ratio — The percentage of an ETF's portfolio that is replaced over a given period, typically one
year. Related terms: portfolio turnover, trading cost, tax efficiency. Example: A 30% turnover ratio indicates
that 30% of the holdings were changed during the year. Practical application: Investors use turnover to
gauge potential transaction costs and tax implications. Challenges: High turnover can erode returns,
especially in taxable accounts.
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Underlying Market — The market where the securities that compose an ETF are traded, influencing the ETF's
liquidity and pricing. Related terms: liquidity, bid-ask spread, order flow. Example: An ETF tracking European
sovereign bonds depends on the liquidity of those bond markets. Practical application: Understanding the
underlying market helps assess the ETF's susceptibility to price dislocations. Challenges: If the underlying
market is illiquid, the ETF may trade at a premium or discount despite AP activity.

Unit Investment Trust (UIT) — A type of investment vehicle that holds a fixed portfolio of securities for a set
period, similar in some respects to an ETF but without active management. Related terms: ETF, closed-end
fund, passive investment. Example: A UIT that holds a basket of dividend-paying stocks for ten years.
Practical application: Provides a simple, transparent structure for investors seeking a static portfolio.
Challenges: Lack of flexibility to adjust holdings can lead to higher tracking error if market conditions
change.

Volatility — The statistical measure of price fluctuations over time, often expressed as annualized standard
deviation. Related terms: risk, beta, Sharpe ratio. Example: An ETF with a 15% annualized volatility is more
volatile than one with 8%. Practical application: Helps investors match ETF risk levels to their tolerance and
investment horizon. Challenges: Volatility can be misleading during periods of low activity; it does not
capture tail risk.

Weighted Average Maturity (WAM) — The average time to maturity of the bonds held in a fixed-income ETF,
weighted by each bond’s market value. Related terms: duration, interest-rate risk, bond ETF. Example: An
ETF with a WAM of 5 years contains bonds that, on average, mature in five years. Practical application:
Assists investors in assessing exposure to interest-rate movements. Challenges: WAM can shift as bonds
mature or are called, requiring active monitoring.

Yield Curve — A graphical representation of interest rates across different maturities, often used to gauge
economic expectations. Related terms: WAM, duration, bond ETF. Example: An inverted yield curve
(short-term rates higher than long-term) may signal recession concerns, influencing demand for Treasury
ETFs. Practical application: Guides asset allocation decisions among short-, intermediate-, and long-duration
bond ETFs. Challenges: Yield curve dynamics can be complex, and ETFs may not perfectly capture the
intended segment due to sampling.

Zero-Coupon Bond ETF — An ETF that holds zero-coupon bonds, which pay no periodic interest but are
issued at a discount to face value. Related terms: duration, taxable income, accrued interest. Example: A
Treasury zero-coupon ETF provides exposure to long-dated Treasury bills that mature at par. Practical
application: Offers investors a way to lock in a known future value without reinvestment risk. Challenges:
Accrued interest is taxable each year, creating phantom income for shareholders.

Liquidity Risk — The risk that an investor cannot buy or sell an ETF at a reasonable price due to insufficient
market depth. Related terms: bid-ask spread, order book depth, execution risk. Example: During a market
crash, a niche commodity ETF may experience a sudden widening of spreads, making it costly to exit
positions. Practical application: Investors assess liquidity risk by examining average daily volume, spread,
and AP activity. Challenges: Liquidity can deteriorate rapidly under stress, and historical volume may not
predict future behavior.
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Market-On-Close (MOC) Order — An order that is executed as a market order at the close of the trading
session. Related terms: execution risk, closing price, liquidity. Example: An investor submits an MOC order
for 10,000 shares of a large-cap ETF to ensure the trade reflects the closing price. Practical application:
Useful for portfolio rebalancing that relies on end-of-day valuations. Challenges: If the closing auction is
thin, the order may experience price slippage.

Liquidity Provider (LP) Incentive — Compensation mechanisms (e.G., Fee rebates) offered by exchanges to
encourage firms to provide continuous bid-ask quotes for ETFs. Related terms: market maker, spread
compression, order flow rebates. Example: An exchange may give a 0.02% Rebate on each share quoted for
a high-volume ETF. Practical application: Incentives attract more participants, enhancing depth and reducing
spreads. Challenges: Incentive structures can create conflicts of interest if providers prioritize rebate capture
over best execution.

Multi-Asset ETF — An ETF that holds a diversified mix of asset classes, such as equities, bonds, commodities,
and cash equivalents. Related terms: allocation, risk parity, portfolio turnover. Example: A balanced-risk ETF
with 60% equities and 40% fixed income. Practical application: Provides investors with a one-stop solution
for diversified exposure. Challenges: Complex rebalancing and higher turnover can increase costs;
performance may be sensitive to allocation decisions.

Net Asset Value (NAV) Calculation Frequency — The periodicity (e.G., Daily, intraday) at which an ETF's NAV is
computed and published. Related terms: iNAV, price discrepancy, valuation. Example: Most ETFs calculate
NAV once per day after market close, but some provide real-time estimates every 15 seconds. Practical
application: Frequent NAV updates help traders detect mispricings. Challenges: Intraday estimates may lag
during high volatility, leading to temporary arbitrage opportunities.

Notional Amount — The total face value of derivative contracts underlying a synthetic ETF, used to gauge
exposure size. Related terms: swap-based ETF, counterparty risk, derivative exposure. Example: A synthetic
equity ETF may have a notional exposure of $500 million via total-return swaps. Practical application: Helps
regulators and investors assess the scale of derivative risk. Challenges: Notional amounts can be large
relative to the ETF's market cap, amplifying counterparty concerns.

Open-Ended Fund — An investment fund that continuously issues and redeems shares at NAV, as opposed
to a closed-end fund with a fixed share count. Related terms: ETF, creation/redemption, liquidity. Example:
Most mutual funds and ETFs are open-ended, allowing investors to enter or exit at any time. Practical
application: Provides flexibility and price stability relative to NAV. Challenges: In extreme market stress,
redemption pressure can force the fund to sell underlying assets at unfavorable prices.

Order-Flow Imbalance — A situation where buy orders significantly exceed sell orders (or vice versa),
potentially moving the price and widening spreads. Related terms: liquidity risk, market impact, execution
risk. Example: A sudden surge of buy orders for a small-cap ETF can push the price up several ticks, creating
a temporary premium. Practical application: Traders monitor imbalance metrics to anticipate short-term
price moves. Challenges: Imbalances can be exacerbated by algorithmic trading, leading to rapid price
spikes.
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Passive Replication — The method of mirroring an index by holding the exact same securities in the same
proportions as the benchmark. Related terms: full replication, tracking error, expense ratio. Example: An
S&P 500 ETF that purchases each of the 500 constituents at market-cap weights. Practical application:
Minimizes tracking error and provides transparent holdings. Challenges: Full replication may be impractical
for very large or illiquid indices, leading to sampling.

Performance Fee — A fee charged by an ETF manager based on the fund'’s outperformance relative to a
benchmark, often expressed as a percentage of excess returns. Related terms: expense ratio, alpha, incentive
fee. Example: An actively managed ETF may levy a 10% performance fee on any alpha generated above the
benchmark. Practical application: Aligns manager incentives with investor interests. Challenges: Performance
fees can erode net returns, especially if the fund’s outperformance is modest.

Physical Replication — An ETF's strategy of holding the actual securities that comprise its reference index, as
opposed to using derivatives. Related terms: in-kind creation, tracking error, counterparty risk. Example: A
commodity ETF that stores physical gold bars in vaults. Practical application: Eliminates counterparty risk
and often improves tax efficiency. Challenges: Storage and insurance costs for physical assets can raise the
expense ratio.

Quantitative Tightening (QT) — A monetary policy action where a central bank reduces its balance sheet,
withdrawing liquidity from the system. Example: QT can depress demand for bond ETFs as yields rise and
prices fall. Practical application: Influences ETF flows and price dynamics, especially in fixed-income markets.
Challenges: Sudden QT can cause market dislocations, widening spreads for ETFs with less liquid underlying
assets.

Quote-Driven Market — A market structure where designated market makers provide continuous bid and
ask quotes for securities, including ETFs. Related terms: liquidity provider, order-driven market, spread.
Example: The NYSE operates a quote-driven system for many of its listed ETFs. Practical application: Ensures
that there is always a price at which investors can trade. Challenges: If quotes are withdrawn during
volatility, liquidity can evaporate quickly.

Redemption Pressure — A situation where a large number of investors request to redeem ETF shares,
potentially forcing the sponsor to liquidate underlying assets. Related terms: creation/redemption, liquidity
risk, market impact. Example: During a market downturn, a leveraged commodity ETF may experience heavy
redemptions, leading to asset sales at depressed prices. Practical application: Sponsors monitor redemption
trends to manage cash buffers. Challenges: High redemption pressure can cause spreads to widen and may
trigger premium-to-discount convergence.

Regulatory Disclosure — The mandatory reporting of an ETF's holdings, fees, and other material information
to regulators and investors. Related terms: prospectus, transparency, SEC filing. Example: ETFs must publish
daily holdings for most equity funds in the United States. Practical application: Enables investors to assess
composition, risk, and alignment with objectives. Challenges: Frequent disclosure can increase turnover for
funds that need to rebalance to meet regulatory limits.

Risk Parity — An allocation strategy that seeks to balance risk contributions across asset classes, often
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implemented through multi-asset ETFs. Related terms: volatility, allocation, leverage.
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