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

Regulatory Environment for ETFs

Authorized Participant

Related terms: ETF creation, redemption, liquidity

An Authorized Participant (AP) is a broker-dealer that has a contractual agreement with an ETF sponsor to
create and redeem ETF shares in large blocks called creation units. APs purchase the underlying securities of
the ETF, deliver them to the fund’s custodian, and receive ETF shares, or they redeem ETF shares and receive
the underlying basket. This mechanism helps keep the ETF's market price aligned with its net asset value
(NAV). Practical application: When market demand for an ETF spikes, APs can create new shares, preventing
excessive premium. Challenge: APs must have sufficient capital and operational capacity to manage large,
rapid transactions, and regulatory oversight may require them to maintain specific risk-management
policies.

Benchmark Index

Related terms: tracking error, index methodology, replication

A benchmark index is a statistical measure of a segment of the market that an ETF aims to replicate. It
defines the basket of securities, weighting scheme, and rebalancing schedule that the ETF must follow.
Example: The S&P 500 Index serves as the benchmark for many large-cap U.S. ETFs. The regulatory
environment requires the sponsor to disclose the index methodology, licensing arrangements, and any
changes to the benchmark. Challenges arise when the index provider modifies the methodology, potentially
altering the ETF's risk profile and triggering disclosure obligations.

Capital Requirements

Related terms: risk-based capital, leverage limits, stress testing

Capital requirements are regulatory standards that dictate the minimum amount of capital an ETF sponsor
or its AP must hold to absorb losses and protect investors. In the United States, the SEC may impose capital
adequacy rules under the Investment Company Act, while European regulators apply the UCITS capital
framework. The purpose is to ensure that the fund can meet its obligations even under market stress.
Practical application: A sponsor must maintain a capital buffer equal to a percentage of the fund's assets,
typically 2-3%. Challenges include balancing capital efficiency with the cost of holding excess capital,
especially for leveraged or synthetic ETFs.

Custodian

Related terms: safekeeping, segregation, fiduciary duty

A custodian is a financial institution responsible for holding the underlying securities of an ETF in a
segregated account. The custodian’s duties include safekeeping, settlement of trades, and reporting of
holdings to the fund administrator. Regulators require the custodian to be a qualified entity, often subject
to oversight by a national banking regulator. Example: A large U.S. Bank acting as custodian for a domestic
equity ETF. Challenges include operational risk, cyber-security threats, and the need to meet cross-border
regulatory standards when the ETF holds foreign securities.
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Disclosure Requirements

Related terms: prospectus, periodic reports, material events

Disclosure requirements obligate ETF sponsors to provide transparent, timely information to investors about
the fund’s objectives, holdings, risks, fees, and performance. In the U.S., The SEC mandates a Form N-1A
registration statement, annual and semi-annual reports, and current reports on significant events (Form
N-CSR, N-Q). European UCITS funds must publish a Key Investor Information Document (KIID). Practical
application: An ETF must update its prospectus within 60 days after any material change. Challenges include
ensuring accuracy across multiple jurisdictions and managing the cost of frequent updates.

Dual-Class Shares

Related terms: voting rights, share structure, conversion

Dual-class share structures allow an ETF to issue two classes of shares with different voting rights or fee
structures. While common in equities, ETFs may employ dual-class arrangements to cater to institutional
versus retail investors. Regulators scrutinize such structures for fairness and transparency. Example: A fund
that offers Class A shares with lower expense ratios but limited voting rights, and Class B shares with higher
fees and full voting rights. Challenges include meeting regulatory standards that prohibit discriminatory
treatment and ensuring that the dual-class design does not mislead investors.

European Securities and Markets Authority (ESMA)

Related terms: MiFIDII, UCITS, market abuse

ESMA is the EU’s supervisory authority responsible for ensuring consistent application of securities
legislation across member states. ESMA issues guidelines on ETF disclosure, valuation, and liquidity
management under the UCITS framework. It also enforces market-abuse rules that apply to ETF trading.
Practical application: An ETF sponsor launching a UCITS-compliant product must comply with ESMA's KIID
template and valuation standards. Challenges include navigating the multi-layered regulatory environment
and adapting to ESMA's periodic updates to technical standards.

Exchange Listing Requirements

Related terms: listing standards, market tier, delisting

Exchange listing requirements are the set of criteria an ETF must meet to be listed on a public exchange.
These include minimum asset size, shareholder distribution, liquidity thresholds, and governance standards.
For example, the NYSE Arca requires a minimum of $10 million in assets and at least 300 shareholders.
Regulatory bodies monitor compliance through periodic reporting and surveillance. Practical application: An
ETF sponsor must file a listing application, provide audited financial statements, and demonstrate ongoing
compliance. Challenges arise when a fund falls below thresholds, triggering potential delisting or the need
for remedial actions.

Fund Governance

Related terms: board of directors, fiduciary duty, independent oversight

Fund governance refers to the structures and processes that oversee an ETF's operations, ensuring that the
interests of shareholders are protected. Governance typically involves a board of directors (or trustees) with
fiduciary duties, independent committees for audit and compliance, and a clear separation of duties
between the sponsor, manager, and custodian. Regulators require disclosure of governance policies and
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may impose standards for board independence. Example: A U.S. ETF must have a majority-independent
board and a designated compliance officer. Challenges include maintaining board expertise, avoiding
conflicts of interest, and meeting evolving governance standards in different jurisdictions.

Fund Prospectus

Related terms: Form N-1A, KIID, prospectus supplement

The fund prospectus is a legal document that provides detailed information about an ETF's investment
objectives, strategies, risks, fees, and operational details. In the United States, the prospectus is filed as Form
N-1A; in Europe, the prospectus must include a KIID. It must be updated promptly after any material
change. Practical application: Investors rely on the prospectus to assess suitability before purchasing shares.
Challenges include ensuring consistency between the prospectus and the ETF's actual holdings, especially
when rapid composition changes occur.

Fund Sponsor

Related terms: issuer, capital provider, brand

The fund sponsor is the entity that creates and markets an ETF, typically a large asset manager or financial
institution. The sponsor is responsible for the fund’s registration, compliance, branding, and distribution.
Regulatory oversight focuses on the sponsor’s ability to meet capital, governance, and disclosure
obligations. Example: A global bank launching a suite of thematic ETFs. Challenges involve maintaining
sufficient capital, managing reputational risk, and complying with differing regulatory regimes for each
jurisdiction where the ETF is offered.

Investment Company Act of 1940

Related terms: Section 22, Section 23, mutual fund regulation

The Investment Company Act of 1940 (the “1940 Act") is the primary U.S. Legislation governing investment
companies, including most ETFs. It establishes registration, reporting, and operational standards, such as
diversification limits, leverage restrictions, and fiduciary duties. ETFs that are structured as registered
open-ended investment companies must comply with Sections 22 (registration) and 23 (periodic reporting).
Practical application: An ETF must file Form N-1A and adhere to the 40 % concentration limit on any single
issuer. Challenges include navigating exemptions (e.G., "ETF exception” for certain leveraged products) and
ensuring ongoing compliance with amendments to the Act.

Liquidity Management

Related terms: intraday pricing, creation/redemption, market maker

Liquidity management encompasses the processes by which an ETF maintains sufficient tradable supply to
meet investor demand without causing large price deviations. This includes coordinating with APs,
employing market makers, and monitoring the liquidity of underlying securities. Regulators may require the
sponsor to disclose liquidity risk in the prospectus and to adopt policies for managing illiquid holdings.
Example: An ETF holding small-cap stocks must establish a liquidity risk management plan. Challenges
involve balancing the need for exposure to niche markets with the requirement to provide a liquid
secondary market.

Market Maker
Related terms: designated market maker, quoting, spread
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A market maker is a broker-dealer that continuously quotes bid and ask prices for an ETF, facilitating trade
execution and narrowing the bid-ask spread. In many jurisdictions, exchanges require a designated market
maker (DMM) for each listed ETF. The market maker may also engage in arbitrage activities that help align
the ETF’s market price with its NAV. Practical application: When an ETF's price deviates from NAV, the
market maker can buy the cheaper side and sell the more expensive side, profiting from the spread.
Challenges include managing inventory risk, regulatory limits on proprietary trading, and ensuring
compliance with best-execution rules.

Net Asset Value (NAV)

Related terms: valuation, pricing, intraday indicative value

NAV represents the per-share value of an ETF's underlying assets, calculated by dividing the total market
value of the portfolio by the number of outstanding shares. NAV is typically published at the end of each
trading day, but many exchanges also provide an intraday indicative value (I1V) to aid price discovery.
Regulators require accurate NAV calculation methods, disclosure of valuation techniques, and timely
publication. Example: An ETF that holds foreign securities must apply appropriate foreign exchange
conversion rates when computing NAV. Challenges include handling illiquid or hard-to-price securities,
foreign currency fluctuations, and ensuring that the NAV methodology remains transparent to investors.

Regulatory Filings

Related terms: Form N-1A, Form N-CSR, prospectus supplement

Regulatory filings are the formal documents submitted to securities regulators to register, update, and
report on an ETF's activities. In the U.S., The primary filings include Form N-1A (registration), Form N-CSR
(annual and semi-annual reports), and Form N-Q (quarterly reports). European funds must file a prospectus
and periodic reports with the national competent authority. Practical application: After a change in fee
structure, the sponsor must file an amendment to the prospectus within a statutory period. Challenges
involve coordinating filings across multiple jurisdictions, maintaining consistent data, and meeting tight
filing deadlines.

Registration Statement

Related terms: Form N-1A, prospectus, effective date

A registration statement is the formal submission to a securities regulator that provides the legal basis for
an ETF to offer its shares to the public. In the United States, the registration statement is filed on Form N-1A
and becomes effective once the SEC declares it effective. The statement includes the prospectus, financial
statements, and risk factors. Example: An ETF sponsor files a registration statement before launching a new
thematic fund. Challenges include satisfying the regulator's comments, ensuring all required disclosures are
complete, and managing the time-sensitive nature of the effective date.

Risk Disclosure

Related terms: material risk factors, investor suitability, stress scenarios

Risk disclosure is a mandatory section of the prospectus that outlines the specific risks associated with
investing in an ETF. Risks may include market volatility, concentration, liquidity, currency, leverage, and
regulatory changes. Regulators require that risk factors be presented in a clear, concise manner and be
updated promptly after any material change. Practical application: A leveraged ETF must disclose the risk of
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amplified losses and the daily reset feature. Challenges include balancing thoroughness with readability,
avoiding excessive jargon, and ensuring that risk disclosures are not outdated as market conditions evolve.

securities and Exchange Commission (SEC)

Related terms: Division|l, Rule 22¢c-1, enforcement

The SEC is the primary U.S. Federal agency responsible for enforcing securities laws, including those
governing ETFs. Its Division Il oversees investment companies and administers rules such as Rule22c-1 (ETF
creation/redemption) and Rule 6¢c-11 (exemptive relief for ETF share classes). The SEC can bring
enforcement actions for violations of disclosure, fiduciary, or market-manipulation provisions. Practical
application: An ETF sponsor must file periodic reports with the SEC and respond to any comment letters.
Challenges include staying abreast of rulemaking proposals, managing compliance costs, and addressing
cross-border regulatory coordination.

Sponsor-Manager Separation

Related terms: conflict of interest, outsourcing, fiduciary duty

Sponsor-manager separation refers to the practice of delegating portfolio management functions to a
distinct investment manager while the sponsor retains ownership and distribution responsibilities. This
structure can mitigate conflicts of interest and enhance operational efficiency. Regulators require clear
disclosure of the relationship, fee arrangements, and oversight responsibilities. Example: A bank (sponsor)
contracts a third-party asset manager to run the ETF's investment strategy. Challenges include ensuring that
the manager adheres to the fund'’s investment mandate and that the sponsor’s oversight mechanisms
satisfy regulatory expectations.

Taxation of ETFs

Related terms: in-kind redemption, capital gains, withholding

Tax treatment of ETFs varies by jurisdiction but generally includes rules on capital gains, dividend taxation,
and withholding on foreign income. In the United States, ETFs often benefit from “in-kind” creation/
redemption, which can limit realized capital gains. European UCITS funds must consider the EU Savings
Directive and local tax treaties. Practical application: An investor in a U.S. Equity ETF may receive qualified
dividend income taxed at preferential rates. Challenges involve navigating differing tax regimes for
cross-border investors and ensuring that the fund’s structure does not unintentionally generate taxable
events.

Underlying Securities

Related terms: basket composition, replication method, liquidity

Underlying securities are the individual assets that constitute an ETF's portfolio and are intended to mirror
the performance of the benchmark index. The composition of the underlying basket must be disclosed in
the prospectus and updated regularly. Example: An S&P 500 ETF holds the 500 constituent stocks in
proportion to the index weighting. Challenges include managing securities that have limited trading
volume, handling corporate actions (splits, mergers), and ensuring that the replication method (full,
sampling, synthetic) complies with regulatory standards.

UCITS (Undertakings for Collective Investment in Transferable Securities)
Related terms: EU directive, KIID, diversification rules
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UCITS is a EU regulatory framework that sets harmonized standards for collective investment schemes,
including ETFs, to be sold across member states. UCITS funds must meet strict diversification limits (no more
than 10% of assets in a single issuer), liquidity requirements, and risk-disclosure obligations. A
UCITS-compliant ETF must publish a KIID that summarizes key information for investors. Practical
application: A European asset manager files a UCITS prospectus with the national regulator and obtains
passporting rights to market the ETF throughout the EU. Challenges include aligning the fund's operational
processes with UCITS rules, especially when dealing with non-EU securities.

Valuation Methodology

Related terms: fair value, pricing sources, NAV calculation

Valuation methodology defines how the market value of an ETF’s underlying assets is determined for NAV
purposes. Methods may include market pricing, model-based valuation, or a combination of both,
especially for illiquid securities. Regulators require that the methodology be disclosed, consistently applied,
and subject to independent verification. Example: An ETF holding corporate bonds may use a pricing service
that provides daily mid-price quotes, adjusted for accrued interest. Challenges involve handling securities
without observable market prices, ensuring that model assumptions are reasonable, and maintaining audit
trails for valuation adjustments.

MIFID Il (Markets in Financial Instruments Directive ll)

Related terms: transparency, best execution, reporting

MIFID Il is the EU regulatory regime that governs trading, transparency, and investor protection for financial
instruments, including ETFs. It imposes pre- and post-trade transparency obligations, requires detailed
transaction reporting, and sets standards for best execution. ETFs traded on EU venues must comply with
MiFID Il reporting templates and provide investors with clear cost information. Practical application: An ETF
sponsor must ensure that its trading partners submit trade data to the appropriate trade repositories.
Challenges include integrating MiFID Il reporting into existing systems, handling the increased data volume,
and managing cross-border regulatory differences.

National Competent Authority (NCA)

Related terms: ESMA, regulator, passporting

A National Competent Authority is the designated regulator in each EU member state responsible for
supervising UCITS funds, including ETFs. The NCA reviews the fund's prospectus, KIID, and ongoing
compliance, and grants a passport that allows the ETF to be marketed throughout the EU. Example: The
French Autorité des Marchés Financiers (AMF) acts as the NCA for a French- domiciled ETF. Challenges
include coordinating with multiple NCAs when the ETF's domicile differs from the primary market, and
ensuring that any local regulatory updates are incorporated promptly.

Operational Risk

Related terms: process failure, cyber security, business continuity

Operational risk refers to the possibility of loss resulting from inadequate or failed internal processes,
people, systems, or external events. For ETFs, operational risk includes errors in creation/redemption,
valuation mistakes, custody breaches, and technology failures. Regulators require that sponsors implement
robust risk-management frameworks, conduct stress testing, and maintain business-continuity plans.
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Practical application: An ETF must have a disaster-recovery protocol for its trading and valuation systems.
Challenges involve keeping risk controls up-to-date with evolving technology, such as blockchain or
Al-driven trading platforms, and meeting regulator-imposed reporting on operational incidents.

Portfolio Sampling

Related terms: partial replication, tracking error, optimization

Portfolio sampling is a replication technique where an ETF holds a representative subset of the benchmark’s
securities rather than the full index. This approach reduces transaction costs and improves liquidity
management, especially for large or illiquid indices. Regulators require disclosure of the sampling
methodology and monitoring of tracking error. Example: A small-cap ETF may sample 70 % of the index
constituents to achieve a balance between cost and performance. Challenges include ensuring that the
sample accurately reflects the index’s risk-return profile and managing the risk of higher tracking error.

Regulatory Arbitrage

Related terms: jurisdiction shopping, loopholes, compliance

Regulatory arbitrage occurs when market participants structure ETF products to exploit differences between
regulatory regimes, seeking lower compliance costs or more favorable treatment. For instance, a sponsor
might domicile a leveraged ETF in a jurisdiction with less stringent leverage rules. Regulators monitor such
practices and may issue guidance to prevent erosion of investor protection. Practical application: An ETF
sponsor may adjust its product design to align with the most permissive jurisdiction while still meeting
investor demand. Challenges include reputational risk, potential regulatory clamp-downs, and the need to
maintain consistent disclosures across jurisdictions.

Shareholder Rights

Related terms: voting, proxy, redemption

Shareholder rights encompass the entitlements of ETF investors, including voting on fund matters, receiving
distributions, and redeeming shares. Regulations often mandate that ETF shareholders receive proxy
materials, have access to the fund’'s annual meeting, and can submit redemption requests at net asset value.
Example: An ETF's prospectus outlines the process for exercising voting rights through a proxy voting
service. Challenges include ensuring that voting information is delivered promptly, especially for
cross-border shareholders, and reconciling different voting standards across exchanges.

Suitability Assessment

Related terms: KYC, investor profiling, product appropriateness

Suitability assessment is the process by which distributors evaluate whether an ETF is appropriate for a
particular investor based on risk tolerance, investment objectives, and financial situation. Many regulators,
such as the SEC and FCA, require that distributors conduct a Know-Your-Customer (KYC) review before
recommending an ETF. Practical application: A broker asks a client about investment horizon and risk
appetite, then suggests a low-volatility ETF if the client is risk-averse. Challenges involve balancing
thoroughness with efficiency, maintaining records of suitability determinations, and adapting to evolving
regulatory expectations on investor protection.

Synthetic ETF
Related terms: swap, counterparty risk, replication
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A synthetic ETF achieves its investment objective through derivatives, typically total return swaps, rather
than holding the underlying securities directly. The fund enters into a contract with a counterparty (often an
investment bank) that promises to deliver the return of the benchmark index. Regulators require additional
disclosures about counterparty exposure, collateral arrangements, and the use of derivatives. Example: A
synthetic ETF tracking a foreign emerging-market index may use swaps to avoid currency conversion costs.
Challenges include managing counterparty risk, meeting collateral requirements, and addressing investor
concerns about the lack of physical holdings.

Swap-Based Replication

Related terms: synthetic ETF, total return swap, collateral

Swap-based replication is a specific form of synthetic replication where the ETF employs total return swaps
to obtain the performance of the benchmark. The fund holds collateral (often cash or high-quality
securities) to secure the swap exposure. Regulatory frameworks such as the SEC's Rule 6¢-11 and UCITS
require that the collateral be segregated, periodically valued, and disclosed to investors. Practical
application: An ETF uses a swap with a bank to replicate a commodity index, while the fund's assets are
invested in Treasury securities as collateral. Challenges include monitoring counterparty credit quality,
ensuring sufficient collateral coverage, and complying with disclosure obligations.

Transparency Requirements

Related terms: daily holdings, real-time pricing, investor information

Transparency requirements dictate the frequency and detail with which an ETF must disclose its holdings,
pricing, and performance metrics. In the U.S., The SEC generally requires daily disclosure of holdings for
most ETFs, while European UCITS funds must provide at least weekly disclosure of holdings. Transparency
enhances price discovery and investor confidence. Example: An ETF publishes its full portfolio on its website
each business day. Challenges include managing the operational burden of frequent updates, safeguarding
confidential information, and ensuring that disclosed data is accurate and timely.

UCITS Compliance Monitoring

Related terms: audit, reporting, regulatory review

UCITS compliance monitoring involves ongoing oversight to ensure that an ETF continues to meet the
standards set by the UCITS Directive. This includes periodic reporting to the NCA, internal audits of
diversification limits, liquidity risk, and adherence to the prospectus. Sponsors must maintain records of
compliance checks and be prepared for supervisory inspections. Practical application: A compliance team
conducts quarterly checks on the fund'’s concentration limits and submits a compliance report to the AMF.
Challenges include integrating compliance monitoring across multiple jurisdictions, adapting to regulatory
amendments, and allocating resources for continuous oversight.

Volatility-Targeted ETF

Related terms: dynamic allocation, risk budgeting, leverage

A volatility-targeted ETF adjusts its exposure to an underlying index based on the observed volatility of that
index, aiming to maintain a pre-specified level of portfolio volatility. The fund may increase exposure when
volatility is low and reduce exposure when volatility rises, often using derivatives or cash overlays.
Regulators require clear disclosure of the volatility-targeting methodology, risk of dynamic rebalancing, and
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potential leverage effects. Example: A volatility-targeted equity ETF seeks a 10 % annualized volatility,
adjusting its exposure monthly. Challenges include explaining the dynamic strategy to investors, managing
tracking error, and ensuring that the rebalancing frequency complies with the fund's stated policy.

Yield Curve ETF

Related terms: duration, interest-rate risk, laddered exposure

A yield curve ETF provides exposure to a range of fixed-income securities across different maturities,
allowing investors to capture the shape and movements of the yield curve. The fund may hold Treasury
securities, corporate bonds, or a mix, and may employ a laddered strategy. Regulatory disclosure must
address interest-rate risk, credit risk, and the methodology for constructing the maturity distribution.
Practical application: An investor uses a yield curve ETF to position for a steepening yield curve without
managing individual bonds. Challenges include maintaining the intended maturity profile as bonds mature,
managing credit quality, and meeting liquidity requirements for longer-dated securities.

Liquidity Risk

Related terms: bid-ask spread, redemption pressure, market depth

Liquidity risk is the risk that an ETF cannot meet investor redemption or trading demands without incurring
significant price concessions. Regulators require that funds disclose liquidity risk, maintain adequate cash or
liquid assets, and adopt policies for managing illiquid holdings. Example: An ETF holding a small-cap index
may have higher bid-ask spreads and slower trade execution. Challenges involve balancing exposure to
less-liquid markets with the need to provide a liquid secondary market, and communicating liquidity
constraints to investors.

Cross-Border Distribution

Related terms: passporting, regulatory equivalence, double-taxation

Cross-border distribution refers to the marketing and sale of an ETF in jurisdictions other than its domicile.
In the EU, UCITS passporting allows a fund authorized in one member state to be sold throughout the EU,
subject to local marketing rules. Outside the EU, distributors must comply with each jurisdiction’s securities
regulations, including prospectus translation and registration. Practical application: A U.S.-Domiciled ETF is
offered to European investors through a local distributor that files a prospectus supplement with the FCA.
Challenges include navigating differing disclosure standards, handling currency conversion and tax
withholding, and ensuring that the fund’'s compliance framework covers all target markets.

Environmental, Social, and Governance (ESG) ETF

Related terms: sustainable investing, ESG ratings, proxy voting

An ESG ETF selects its underlying securities based on environmental, social, and governance criteria, often
using ESG ratings or thematic screens. Regulators scrutinize ESG disclosures to prevent “green-washing”
and require that the fund’'s methodology, data sources, and impact measurement be clearly explained.
Example: An ESG ETF excludes companies with high carbon emissions and ranks holdings by ESG scores.
Challenges include maintaining consistent ESG data across jurisdictions, handling evolving ESG standards,
and providing transparent performance attribution for ESG factors.

Derivatives Usage
Related terms: futures, options, exposure management
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Derivatives usage in ETFs encompasses the employment of futures, options, swaps, and other contracts to
achieve exposure, hedge risk, or enhance returns. Regulatory bodies require that the use of derivatives be
disclosed, that risk limits be defined, and that sufficient collateral be held. Example: A commodity ETF may
hold futures contracts to replicate the spot price of oil. Challenges include managing roll-over risk, ensuring
compliance with position limits, and providing investors with clear explanations of derivative-related risks.

Fund of Funds (FoF) ETF

Related terms: layered structure, underlying ETF holdings, fee layering

A Fund of Funds ETF invests primarily in other ETFs rather than directly in securities. This structure provides
diversified exposure across multiple asset classes or strategies within a single vehicle. Regulators require
disclosure of the underlying ETF holdings, fee structure (including double-layered fees), and liquidity
considerations. Example: A balanced-risk FoF ETF holds equity, bond, and commodity ETFs. Challenges
include higher expense ratios due to layered fees, potential liquidity mismatches, and the need to monitor
the compliance of each underlying ETF.

Dividend Reinvestment

Related terms: DRIP, cash distribution, tax efficiency

Dividend reinvestment allows ETF shareholders to automatically reinvest cash dividends received into
additional ETF shares, often without transaction fees. The practice can enhance long-term compounding
and improve tax efficiency in certain jurisdictions. Regulators require that the fund’s prospectus describe the
reinvestment option, any associated costs, and the timing of reinvestment. Practical application: An investor
elects dividend reinvestment to increase holdings each quarter. Challenges include managing the
administrative burden of processing reinvestments, ensuring accurate allocation of fractional shares, and
complying with tax reporting requirements.

Exchange-Traded Note (ETN)

Related terms: unsecured debt, credit risk, maturity

An Exchange-Traded Note is an unsecured debt security issued by a financial institution that tracks a
specific index or strategy, similar to an ETF but without holding the underlying assets. ETNs expose investors
to the issuer’s credit risk and may have a defined maturity date. Regulators require disclosure of the issuer’s
credit profile, the index methodology, and the terms of the note. Example: A bank issues an ETN linked to a
commodity index, promising the return of the index less fees. Challenges include investor misunderstanding
of the credit risk, potential for issuer default, and differing regulatory treatment compared with traditional
ETFs.

Fund Liquidity Stress Test

Related terms: scenario analysis, market shock, redemption scenario

A fund liquidity stress test evaluates the ETF's ability to meet large redemption requests under adverse
market conditions. Regulators may require sponsors to perform periodic stress testing, document
assumptions, and report findings to oversight authorities. Practical application: The fund models a 30%
redemption shock during a market crash and assesses cash and liquid asset availability. Challenges include
selecting realistic stress scenarios, incorporating market-wide liquidity constraints, and updating the test
methodology as market conditions evolve.
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Governance Disclosure

Related terms: board composition, conflict of interest, oversight

Governance disclosure involves providing investors with detailed information about the ETF's board
structure, committee responsibilities, and any potential conflicts of interest. Regulators mandate that the
prospectus include a section on governance, describing the independence of directors, the role of the
compliance officer, and the sponsor’s oversight mechanisms. Example: An ETF's prospectus lists three
independent directors, a risk committee, and a policy on related-party transactions. Challenges include
ensuring that governance practices meet the highest regulatory standards across multiple jurisdictions and
that any changes are promptly disclosed.

Hard-to-Value Securities

Related terms: illiquid assets, pricing models, valuation uncertainty

Hard-to-Value securities are assets that lack observable market prices, such as private placements, certain
derivatives, or thinly traded bonds. ETFs that hold such securities must adopt a valuation methodology that
may involve models, expert judgment, or third-party pricing services. Regulators require transparent
disclosure of the valuation approach, frequency of revaluation, and any associated uncertainties. Practical
application: An ETF includes a small portion of private equity holdings and uses a discounted cash flow
model to estimate value. Challenges include justifying the valuation, managing audit scrutiny, and
communicating valuation risk to investors.

Liquidity Provider

Related terms: market maker, AP, order flow

A liquidity provider is a participant that supplies continuous buy and sell quotes for an ETF, contributing to
market depth and reducing transaction costs. Unlike a designated market maker, a liquidity provider may be
an institutional investor, a broker-dealer, or a high-frequency trading firm. Regulators monitor liquidity
provision to ensure fair pricing and may require disclosure of the firm's role. Example: A major brokerage
firm acts as a liquidity provider for a niche commodity ETF, ensuring tight spreads. Challenges include
managing inventory risk, complying with best-execution standards, and avoiding market-manipulation
concerns.

MiFID Il Transaction Reporting

Related terms: trade repository, data fields, regulatory filing

MIFID Il requires that all transactions in ETFs executed on EU venues be reported to an approved trade
repository within a specified timeframe. The report must include detailed data fields such as instrument
identifier, price, quantity, and counter-party information. Sponsors must ensure that their execution venues
and brokers have the capability to generate compliant reports. Practical application: An ETF's broker submits
a daily transaction report to the European Trade Repository, covering all trades across multiple EU
exchanges. Challenges include integrating reporting systems, handling data quality issues, and staying
current with evolving reporting standards.

Regulatory Reporting Frequency
Related terms: annual, semi-annual, event-driven
Regulatory reporting frequency defines how often an ETF must submit required filings to its regulator. In
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the United States, the SEC requires annual and semi-annual reports, while European UCITS funds must
provide annual reports and, in some cases, semi-annual updates. Event-driven reports are required for
material changes, such as fee adjustments or significant portfolio shifts. Example: An ETF files a Form N-CSR
annually and a Form N-Q quarterly. Challenges include coordinating multiple reporting cycles, ensuring
data consistency across reports, and meeting tight filing deadlines.

Risk Management Framework

Related terms: risk appetite, governance, monitoring

A risk management framework outlines the policies, procedures, and controls an ETF sponsor employs to
identify, assess, and mitigate risks. The framework covers market risk, credit risk, liquidity risk, operational
risk, and regulatory risk. Regulators require that the framework be documented, approved by the board,
and periodically reviewed. Practical application: The sponsor conducts monthly risk assessments, updates
risk limits, and escalates breaches to senior management. Challenges involve integrating risk data from
diverse systems, maintaining independence of risk oversight, and adapting the framework to new product
types such as leveraged or synthetic ETFs.

Swap Counterparty Credit Assessment

Related terms: credit rating, collateral, exposure limit

Swap counterparty credit assessment evaluates the creditworthiness of the financial institution providing
swap exposure in a synthetic ETF. Regulators require that the sponsor assess the counterparty's credit
rating, monitor exposure limits, and secure appropriate collateral. Example: A synthetic ETF's sponsor
conducts a quarterly review of the swap counterparty’s rating and adjusts collateral holdings accordingly.
Challenges include dealing with rating downgrades, managing collateral liquidity, and ensuring that the
assessment process meets both SEC and UCITS standards.

Transparency of Fees

Related terms: expense ratio, fee disclosure, cost comparison

Transparency of fees mandates that ETFs clearly disclose all costs to investors, including management fees,
administrative expenses, and any performance fees. The expense ratio must be presented in the prospectus,
annual reports, and on the fund'’s website. Regulators may also require a breakdown of fees in a separate
“fees and expenses” table. Practical application: An ETF lists a 0.15 % Expense ratio, with a 0.05 %
Management fee and 0.10 % Operational fee. Challenges include ensuring that all hidden costs (e.G.,
Securities lending revenue offsets) are accurately reflected and that fee disclosures are comparable across
competing products.
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