
ETFs are one of the fastest growing areas in the 
investing eco-system. As with any product undergoing 
such tremendous growth, the questions are multi-
plying at a rate almost as fast as providers can launch 
new ETF products. While new investors in ETFs will 
always have many of the same basic questions, the 
ever increasing complexity of ETF offerings often leave 
even experienced investors scratching their heads. 

Sitting at the nexus of where products meet advisors, 
the Morningstar ETF Research team is in the unique 
position to field questions first hand from financial 
advisors. We address these issues in our commen-
tary—especially through Morningstar’s ETFInvestor 
newsletter. This monthly publication is the ETF 
Research team’s “journal of record” and we consis-
tently provide thought provoking and industry shaping 
features. Often times, the topics we cover are the 
result of the open communication that we enjoy with 
our subscribers. They ask and we answer. 

Invariably, every year a few questions come to domi-
nate the ETF investing world. In 2008, ETN credit  
risk was at the top of everyone’s worry list. In 2009, 
the headline makers were leveraged and inverse  
ETFs and commodity-futures tracking products. Just 
as we provided insightful and timely analysis on  
these issues, we’ve scanned the landscape for 2010 
and collected three of the questions that most 
commonly come up from advisors so that you can 
minimize any adverse investing experiences. 

Taxes
It is no surprise that in the first half of the year the 
nuances of ETF tax treatment continue to trip up advi-
sors. ETFs in general are very tax-efficient vehicles 
due to the ability to create and redeem shares, saving 
the investor from the taxman until he or she chooses 
to sell the fund. However, that tax-efficiency doesn’t 
carry over to ETFs that hold securities that aren’t very 
tax efficient themselves. 

The general rule of thumb we use is that as far as the 
IRS is concerned the ETF is a look through vehicle. 
That means that if the fund holds physical precious 
metals (such as SPDR Gold GLD) gains on any sale of 
the fund will be taxed as a collectible (ordinary 
income rates, capped at 28%) just like if you held the 
gold. Funds that hold futures contracts and other 
financial instruments such as most commodity-futures 
tracking funds, leveraged ETFs and inverse ETFs will 
be taxed as the underlying futures would be tracked. 
That’s a not so tax-efficient 60%/40% split between 
long-term and short-term gains, regardless of how 
long you hold the fund. On top of that, you need to 
mark your gains or losses in these funds to market at 
the end of the year and pay taxes on that. 

Those are the biggest areas that still trip up advisors, 
but the message as always is “know what you own” 
followed by “and know how it will be taxed.” 

Liquidity
One of the truly hot-button questions among ETF users 
is “how liquid does an ETF need to be in order for  
me to buy it?” The fact that ETFs trade on the exchange 
and can be transacted throughout the day is one of 
the great features of these products. However, with 
that flexibility comes the need to understand the 
mechanics of securities trading—no different than 
you would for a stock or bond. 

An ETF that doesn’t have much liquidity is much like  
a low-float stock or a small-cap stock. You would  
never want to put a market order out for those types 
of securities because the order book is so thin that  
the bid-ask spread on the fund could pop as much as 
500 basis points on you as your order gets filled. 
Rather, we recommend that you use limit orders for 
all but the most liquid of ETFs. Since many advisors 
are purchasing ETFs across all their clients accounts 
in model portfolios, the size of their trades can add  
up to some very large trades. In that case, the best 
practice is to work with a liquidity specialist either at 
your execution platform or with the ETF provider. 

You can buy a less-than-liquid ETF and still get good 
execution—you just need to be strategic in your 
trading policy. 
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Tracking Error
ETF tracking error has been in the news quite bit a 
lately. So much so that I even authored a rebuttal to 
the claim that fixed-income ETFs were broken in an 
article titled “Our Take on the Bond ETF Dilemma.” 
The contention by many is that bond ETFs through a 
combination of true tracking error (the variance of the 
net asset value of the fund from the index return) and 
premium and discount expansion were failing to meet 
their investment objectives. 

My take is that it is the bond indexes that are flawed 
and that the ETFs represent the true market prices of 
the bonds in their portfolio. The indexes on the other 
hand use a series of statistical estimates to “price” 
bonds in their respective portfolios. I don’t know 
about you, but the security that trades millions of 
dollars a day is giving us better information than any 
statistical estimate could. 

Many nay-sayers of ETFs point out that indexed bond 
mutual funds do a better job of tracking and exhibit 
lower volatility than ETFs. My counter to that is that 
those folks are kidding themselves. The bond funds 
use the same crooked measuring stick in statistical 
estimates to smooth their returns, ignoring the reality 
that bond ETFs demonstrate everyday. If ignoring 
reality helps those folks sleep at night, then that is 
their choice. Unfortunately, as anyone who was a 
financial advisor during the market crash of 2008 will 
tell you: that ignorance is only bliss for so long. œ

2 ETF Investor’s Burning Questions

ETFInvestor Strategy

Scott Burns
Director of ETF Analysis and Editor

Morningstar ETFInvestor seeks to own high-
quality Exchange-Traded Funds that are 
trading at a meaningful discount to intrinsic 
value. These companies typically have the 
potential to increase profits by at least 15% 
annually the next five years, while strength-
ening their competitive advantages. 

We believe in partnering with management 
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decisions.
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I am a bit of a sports enthusiast. For a fan like me, 
there is no finer time of the year than the spring. It 
kicks off with the NCAA basketball tournament, 
basketball and hockey playoffs, and, of course, the 
start of baseball season. America’s favorite pastime 
and investing have one notable similarity: a deep  
love for statistics. 

Most baseball fans are familiar with the common 
statistics that can be found on the backs of baseball 
cards: ERAs, RBIs, batting averages, etc. But the 
professionals who run baseball teams, along with 
true baseball diehards, use far more sophisticated 
measures of performance in order to gauge the 
relative quality of ballplayers. 

Like baseball fans, ETF investors have come to rely on 
three simple statistics to drive their investment 
decisions: return, expense ratio, and daily trading 
volume. While these terms will suffice for the 
uninitiated, we assume readers of Morningstar 
ETFInvestor are sophisticated users of these instru-
ments and thus are ready to move beyond such basic 
data points. Now, there are hundreds of data points 
and calculations for ETFs in the Morningstar database. 
Below, in no particular order of importance, I’ve 
detailed six statistics I think don’t receive enough 
attention from ETF investors. 

Daily Dollar Trading Volume
Volume statistics are generally quoted in terms of 
shares. The problem with this is most investors think 

in terms of how much money they are looking to 
invest, not at how many shares. The other problem is 
that ETF share prices can range greatly. The result is 
that a 30,000 average daily volume for an ETF that 
trades for $3 is lot different from one that trades for 
$100, in terms of actual dollars transacting on any 
given day. 
 
So why is something this rudimentary even worth 
discussing? Because of a growing chorus of “rules” 
that I keep hearing about regarding ETF liquidity 
minimums. Whether it is subscribers or even whole 
advisor platforms, I hear mention of average daily 
volume minimums that ETFs must have in order to be 
considered for investing. Now, there is nothing wrong 
with having some sort of minimum to reduce issues 
down the road, but share volume is not the right way 
to go about it. The aforementioned variance in ETF 
share prices means that just purely looking at volume 
may skew the amount of dollars being transacted by 
anywhere from a 2 times to 10 times degree. 

Daily dollar volume is a complicated statistic to 
calculate and collect. To accurately calculate it, you 
need to capture the daily dollar volume every day and 
average that—as opposed to just multiplying the 
average share volume with the average share price 
over a three-month period. Of course, for most 
investors, this level of precision isn’t necessary to get 
an idea of how liquid an ETF is. My advice is to just 
multiply the share price with the average daily 
volume, and that should give you an accurate enough 
picture as to how many dollars are trading hands. 

30-Day SEC Yield
The standard yield you see reported for ETFs is what 
is known as a distribution yield. It is either based on 
the trailing 12 months of distributions or found by 
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