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Dispel ETF myths with ETF realities

Myth 1
Low ETF trading volumes and assets under 
management (AUM) translate into low liquidity.

Reality
An ETF can have low trading volume and low AUM 
yet still have high liquidity. Similar to a mutual fund, 
an ETF’s liquidity is not established by its trading 
volume but by its underlying holdings. At the 
minimum, an ETF or mutual fund will be as liquid  
as its underlying holdings.

It is also important to remember that ETFs are 
fundamentally different than individual stocks that 
trade on an exchange. This difference can have 
a meaningful impact on liquidity. Unlike stocks, 
which typically have a fixed amount of shares 
outstanding, ETFs are open-ended investment 
vehicles (similar to open-ended mutual funds). 
ETFs are able to issue new shares or withdraw 
existing shares in the market to meet investor 
supply and demand. This helps explain why 
metrics like AUM or trading volume are not helpful 
in estimating liquidity of an ETF.

An ETF that invests in large companies will have 
relatively higher liquidity as these stocks trade 
millions of shares daily. On the other hand, ETFs  
that invest in less liquid stocks or in securities 
that trade over the counter (OTC) may experience 
relatively lower liquidity, which may increase price 
swings. This would be no different within a mutual 
fund structure.

An advisor should evaluate an ETF’s underlying 
holdings to determine liquidity, not its trading 
volume or AUM. If there is no liquidity concern with 
a mutual fund that invests in similar securities as an 
ETF, there should be no concern with regards to 
liquidity in an ETF.

Volume is not indicative of liquidity – regardless of 
the fund structure.

Advisors sometimes also attempt to evaluate an 
ETF’s liquidity by reviewing exchange order books, 
which reflect price and number of shares available. 
However, market makers only reflect a fraction 
of the volume they are willing to trade in an ETF. 
They do so to better manage risks associated with 
significant market movements through the day.
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Myth 2
Secondary market ETF liquidity is entirely 
reflected on screen.

Reality
Market makers only display a fraction 
of the volume they are willing to trade. 
Investors access ETF shares through the 
secondary market (stock exchanges) so it is 
understandable that investors assume that 
what they see is the total volume available to 
trade. However, ETFs are unique from stocks 
and mutual funds in that market makers can 
add new ETF shares into circulation or take 
shares out of circulation via the primary 
market. They do so by working with the ETF 
provider. This process helps keep the price 
of the ETF close to the ETF’s underlying net 
asset value (NAV).

Myth 3
All ETFs have similar spreads.

Reality
The spread of an ETF reflects not only the 
liquidity of the underlying asset class but also 
the costs, risks and profit/loss considerations 
for the market maker. The quoted bid-ask 
spread is two-way, but since ETFs typically 
trade near their NAV at the midpoint, the 
effective cost to enter or exit is usually half the 
displayed spread.

One of the advantages of ETFs is their 
transparency — investors can observe these 
trading costs in real time. In contrast, mutual 
funds internalize trading costs within the 
NAV, meaning all investors share the impact, 
regardless of who initiated the trade.

ETFs that hold more liquid securities tend to 
have tighter spreads, while those investing 
in less liquid or niche markets may exhibit 
wider spreads. Geographic factors also play a 
role; for example, North American securities 
generally trade with tighter spreads than those 
in emerging markets.

Additionally, higher levels of secondary market 
activity can contribute to narrower spreads 
due to increased competition among market 
participants. For long-term investors, bid-ask 
spreads are less of a concern since they are 
only incurred during transactions.
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Myth 4
ETFs are more risky investments than mutual funds.

Reality
The risk or volatility associated with any fund 
structure, whether ETF or mutual fund, is 
influenced by various factors. The following 
factors can impact the perceived risk or volatility 
of an ETF or mutual fund: 

•	 Performance characteristics of the  
underlying securities.

•	 Inherent risk and volatility in the markets within 
which the ETF or mutual funds invests.

•	 The manager’s investment style and strategy.

Myth 5
Trading at a premium or discount to the NAV is a 
shortcoming of the ETF mechanism.

Reality
The fact that ETFs are designed to transact both in 
the primary market (creating and redeeming shares 
at net asset value, or NAV) and on an exchange 
at prices established by the secondary market is 
a benefit and allows investors to access realtime 
market prices when trading. The existence of both 
a primary and secondary market increases overall 
pricing efficiency and enhances liquidity.

Myth 6
ETFs are only for day traders and short-term 
investors.

Reality
Like mutual funds, ETFs are effective tools for 
building portfolios for investors. While ETFs are 
often used by active investors as trading vehicles, 
they can be used effectively as buy-and-hold 
investments for long-term investors.

Whereas one investor may purchase a particular 
ETF to hedge, another may buy the same ETF 
for a completely different strategy, such as to 
grow capital. The product design of ETFs allows 
investors with similar or different investment 
objectives to own the same product and still 
accomplish their respective goals.

Myth 7
ETFs are so simple, there’s no need to seek 
professional advice.

Reality
One core principle of investing is that asset 
allocation, more than individual stock selection, is 
a main driver of returns. Investors should work with 
an advisor to design an appropriate asset allocation 
and then choose the appropriate individual 
investments.
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Myth 8
All ETFs replicate their underlying indexes.

Reality
Most, but not all, ETFs are designed to provide 
investment results that generally track the 
performance of an underlying benchmark index 
by holding a portfolio of securities that mirror this 
performance. The majority of ETFs around the 
world use one of three techniques to achieve this 
goal: full replication, optimization-based tracking 
and synthetic replication. However, not all ETFs are 
replication-based and a growing number of actively-
managed ETFs have been launched that leverage 
the expertise of portfolio managers to execute 
security selection and trading decisions.

Full replication
In this approach, an ETF holds all of the securities  
in the same weightings as its associated index.  
Over time, the manager adjusts the portfolio to 
reflect changes in the index and manages cash flow 
from dividends or income generation. This strategy 
tends to provide very close tracking with the 
underlying index.

Optimization-based tracking
This strategy is designed to control trading costs 
and promote liquidity. It uses a sampling process 
to create a representative or optimized portfolio of 
securities that closely matches the characteristics 
of the underlying index. While this approach may 
be more cost-efficient, it tends to carry a higher 
potential for tracking error than ETFs that use  
full replication.

Synthetic replication
These ETFs attempt to replicate index returns by 
purchasing derivatives such as swap agreements 
with one or more counterparties, such as a bank. 
Typically, the counterparty will agree to deliver 
the performance of the associated index (minus a 
small spread), including capital gains and dividends, 
in exchange for the value of the performance 
generated by a pool of physical securities held 
by the ETF. This allows the ETF to mirror the 
performance of an index without having to own  
the actual securities. This can be advantageous 
when it is difficult or expensive to trade in certain 
markets or sectors.

Actively managed
This category of ETFs, including Mackenzie Active 
ETFs, allows managers to apply their own expertise 
in overseeing portfolio construction and trading 
decisions, similar to actively-managed mutual funds. 
While the ETF will have a benchmark index, its 
managers will generally attempt to outperform that 
index’s returns rather than simply match it.

The main difference between actively-managed 
ETFs and mutual funds is that actively-managed 
ETFs are priced and traded intraday, while active 
mutual funds can only be purchased or sold at their 
NAV after the market closes.

For investors seeking new ways to target portfolio exposures and reduce risk 
through diversification, both ETFs and mutual funds are worth considering. 

For information about Mackenzie ETFs, please talk to your financial advisor. 
mackenzieinvestments.com/ETFs

Commissions, management fees, brokerage fees and expenses all may be associated with Exchange Traded Funds. Please read the prospectus before 
investing. Exchange Traded Funds are not guaranteed, their values change frequently and past performance may not be repeated. 
The content of this article (including facts, views, opinions, recommendations, descriptions of or references to, products or securities) is not to be used or 
construed as investment advice, as an offer to sell or the solicitation of an offer to buy, or an endorsement, recommendation or sponsorship of any entity 
or security cited. Although we endeavour to ensure its accuracy and completeness, we assume no responsibility for any reliance upon it.

https://www.mackenzieinvestments.com/en/investments/by-type/etfs
https://www.mackenzieinvestments.com/en/investments/by-type/etfs

