
As Exchange Traded Funds (ETFs) have grown increasingly popular due to their convenience, 
low cost and ability to achieve various objectives, a number of myths have emerged about 
these investments. 

If you’ve considered adding ETFs to your portfolio but have outstanding concerns, the 
following article discusses common misconceptions to help you gain a better understanding 
of the potential role they can play towards helping you achieve your investment objectives. 

E T F s  1 0 1

Discussing common  
misconceptions about ETFs



ETFs 101 | Discussing common misconceptions about ETFs  |  2

Myth: ETFs are riskier than mutual funds
ETFs are a type of mutual fund that trades on an 
exchange like a stock. There is nothing inherently 
different about an ETF investment that would expose 
investors to increased risk when compared to a  
mutual fund.

The most significant influences on any mutual fund's 
risk profile are the risks associated with investing in the 
financial markets, the type of individual securities that 
fund invests in and the investment style and strategy  
of the investment manager charged with overseeing  
the fund. 

Myth: You can't beat the market with an ETF
This myth arises from the misconception that ETFs  
are passive index investments tracking broad markets, 
meaning no manager is actively using their expertise 
to pick individual securities on behalf of the investor. 
An active approach towards portfolio management 
will typically try to beat the performance of the broad 
market (however this is defined — Canadian stocks, 
bonds, U.S. stocks or bonds, global stocks or bonds etc.). 

While it is true that the majority of ETFs are indexed 
— meaning they strive to mirror the returns of an 
underlying index, there is an increasingly large number 
of "smart beta" indices being developed that attempt  
to beat their respective broad market index. 

The ETF landscape is also changing. As of April 30, 
2018, 80 per cent of all ETFs in Canada were designed 
to mirror the performance of an index, leaving 
approximately 20 per cent that are non-indexed.  
Over the last year, the availability of non-indexed  
ETFs has been growing at a far more rapid pace than 
index ETFs: 16.3 per cent for indexed vs 48.2 per cent  
for non-indexed, respectively.1 Therefore it's inaccurate 
to conclude that ETFs cannot beat the market due to  
the growing number of non-indexed ETF portfolios. 

Myth: ETFs are only for short-term day trading
This myth is likely due to ETFs popularity with 
professional investors, as well as the availability of highly 
specialized ETFs that incorporate leverage to magnify 
investment gains/losses from short-term market moves.

The reality is that ETFs now offer investment options 
comparable to many mutual funds. Like mutual funds, 
ETFs can be useful tools for building fully diversified 
investment portfolios, yet often charge significantly 
lower fees than mutual funds with similar mandates. 
Their inherent flexibility means that while professional 
investors may use specialized ETFs for short-term 
investments or to add instant diversification to a 
portfolio, there are now many ETF options that can be 
ideal for buy-and-hold investors looking to invest over 
the long term. 

Myth: A flaw of ETFs is they can trade at a 
discount/premium to their NAV compared to  
a mutual fund
While it's true ETFs can trade at a premium or discount, 
it will likely depend on your perspective whether this can 
be considered a problem.

ETF transactions occur in two ways. Authorized dealers 
(market makers) buy and sell units directly at the fund's 
Net Asset Value (NAV) with no premium or discount 
applied, or any investor can purchase ETFs via a stock 
exchange where buyers and sellers transact and 
where a discount or premium can appear at any time. 
The existence of a premium or discount is typically a 
reflection of investor sentiment on the ETF in relation to 
the prices of the investments held by the fund. 

To illustrate why this occurs, let's assume an ETF holds 
securities domiciled in Europe. The NAV of the ETF will 
be reflected in the set of prices in the European markets. 
If important news related to the underlying European 
securities is released while European markets are 
closed and North America markets are open, this 
has the potential to affect the market value of the 
ETF in the open North American markets by creating 
a temporary discount or premium to its NAV. Under 
these circumstances, a market maker may step 
in to limit the degree of premium or discount using 
their ability to purchase or redeem units of the fund at 
its NAV, and/or their ability to buy/sell the underlying 
security held by the ETF as required to influence its price. 
The result is that ETFs generally trade close to their NAV. 

Seen from this perspective, one of the potential benefits 
of ETF investing is the ability to transact securities at 
prices in real time. 

1Investment Funds Industry Review. TDAM Competitive Insights & Analysis. April 2018. 
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Myth: The trading volume of an ETF  
indicates its liquidity 
The trading volume of a stock is an indication of 
secondary market activity. Using trading volumes to 
measure a stock's liquidity makes sense since there are 
a limited number of shares outstanding that can be 
bought or sold. 

ETFs are different. Like a mutual fund, an ETF provider 
can create or redeem new units daily. This means that 
an ETF's ability to create or redeem units is only limited 
by the ETF provider's ability to buy or sell the fund's 
underlying holdings. Assuming an ETF's underlying 
holdings are liquid, then an ETF should be as liquid as  
its underlying securities.

As a rule of thumb, ETFs that invest in large companies 
will have a relatively higher degree of liquidity since 
larger company shares are traded thousands or even 
millions of times daily. ETFs that invest in low-liquidity 
stocks that trade over the counter can be expected to 
exhibit lower liquidity. These tendencies help explain 
why Assets Under Management (AUM) and liquidity 
numbers may not be useful metrics when determining 
the characteristics of an ETF. If liquidity is a concern, the 
more accurate determinate will be the inherent qualities 
of the underlying securities held in the fund.

Myth: ETFs cause market volatility
Reviews of ETF trading have shown that when market 
volatility increases as measured by the CBOE Volatility 
Index (VIX), the volume of ETF trading increases as well. 
ETFs have been seen as the cause of the market volatility 
but while a relationship exists, ETFs are not the cause. 

ETFs are frequently used to adjust the "tactical 
allocation" of a portfolio. For example, an investor who 
is actively trading may decide to either "underweight" or 
"overweight" parts of the market based on their outlook 
for various industries, commodities and sectors of the 
economy. ETFs can be a straightforward, cost-effective 
way to either help gain or reduce exposure to portions 
of the market quickly and are used by investment 
professionals accordingly. The variety of ETFs available 
means that they may lend themselves to more easily 
alter the allocation of a portfolio to help ensure it 
corresponds with an investor's market view. 

Spikes in the VIX tend to happen around macroeconomic  
events that can affect the value of all stocks. When 
the markets do turn volatile, the price of stocks 
tends to swing in a broader range which may create 
opportunities for market makers who can then arbitrage 
the market price of the ETF against the market value of 
the stocks held within the ETF portfolio. Seen from this 
perspective, ETFs are not the cause of market volatility; 
they trade more frequently as a reaction to market 
volatility as investors respond to market events.



2Do ETFs cause volatility? 5 questions about ETFs. (January 25, 2016). 
Retrieved from https://www.cnbc.com/2016/01/25/do-etfs-cause-volatility-5-questions-about-exchange-traded-funds.html 
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If you’re interested in learning more about ETFs,  
please speak with your Financial Planner/ Advisor.

While no single investment is appropriate for every investor, there are common myths associated 
with ETFs that once addressed, may provide you with a clearer picture of the benefits of 
investing in these increasingly popular investment options. For many investors, determining which 
investment is best suited to your risk profile and financial objectives should be identified with the 
help of an investment professional. 

Are ETFs right for you?

Myth: ETFs are making the entire market think and move the same way 
Some market watchers have suggested that certain ETFs have grown so large they begin to become "the market." 
This comment leads to new questions about whether market prices are becoming less efficient, and whether the 
market will become a homogeneous basket of single ETF prices.

This comment arises from studies that have found that when you look at specific sectors of the market, the price of a 
stock within that sector can move more based on the industry index than the company's underlying fundamentals.2 
The implication here is that ETFs may be having an undue influence on the market price of a stock due to its inclusion 
within an ETF as opposed to what the price would be based on material information about the company.

In reality, the market is a compilation of many different types of securities — common and preferred shares, 
government and corporate bonds, treasury bills, etc. There are thousands of ETFs with many incorporating different 
indexing and investment strategies. What's more, each ETF and their related indices are continually adapting to 
market conditions and therefore cannot be considered a fixed basket of assets. In fact, ETFs are nothing more than 
thousands of different types of baskets trading on the news of the day.


