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Exchange-traded funds
An exchange-traded fund (ETF) is a type of investment that combines key features of mutual funds and 
traditional stocks. It is a security that tracks a market index or basket of securities and is traded on an exchange. 
ETFs typically attempt to replicate the performance of a specific index, such as the S&P 500, Russell 1000 or 
the DJIA1. The underlying assets that ETFs track or hold can include stocks, commodities, loans or bonds. ETFs 
are bought and sold throughout the day on a stock exchange, just like stocks. ETFs are more transparent than 
mutual funds because most ETFs allow investors to see the portfolio’s holdings daily instead of the every 90 
days standard for mutual funds. ETFs are priced based upon the bid/ask spread and are traded continuously 
throughout the trading day. 

Exchange-traded funds do not sell shares directly to investors. Instead, each ETF sponsor issues large blocks 
that are known as creation units. These units are then bought and sold by an “authorized participant,” typically a 
large broker-dealer, which obtains shares of the underlying securities and places them in a trust. The authorized 
participant then splits up these creation units into ETF shares and sells them on an exchange.

Types of ETFs
Index-based ETFs – Index ETFs track a benchmark index and are the most actively traded ETFs in terms of 
volume. These ETFs seek to emulate the underlying index. 

Bond ETFs – Bond ETFs provide exposure to the bond market, hold a portfolio of bonds, and can differ widely  
in strategy. 

Actively managed ETFs – Actively managed ETFs are not based on an index. Instead, they try to achieve a 
stated investment objective by investing in a portfolio of stocks, bonds and other assets. Unlike an index-based 
ETF, the manager of an actively managed ETF actively buys and sells investments in the portfolio. 

Sector ETFs – Sector ETFs can provide exposure to a small part of the overall market, such as financial, health 
care and technology. These ETFs hold the stocks of a particular sector, and the returns of sector ETFs can be 
more volatile than the overall market.
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Northwestern Mutual Investment Services, LLC (NMIS) periodically prepares information for its clients on a 
variety of securities-related topics. This document is meant to provide clients with important information about 
exchange-traded funds. This material is not intended as an endorsement or recommendation of any particular 
investment or security. 

1  The S&P 500 is a stock market index based on the market capitalizations of 500 large companies having common stock listed on the NYSE or NASDAQ. The Russell 
1000 is an index of approximately 1,000 of the largest companies in the U.S. equity markets. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 
30 significant stocks traded on the New York Stock Exchange and the Nasdaq.
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Foreign market ETFs – Foreign market ETFs invest in companies from other countries. These provide an option 
to invest internationally because foreign stocks are bought and sold in their currency. 

Floating rate ETFs – Floating rate ETFs are fixed income funds that primarily hold floating rate loans, which are 
loans typically made by banks to companies rated below investment grade. These ratings are from third party 
rating agencies such as Moody’s or Standard & Poor’s. However, in some cases the companies may not be rated 
by a rating agency. Floating rate ETFs may produce higher yields than an investment grade bond ETF and may 
provide protection against rising interest rates. In exchange for higher yield potential, the price of floating rate 
mutual funds may have increased volatility and be subject to other risks described below.

Risks
The level and type of risk associated with ETFs may vary significantly from one ETF to another, and is based on 
the index the ETF tracks or the securities it holds. As a result, it is important to have a complete understanding 
of the investment strategies and underlying products from which an ETF derives its value to evaluate the risks. 
These risks are outlined in the ETFs prospectus and/or statement of additional information. No investment 
strategy can guarantee a profit or protect against loss, including loss of principal. Below are some of the primary 
risks associated with investing in ETFs. 

Market | The risk that the overall market will decline, bringing down the value of the investments held by, or 
tracked by, the ETF and, in turn, the ETF’s value. This may result from increasing/decreasing interest rates, a 
recession or changes in the rate of inflation, each of which can impact the financial markets. 

Management | The risk associated with underperforming management of the ETF. Passively managed ETFs are 
subject to the risk that the investment manager will not be able to make decisions or take action in response to 
market conditions or events, including downturns. 

Liquidity | The risk that investors may not be able to sell the ETF at the time and/or price they choose due to an 
increase in illiquidity from market developments or adverse investor perception.  

Interest rate | The risk that changes in interest rates may reduce (or increase) the market value of bonds or 
other fixed income investments in the ETF. If interest rates increase, the market value of a bond will typically 
decrease; and if interest rates decrease, the market value will typically increase. Generally, the longer the 
maturity of bonds, the more sensitive the bonds’ market value becomes to interest rate changes. Investments 
with longer maturities will be affected more by interest rate changes than those with shorter maturities.

Reinvestment rate | The risk that interest rates may be lower at the time of maturity or call than interest rates at 
the time of the original purchase. As a result, investments available to the investor at the time of maturity or call 
may not yield a rate of return similar to that at the time of the original purchase. 

Credit/default | The risk that the issuer will be unable to pay the interest or principal on their debt obligation or 
otherwise become insolvent. Credit risk can have the greatest impact on bond ETFs. 
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Northwestern Mutual is the marketing name for The Northwestern Mutual Life Insurance Company, Milwaukee, WI (NM) and its subsidiaries. Investment brokerage services 
are offered through Northwestern Mutual Investment Services, LLC (NMIS) a subsidiary of NM, broker-dealer, registered investment adviser, and member FINRA and 
SIPC. Investment advisory and trust services are offered through Northwestern Mutual Wealth Management Company® (NMWMC), Milwaukee, WI, a subsidiary of NM and 
a federal savings bank. Products and services referenced are offered and sold only by appropriately appointed and licensed entities and financial advisors and professionals. 
Not all products and services are available in all states. Not all Northwestern Mutual representatives are advisors. Only those representatives with “Advisor” in their title 
or who otherwise disclose their status as an advisor of NMWMC are credentialed as NMWMC representatives to provide investment advisory services.

Price tracking | The risk that the performance of the ETF may diverge from that of its underlying index. Price 
tracking errors can occur for many reasons, including but not limited to imperfect correlation between the ETF’s 
holdings of portfolio securities and those in the underlying index, pricing differences, the ETF’s holding of cash, 
differences in timing of the accrual of dividends or changes to the underlying index, or the need to meet various 
regulatory requirements.


