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KEY
QUESTIONS

Selecting an Exchange Traded Fund (ETF) may be an overwhelming
process. We believe it all starts with asking the right questions.

What to ask

ETFs enable investors to gain low cost and transparent access to a
broad range of asset classes and investment strategies. We believe
there are eight key areas for ETF investors to consider as part of the due
diligence process.

Whatis an ETF?

An ETF is an open-ended collective investment vehicle (or a pooled
fund), that is traded on one or more exchanges. ETFs provide access
to a portfolio of company shares, bonds or other asset classes, such as
commodities or property across a broad set of investment strategies -
index (tracking a benchmark) and active. Consequently, ETFs combine
UTE EIUEGUISECUIOO0 01 ¢O TOUEUIOEOU TUGE YIUT UTE UGCECENIUR O1 ¢ UTGEE(

What is an active ETF?

Active ETFs provide access to investment strategies managed by
specialist portfolio managers who utilise their expertise to attempt
to achieve certain investment goals or objectives, such as downside
protection or regular income, seek to outperform a benchmark, or
provide access to types of investments which may be hard to access
through an index.

In short, Active ETFs are simply actively managed investment strategies
delivered through an ETF wrapper, hence combining the characteristics

transparency of an ETF.
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SECTION 01

ISSUER

Key considerations when evaluating your
product issuer

Not all Exchange Traded Fund (ETF) issuers are equal. Every issuer offers a different
suite of products and understanding their scope is an important consideration when
onboarding any ETF issuer.

When considering an ETF issuer, it is important to understand the portfolio management,
investment strategies and risk considerations that support the ETF management process.
Experience and scale can be an important consideration when it comes to having the
resources to navigate large industry-wide changes.

8TEO ETOOUIOT GO CEUIUE &5 "1 10U TO0000COU 10 GUUEUU EOUT UTE xUGHISECUIOOU O1 UTE TUUUES
and the management of the investment strategy. Every issuer offers access to a different
platform with varying levels of expertise, experience, access and scale. In this guide we
provide a framework to help you think about the right questions to ask to ensure you are
choosing the best possible ETF issuers.

INTRODUCING ISHARES

BlackRock is a global investment manager and we are committed to helping more and
OOPE EGEOIU 00O 108 UTETR SOCOEIC) 10UUPE] #HCEN3OEN O11E0U ¢ 6COTE 01 UGIOUTOOU 100
T10UUTUOUIGOUI SOCOEIC) GEOTEUUIOOGIU GOE GUUEI OCOC TEMU TIOECHR

The iShares platform provides investors access to exchange traded funds that offer

iShares ETFs are domiciled in either Ireland, Germany or Switzerland, and are managed
ER #0CEN30ENIU 10010610 - COCTEOEOU (@OU0 01 - (qUECOI
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Key questions to ask:

0 N O O & W DN B

Does the ETF provider offer the breadth of
products needed?

What is their experience and track record within
the ETF industry, and do they have robust
portfolio management and research teams?

Does the provider have risk management
processes in place?

%OEU UTE SPO TCUE gEUOUGEEU U0 UUEEEUUTU0R
manage through periods of regulatory change?

Can they scale as | grow my assets?

Does the provider have global trading coverage?

Is the issuer's trading function separate from the
portfolio management function?

Does the provider offer trading support and
education?

*446&3ddd!
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Figure 1: iShares ETF universe by domicile
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Europe

448 funds;
$851.4bn

APAC
109 funds;
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5TE & - & T4TCOEU OicU1000 O11EgU GEOEUENU CEFOUU ¢ UCEIEIR OT CUUEU EOCUUEU 0ExUIURI SPEE TOEOOEI
commodities and alternative assets) and across a variety of regions as well.

Risk: 5TE gEU0IO0 O ROUE IOUEUIOEOU OCR IOEIEGUE O EEEFECUE GU ¢ gEUU O EUBIEOER SUEUUCUIOOU

Figure 2: iShares ETF universe by asset class
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Commodity Alternatives
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THE INVESTMENT PROCESS

It is important to understand the portfolio management, investment strategy

and risk control capabilities available to support the ETF investment management
process. At BlackRock, our portfolio managers and portfolio engineers sit at an
intersection of portfolio construction, index methodology when relevant, trading and
capital markets, operational and investment risk, and technology.

There are a number of elements that encompass successfully managing an iShares ETF.
Portfolio managers and engineers leverage their deep portfolio expertise and investment
skills to seek performance in line with the fund's investment objectives. For index ETFs,
they will focus on tracking the performance of an index. For active ETFs, they may seek
index markets. The decision-making process involves deciding on corporate actions such
as dividends, stock splits, spinoffs, issuer buybacks, debt restructuring, rights offerings
and mergers and acquisitions. The investment teams work in conjunction with teams
across BlackRock to execute detail-intensive investment decisions with precision and
reliability.

Key elements of the process include:

e For Index ETFs, composition changes at rebalance: Within equities, our portfolio
engineers combine capital markets knowledge with the insights from our Global Index
3EUEGEET (@OUO U0 EUCOUGUE UTOUUCOEU O1 IOEEP EUEOUU EGET RECH S1UTIO SPEE IOEOOEI
our portfolio managers specialise by asset class and use this knowledge to take a
pragmatic approach towards index composition changes at rebalance.

e Portfolio construction: For Index ETFs equities, engineers make decisions around
portfolio structure (for example, optimisation vs. full-replication), cash equitisation,
UpCEIOT CoOUOE ETCOTEU U0 UTE UOEEMRIOT TOEEP EOOOOUILIOO COE 10 SPEE TOEOOEI
00010010 OGOCTEAU PEQNECUE UTE IOEEP (TEOUTT UlgCUISEE UCONOTI ¢ OIOEEUU Ol
managing tracking errors and returns versus the index. Active ETF portfolios are built
by engineers based on the decisions of portfolio managers who choose investment
allocations and select securities, risk management and timing based on the objectives
O1 UTE TUOE( **00 OOpU100I0U ¢oE EOOUUPUEIEE OUIOT #ICEN3OENU OgO0IEICER UOOIU UTGU
provide a platform to manage the portfolio construction process with electronic and
over-the-counter trading.

Risk: While proprietary technology platforms may help manage risk, risk cannot be
eliminated.

« Local presence: #ICEN30EN:U TIOEG) 10000100 EOGENEU UOEEICHUCUIOO 10 10ECH OCONEUUL
5TE IECO (EUEACTEU UCEERU: 00EC) OCONE( EPOEQUIUE COE EEOESIU 1000 PEGIIIIOE
EPEEUUIOO 10 PEUOEEUIUE UIOE aO0EUI OUg UgCEIOT UECO OIOUIEE 1+ TOUP C ECRI 1 EGR OEP
week coverage.

e Performance and oversight: All index portfolios are subject to daily portfolio review. In

diligence process during new account setup.
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MANAGING RISK

All iShares ETFs embed risk control at every
stage of the investment process. We pursue
the risk control objective by aiming to
minimise all investment (and operational) risks
that are not associated with producing reliable
returns. Our research, portfolio management
and portfolio engineering teams have
extensive background in the development and
use of risk models, their construction,
behaviour, limitations, and appropriate uses.

BlackRock uses a proprietary investment
platform called Aladdin which integrates and
instantly connects all functions needed to
manage money. From portfolio management
and trading to compliance, operations and
risk oversight, Aladdin brings together people,
processes and systems to support a seamless
investment process.

Risk: While proprietary technology platforms
may help manage risk, risk cannot be
eliminated.

""ICEEIOU 10UGECUIOO U OOE EOOOO0 ECUCEGUE
that is used throughout the entire organisation.
It has comprehensive risk, exposure and
attribution reporting capabilities. Portfolios
and benchmarks are modeled from the bottom-
up and a suite of quality-controlled analyses is
created to allow portfolio managers to better
understand portfolio risk and performance, and
make more informed investment decisions.

*446&333dpp
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SPOTLIGHT: SCALING BUSINESS
PRACTICES AT ISHARES

our ETFs to expand the world of investments. As a
result, we continue to drive initiatives to help scale
our platforms and processes for both increased

"6 _ COE (COTED OUEED UBIDOEU! CU YEN GU G
EOOOIIOEQU 10 EgIUIOT IOEPECUEE OCINE( ElSEIEQERI

3EEEOU YOON U0 TOEPECUE EISEIEQCER YIUTIO UTE &5
ecosystem includes the introduction of a
crowdsource creation process. This process aims
to connect bond and ETF markets by enabling
primary market creation into EUR Investment
Grade (IG) ETFs using bond inventory from the
Tradeweb €20bn daily bond sweep - a mechanism
where bond buyers and sellers meet daily to
exchange inventory. This algo-driven process
creates systematic connection between ETF
portfolios and Tradeweb Sweep inventory. This
saves time in ETF creation whilst allowing for cash
creation for APs as a standard process,
democratising access to the primary market.

41OEE TOEEOUIO0 10 OEUOEES 15 11IE YE TGUE UEED
~2.7bn EUR in creations using this mechanism, an
18% increase in AP (Authorised Participants)
participation for live funds and a 7% increase in
bank market share for those funds too.

This initiative by iShares has provided cost savings
U0 " 1Ui EOTCOEEE UEUIEOEQU ET1SEIECER COE
redeem, all of which are poised to further
strengthen the ETF ecosystem.

Our dedicated ETF Capital Markets team looks to protect and grow trading in iShares funds by

proactively monitoring and improving the ETF ecosystem, which encompasses investors, broker

dealers, market makers, trading venues and technology providers.

pldddETF DUE DILIGENCE
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SECTION 02

STRUCTURE

Understanding the ETF product structure

Exchange traded funds (ETFs) can be built using a variety of structures. It is important
to understand these differences as part of the ETF selection process as the product
UUGUEUOEE ECO TOOGEU EOUUI OEAI00OCOEE COE giUN Oa0SIEU

Key questions to ask about ETF structure:

What does it mean for an ETF to have a physical
structure?

What are the different strategies that physical ETFs
might follow to gain exposure to the underlying
markets?

What is a synthetic approach to ETF construction?

What is currency hedging?

How is the structure of actively managed ETFs
different from that of index ETFs?

o ~ W N

4536$563&dddpll



FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY

DIVING DEEPER
INTO ETFs

Exchange traded funds (ETFs) are publicly
offered investment funds that trade on an
exchange. Like mutual funds, ETFs provide access
00 G EIUEQUISEE 6OgU100I0 O IOUEUIOEOIUI &5*U ECO
provide access to both index-based and actively
managed strategies. Index-based strategies seek
to track the performance of an underlying index.
Actively managed strategies may seek to
outperform an index (seeking alpha), deliver a
particular outcome (such as regular income or
managing volatility) or provide access to hard-to-
index exposures.

LLLLLLLLOLLY

There are different ways of structuring an index
ETF to achieve the investment objective of the
fund. The two most common structures for index
ETFs are:

AL AL AL AL LU LR

AAAAAANANAN

e Physical replication: Gain exposure to the
performance of the underlying index by holding
all (full-replication) or a portion (typically

CETIEUEE (ToOUTT OOUIOIUEE Op UIOCUISEE
replication) of the underlying assets.

e Synthetic replication: Gain exposure to the
performance of the underlying index through
swap agreements.

Active ETFs can be structured in a variety of ways
depending on the objectives of the fund. They will
usually hold physical securities and some use
derivatives and synthetic instruments to
compliment their physical holdings and help
achieve their desired outcome.

\//
-
v
t‘/’
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PHYSICAL STRUCTURE

Index ETFs

Physical replication refers to gaining exposure to
the performance of an underlying index by holding
the underlying assets. This can be achieved
through holding all the underlying constituents in
their relative weights (full-replication) or by holding
a portion of the index constituents (typically
CETIEUEE (ToOUTT OOUIOIUEE Op UIBCUISEE
replication).

In a full-replication strategy the exposure to each
security in the index is in-line with the weight it
has in the underlying index. By holding every stock
in the index at its market capitalisation weight,
trading is only required following index changes

or corporate actions. As a result, this approach
helps to minimise tracking error.

A partially replicating fund holds only some of
the index constituents. This approach is typically
used for strategies where full replication is

less effective due to illiquid securities, higher
transaction costs, unavailable markets, and other
legal and regulatory constraints. For example, the
cost of acquiring certain stocks or small positions
ECO OUUYEITT UTE EEOESU| *0 UTOUIE EE OOUEE UTGU
there may be a higher tracking error and tracking
difference versus the index when compared to

a fully replicated fund, given the fund does not
exactly replicate the exposure of the entire index.

In the instance of partially-replicating funds, an
optimisation process is typically used for equity
ETFs. This process is based on a risk model,

with the goal of creating a portfolio that has risk
characteristics similar to that of the benchmark.
#R EUCOUCUIOT ¢ UEEUMIURIU BiUN ETCOCEUEGIUUTEU
(e.g. volatility, size, industry membership, country

p1dddETF DUE DILIGENCE

of domicile, and other attributes) the optimisation
process allows trade-off between the risk of any
potential mis-weights, relative to the cost of
acquiring that position.

40gCUISEE UCOOUIOT 10 ¢ UEETOIUE UROIECHR UUEE
100 SPEE TOEOOE &5"U GOE 1U UUEE YTEO 1000
replication is not possible or appropriate. Within
14TCPEUI OUg UlgGUISEE UCOMIOT COOIOCET
subdivides the benchmark index according to
key risk characteristics to create individual cells,
such as by country, maturity, credit rating,

sector liquidity, issuer. The exact level and type
01 UlgCUISECUIGO EEOEOEU OO0 UTE UOEEMRIOT CUUEU
class. This approach turns the complex task of
matching multi-dimensional risk into more
manageable risk buckets. Figure 10 displays how
an index is 'sliced and diced' into three-
EIOEQUIOOC EEWUI YIUT ECET EEN EESOEE ER EOEEIU
quality, maturity and sector.

Active ETFs

Active ETFs can also utilise both physical and
UROUTEUIE UUPUEUUGEU 1 UTTU TU pEOGUEE U0 UTE TUOEU
investment strategy, regulatory considerations and
operational goals. A physical structure in an active
ETF means that the ETF holds the actual securities
(stocks or bonds) in its portfolio, selected by the

portfolio manager based on their active strategy..

4536$563&dddp!

MKTGMO0425E/S-4415420-15/89



FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY

Figure 9: Physical ETF structure
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SPOTLIGHT: STRATIFIED
SAMPLING IN FIXED INCOME
INDEX ETFS

Segmentation of the index: 5TE IOEEP 1U EIUIEEE 1000 Il EITTEGEOU UE TOEOUU Og tUUCUCTl
maturity, credit quality and sector.

Representative selection: From each segment, a representative sample of bonds is
selected. These selected bonds are chosen because they closely mimic the overall
characteristics and performance of the entire segment.

"1TU0E ps 4UCUTSEE UCOONOT EPCOOIE
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SYNTHETIC STRUCTURE

A synthetic structure refers to the use of derivatives  basket to the counterparty. The fund will either pay
and swaps as an investment strategy to provide the or receive a net swap fee.
returns of a basket of stocks and bonds, instead of

physically holding them. All ETFs receive cash as part of the creation
process (described in Section 4: Liquidity and
HOW dO IndeX ETFS Trading). This cas_h is use_d to purchase and hold
) _ a basket of securities which may or may not be
replicated synthetically related to the index the ETF is tracking.

work? Active ETFs

Synthetic index ETFs gain exposure to the

benchmark by entering into a swap agreement Synthetic active ETFs use derivatives, such as
where the swap counterparty (usually a bank or swaps or futures contracts, to replicate or enhance
broker dealer) provides the return of an index. In EPOOUOZE 10 UOEEISE CUUEIU O UUICUE TTEU

exchange, the fund will purchase a basket of
securities and provide the return on the equity

Figure 11: Visual representation of synthetic replication in an index ETF
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There are some additional questions investors can ask as part of selecting a synthetic ETF.

Examples of questions to ask as part of the due diligence process, include:

e How does a fund determine the parameters around the portfolio of securities? Investors in
synthetic ETFs are owners of the 'substitute basket' that is part of the fund structure. Therefore, it
is important to understand the securities that are held within this substitute basket as part of the
due diligence process.

e How many counterparties provide swaps to the fund?

pd;dddETF DUE DILIGENCE
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CURRENCY HEDGING

An investor is exposed to currency risk when buying bonds and securities in a currency that is different
from their local or home currency. This leads to currency risk; if the foreign currency was devalued
compared to the home currency, an investor would have a lower return than if the security was
EEOOOIOCUEE 10 UTEI TOOE EUIEOERI $UIEOER gIUN ECO EOOIOGUE UTE giUN OeOSIE 01 O IOUEUIOEDUI
having considerable impact on returns.

" 6, IOUEUIOD EORU &63 pp! EEOOOIOCIEE EOOE 100 (#1 pbs ((#1b&63 EPETCOTE gCUE 10 plp 14l
5TE EOOEU OFIEE TOEU U0 ps Zi IOUEUIOEQU 10 00Y YOIUT &63 p i1l )OYEUEM OUES UTE UCOE (IOE
OEgIOE UTE EPETCOTE 0CUE YECNEOU 10 (#1b&63 pllisi 8TEO UTE IOUEUIOE UENU UTEI EOOE! UTER OOR
PEEEIUE (#1 Ldllpi OCNIOT ¢ 000U EEECUUE O1 UTE EUgoEOER EpOOUUPE(

In unhedged exposures, currency movements can have a positive or negative impact. Currency
hedging aims to mitigate the impact (positive OR negative) of currency movements on the underlying
investment return, giving exposure to an asset without exposure to the foreign currency of that
asset, thus aiming to receive the “local return”.

The costs involved in currency hedging

Currency hedging aims to mitigate — but cannot Asset price movements impact the “hedge ratio”
fully eliminate - the impact of currency movements and FX rate moves impact the “investment ratio”.
on the underlying investment return. Currency
hedging is imperfect due to several uncontrollable
factors which lead to a difference between local
asset (unhedged) returns and currency hedged

returns. These factors include:

e Transaction costs: FX transaction costs detract
from total return because they are an additional
expense.

A client buying an FX-hedged share class of a
fund may expect 100% exposure to all asset
value changes and 0% exposure to currency
moves, however, in practice unhedged returns do
not equal hedged returns due to these

e Carry: The difference in interest rates between
base currency and hedged currency. This is
commonly referred to as the “cost of hedging”

e Hedging imperfections: Occur because both uncontrollable factors.
asset values and FX rates move continuously.

Unhedged returns = asset return in Hedged returns = asset return in local
local currency + currency return currency + carry + hedging imperfections +
transaction costs

4536$563&dddpl]
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