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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.

What is 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 
ÚÎË ÊÏÜËØÙÏŜÉÇÚÏÕÔ ÕÌ ÇÔ ÏÔÜËÙÚÓËÔÚ ÌÛÔÊ ÝÏÚÎ ÚÎË ÚØÇÊÇÈÏÒÏÚß ÕÌ Ç ÙÎÇØËŮ

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 
ÕÌ ÚØÇÊÏÚÏÕÔÇÒ ÇÉÚÏÜË ÓÛÚÛÇÒ ÌÛÔÊÙů ÝÏÚÎ ÚÎË ÇÉÉËÙÙů ÉÕÙÚƖËÌŜÉÏËÔÉß ÇÔÊ 
transparency of an ETF.
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 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.

8ÎËÔ ÉÎÕÕÙÏÔÍ ÇÔ ÇÉÚÏÜË &5'ů ÏÚưÙ ÏÓÖÕØÚÇÔÚ ÚÕ ÇÙÙËÙÙ ÈÕÚÎ ÚÎË ×ÛÇÒÏŜÉÇÚÏÕÔÙ ÕÌ ÚÎË ÏÙÙÛËØ 
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.

SECTION 01

INTRODUCING iSHARES

BlackRock is a global investment manager and we are committed to helping more and 
ÓÕØË ÉÒÏËÔÚÙ ÖÒÇÔ ÌÕØ ÚÎËÏØ ŜÔÇÔÉÏÇÒ ÌÛÚÛØËŮ #ÒÇÉÑ3ÕÉÑ ÕÌÌËØÙ Ç ØÇÔÍË ÕÌ ÙÕÒÛÚÏÕÔÙ ÌÕØ 
ÏÔÙÚÏÚÛÚÏÕÔÙů ŜÔÇÔÉÏÇÒ ÖØÕÌËÙÙÏÕÔÇÒÙ ÇÔÊ ÇÙÙËÚ ÓÇÔÇÍËØÙ ÍÒÕÈÇÒÒßŮ 

The iShares platform provides investors access to exchange traded funds that offer 
ÊÏÜËØÙÏŜËÊ ÇÔÊ ÒÕÝƖÉÕÙÚ ÝÇßÙ ÚÕ ÏÔÜËÙÚŮ 5ÎË ÓÇÐÕØÏÚß ÕÌ #ÒÇÉÑ3ÕÉÑźÙ &.&"ƖÊÕÓÏÉÏÒËÊ 
iShares ETFs are domiciled in either Ireland, Germany or Switzerland, and are managed 
Èß #ÒÇÉÑ3ÕÉÑưÙ 1ÕØÚÌÕÒÏÕ .ÇÔÇÍËÓËÔÚ (ØÕÛÖ Ƣ1.(ƣ ÚËÇÓŮ
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Key questions to ask:

Does the ETF provider offer the breadth of 
products needed? 1
What is their experience and track record within 
the ETF industry, and do they have robust 
portfolio management and research teams? 2
Does the provider have risk management 
processes in place?3
%ÕËÙ ÚÎË ŜØÓ ÎÇÜË ØËÙÕÛØÉËÙ ÚÕ ÙÛÉÉËÙÙÌÛÒÒß 
manage through periods of regulatory change?4
Can they scale as I grow my assets?5
Does the provider have global trading coverage?6
Is the issuer's trading function separate from the 
portfolio management function?7
Does the provider offer trading support and 
education?8

	 *ss6erƋƋƋǃ
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4ÕÛØÉËŰ #ÒÇÉÑ3ÕÉÑ ÇÙ ÇÚ ǅ +ÇÔÛÇØß ǀƾǀǃŮ "ÒÒ ÇÓÕÛÔÚÙ ÍÏÜËÔ ÏÔ U4%Ů 

Figure 1: iShares ETF universe by domicile

US
445 funds; 
$3.12tr 

Latin 
America
9 funds; $8.23bn 
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Europe
448 funds; 
$851.4bn 

APAC
109 funds; 
$72.2bn 
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5ÎË &.&" Ï4ÎÇØËÙ ÖÒÇÚÌÕØÓ ÕÌÌËØÙ ÖØÕÊÛÉÚÙ ÇÉØÕÙÙ Ç ÜÇØÏËÚß ÕÌ ÇÙÙËÚ ÉÒÇÙÙËÙ ƢË×ÛÏÚßů ŜÞËÊ ÏÔÉÕÓËů 
commodities and alternative assets) and across a variety of regions as well.

Developed 
marketGlobal Emerging 

market

Risk: 5ÎË ØËÚÛØÔ ÕÌ ßÕÛØ ÏÔÜËÙÚÓËÔÚ ÓÇß ÏÔÉØËÇÙË ÕØ ÊËÉØËÇÙË ÇÙ Ç ØËÙÛÒÚ ÕÌ ÉÛØØËÔÉß ŝÛÉÚÛÇÚÏÕÔÙŮ

4ÕÛØÉËŰ #ÒÇÉÑ3ÕÉÑ ÇÙ ÇÚ ǅ +ÇÔÛÇØß ǀƾǀǃŮ 'ÕØ ÏÒÒÛÙÚØÇÚÏÜË ÖÛØÖÕÙËÙ ÕÔÒßŮ 4ÛÈÐËÉÚ ÚÕ ÉÎÇÔÍËŮ

Figure 2: iShares ETF universe by asset class
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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 
ÚÕ ËÏÚÎËØ ÕÛÚÖËØÌÕØÓ ÚÎË ÓÇØÑËÚů ÊËÒÏÜËØ Ç ÙÖËÉÏŜÉ ÕÛÚÉÕÓË ÕØ ÖØÕÜÏÊË ÇÉÉËÙÙ ÚÕ ÎÇØÊƖÚÕƖ
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:
	• For Index ETFs, composition changes at rebalance: Within equities, our portfolio 
engineers combine capital markets knowledge with the insights from our Global Index 
3ËÙËÇØÉÎ (ØÕÛÖ ÚÕ ËÜÇÒÛÇÚË ÚÎÕÛÙÇÔÊÙ ÕÌ ÏÔÊËÞ ËÜËÔÚÙ ËÇÉÎ ßËÇØŮ 8ÏÚÎÏÔ ŜÞËÊ ÏÔÉÕÓËů 
our portfolio managers specialise by asset class and use this knowledge to take a 
pragmatic approach towards index composition changes at rebalance. 

	• Portfolio construction: For Index ETFs equities, engineers make decisions around 
portfolio structure (for example, optimisation vs. full-replication), cash equitisation, 
ÚØÇÊÏÔÍ ÇØÕÛÔÊ ÉÎÇÔÍËÙ ÚÕ ÚÎË ÛÔÊËØÒßÏÔÍ ÏÔÊËÞ ÉÕÓÖÕÙÏÚÏÕÔ ÇÔÊ ÏÔ ŜÞËÊ ÏÔÉÕÓËů 
ÖÕØÚÌÕÒÏÕ ÓÇÔÇÍËØÙ ØËÖÒÏÉÇÚË ÚÎË ÏÔÊËÞ ÚÎØÕÛÍÎ ÙÚØÇÚÏŜËÊ ÙÇÓÖÒÏÔÍů Ç ÖØÕÉËÙÙ ÕÌ 
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 
ÕÌ ÚÎË ÌÛÔÊŮ "ÒÒ ÖÕØÚÌÕÒÏÕÙ ÇØË ÉÕÔÙÚØÛÉÚËÊ ÛÙÏÔÍ #ÒÇÉÑ3ÕÉÑźÙ ÖØÕÖØÏËÚÇØß ÚÕÕÒÙ ÚÎÇÚ 
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: #ÒÇÉÑ3ÕÉÑźÙ ÍÒÕÈÇÒ ÌÕÕÚÖØÏÔÚ ËÔÇÈÒËÙ ÙÖËÉÏÇÒÏÙÇÚÏÕÔ ÏÔ ÒÕÉÇÒ ÓÇØÑËÚÙŮ 
5ÎË ÚËÇÓ ÒËÜËØÇÍËÙ ÚØÇÊËØÙź ÒÕÉÇÒ ÓÇØÑËÚ ËÞÖËØÚÏÙË ÇÔÊ ÈËÔËŜÚÙ ÌØÕÓ ØËÇÒƖÚÏÓË 
ËÞËÉÛÚÏÕÔ ÏÔ ØËÙÖËÉÚÏÜË ÚÏÓË àÕÔËÙŮ 0ÛØ ÚØÇÊÏÔÍ ÚËÇÓ ÖØÕÜÏÊË ǀǂ ÎÕÛØ Ç ÊÇßů ǃ ÊÇß ÖËØ 
week coverage. 

	• Performance and oversight: All index portfolios are subject to daily portfolio review. In 
ÇÊÊÏÚÏÕÔ ÚÕ ÖÕØÚÌÕÒÏÕƖÙÖËÉÏŜÉ ÕÜËØÙÏÍÎÚů ÇÒÒ ÖÕØÚÌÕÒÏÕÙ ÇÔÊ ÇÉÉÕÛÔÚÙ ÍÕ ÚÎØÕÛÍÎ Ç ÊÛË 
diligence process during new account setup.

FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY
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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.

"ÒÇÊÊÏÔźÙ ÌÕÛÔÊÇÚÏÕÔ ÏÙ ÕÔË ÉÕÓÓÕÔ ÊÇÚÇÈÇÙË 
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. 

FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY
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.

SPOTLIGHT: SCALING BUSINESS 
PRACTICES AT iSHARES 

"Ú Ï4ÎÇØËÙ ÝËźØË ÉÕÔÙÚÇÔÚÒß ÏÔÔÕÜÇÚÏÔÍ ÚÕ ËÔÇÈÒË 
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 
"U. ÇÔÊ ÒÇØÍËØ ÕØÊËØ ÜÕÒÛÓËÙů ÇÙ ÝËÒÒ ÇÙ Ç 
ÉÕÓÓÏÚÓËÔÚ ÚÕ ÊØÏÜÏÔÍ ÏÔÉØËÇÙËÊ ÓÇØÑËÚ ËÌŜÉÏËÔÉßŮ

3ËÉËÔÚ ÝÕØÑ ÚÕ ÏÔÉØËÇÙË ËÌŜÉÏËÔÉß ÝÏÚÎÏÔ ÚÎË &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.

4ÏÔÉË ÏÔÉËÖÚÏÕÔ ÏÔ 0ÉÚÕÈËØ ǀƾǀǁů ÝË ÎÇÜË ÙËËÔ 
~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 
ÚÕ "1Ùů ËÔÎÇÔÉËÊ ÙËÚÚÒËÓËÔÚ ËÌŜÉÏËÔÉß ÇÔÊ 
ÒËÜËÒÒËÊ ÚÎË ÖÒÇßÏÔÍ ŜËÒÊ ÇÓÕÔÍÙÚ "1Ù ÌÕØ ÉØËÇÚËƅ 
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.

FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY
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Key questions to ask about ETF structure:

What does it mean for an ETF to have a physical 
structure?1
What are the different strategies that physical ETFs 
might follow to gain exposure to the underlying 
markets?2
What is a synthetic approach to ETF construction? 3
What is currency hedging?4

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 
ÙÚØÛÉÚÛØË ÉÇÔ ÏÓÖÇÉÚ ÉÕÙÚů ÖËØÌÕØÓÇÔÉË ÇÔÊ ØÏÙÑ ÖØÕŜÒËÙŮ

SECTION 02

FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY

How is the structure of actively managed ETFs 
different from that of index ETFs?5
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DIVING DEEPER 
INTO ETFs 

Exchange traded funds (ETFs) are publicly  
offered investment funds that trade on an 
exchange. Like mutual funds, ETFs provide access 
ÚÕ Ç ÊÏÜËØÙÏŜËÊ ÖÕØÚÌÕÒÏÕ ÕÌ ÏÔÜËÙÚÓËÔÚÙŮ &5'Ù ÉÇÔ 
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.

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:

	• Physical replication: Gain exposure to the 
performance of the underlying index by holding 
all (full-replication) or a portion (typically 
ÇÉÎÏËÜËÊ ÚÎØÕÛÍÎ ÕÖÚÏÓÏÙËÊ ÕØ ÙÚØÇÚÏŜËÊ 
replication) of the underlying assets.

	• 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.

ƿǂƋƋƋETF DUE DILIGENCE
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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 
ÇÉÎÏËÜËÊ ÚÎØÕÛÍÎ ÕÖÚÏÓÏÙËÊ ÕØ ÙÚØÇÚÏŜËÊ 
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 
ÉÇÔ ÕÛÚÝËÏÍÎ ÚÎË ÈËÔËŜÚŮ *Ú ÙÎÕÛÒÊ ÈË ÔÕÚËÊ ÚÎÇÚ 
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.  
#ß ËÜÇÒÛÇÚÏÔÍ Ç ÙËÉÛØÏÚßźÙ ØÏÙÑ ÉÎÇØÇÉÚËØÏÙÚÏÉÙ  
(e.g. volatility, size, industry membership, country 

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. 

4ÚØÇÚÏŜËÊ ÙÇÓÖÒÏÔÍ ÏÙ Ç ÚËÉÎÔÏ×ÛË ÚßÖÏÉÇÒÒß ÛÙËÊ  
ÌÕØ ŜÞËÊ ÏÔÉÕÓË &5'Ù ÇÔÊ ÏÙ ÛÙËÊ ÝÎËÔ ÌÛÒÒ 
replication is not possible or appropriate. Within 
Ï4ÎÇØËÙů ÕÛØ ÙÚØÇÚÏŜËÊ ÙÇÓÖÒÏÔÍ ÇÖÖØÕÇÉÎ 
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  
ÕÌ ÙÚØÇÚÏŜÉÇÚÏÕÔ ÊËÖËÔÊÙ ÕÔ ÚÎË ÛÔÊËØÒßÏÔÍ ÇÙÙËÚ 
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-
ÊÏÓËÔÙÏÕÔÇÒ ÉËÒÒÙů ÝÏÚÎ ËÇÉÎ ÉËÒÒ ÊËŜÔËÊ Èß ÉØËÊÏÚ 
quality, maturity and sector. 

Active ETFs

Active ETFs can also utilise both physical and 
ÙßÔÚÎËÚÏÉ ÙÚØÛÉÚÛØËÙ Ɩ ÚÎÏÙ ÏÙ ØËÒÇÚËÊ ÚÕ ÚÎË ÌÛÔÊźÙ 
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..
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Figure 9: Physical ETF structure

FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY

ƿǄƋƋƋETF DUE DILIGENCE	 4tr6ct6reƋƋƋƿǄ

MKTGM0425E/S-4415420-16/89



FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY
FOR PROFESSIONAL/QUALIFIED CLIENTS AND QUALIFIED INVESTORS ONLY

Sector

Maturity

Credit quality 

Bond
• BBB rated

• Banking

• <3 years maturity

'ÏÍÛØË ƿƾŰ 4ÚØÇÚÏŜËÊ ÙÇÓÖÒÏÔÍ ËÞÇÓÖÒË

4ÕÛØÉËŰ #ÒÇÉÑ3ÕÉÑ ÇÙ ÇÚ ǅ +ÇÔÛÇØß ǀƾǀǃŮ 'ÕØ ÏÒÒÛÙÚØÇÚÏÜË ÖÛØÖÕÙËÙ ÕÔÒßŮ

Segmentation of the index: 5ÎË ÏÔÊËÞ ÏÙ ÊÏÜÏÊËÊ ÏÔÚÕ ǁ ÊÏÌÌËØËÔÚ ÙËÍÓËÔÚÙ ÕØ ƱÙÚØÇÚÇƱŰ 
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.

SPOTLIGHT: STRATIFIED 
SAMPLING IN FIXED INCOME 
INDEX ETFS
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SYNTHETIC STRUCTURE 

A synthetic structure refers to the use of derivatives 
and swaps as an investment strategy to provide the 
returns of a basket of stocks and bonds, instead of 
physically holding them.

How do index ETFs 
replicated synthetically 
work?
Synthetic index ETFs gain exposure to the 
benchmark by entering into a swap agreement 
where the swap counterparty (usually a bank or 
broker dealer) provides the return of an index. In 
exchange, the fund will purchase a basket of 
securities and provide the return on the equity 

basket to the counterparty. The fund will either pay 
or receive a net swap fee.

All ETFs receive cash as part of the creation 
process (described in Section 4: Liquidity and 
Trading). This cash is used to purchase and hold  
a basket of securities which may or may not be 
related to the index the ETF is tracking.

Active ETFs

Synthetic active ETFs use derivatives, such as 
swaps or futures contracts, to replicate or enhance 
ËÞÖÕÙÛØË ÚÕ ÙÖËÉÏŜÉ ÇÙÙËÚÙ ÕØ ÙÚØÇÚËÍÏËÙŮ

Figure 11: Visual representation of synthetic replication in an index ETF

4ÕÛØÉËŰ #ÒÇÉÑ3ÕÉÑ ÇÙ ÇÚ ǅ +ÇÔÛÇØß ǀƾǀǃŮ 'ÕØ ÏÒÒÛÙÚØÇÚÏÜË ÖÛØÖÕÙËÙ ÕÔÒßŮ

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: 

	• 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. 

	• How many counterparties provide swaps to the fund? 

Cash from 
investor 

Pays or receives 
net swap fee

Fund receives index return

Fund gives equity basket return

Fund 

Market

Swap 
counterparty 

Portfolio of 
securities

Equity
basket 

Cash
Equity
basket 

Cash
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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 
ÊËÔÕÓÏÔÇÚËÊ ÏÔ ÚÎËÏØ ÎÕÓË ÉÛØØËÔÉßŮ $ÛØØËÔÉß ØÏÙÑ ÉÇÔ ÊÕÓÏÔÇÚË ÚÎË ØÏÙÑ ÖØÕŜÒË ÕÌ ÇÔ ÏÔÜËÙÚÓËÔÚů 
having considerable impact on returns.

" U, ÏÔÜËÙÚÕØ ÈÛßÙ &U3 ƿƿǃ ÊËÔÕÓÏÔÇÚËÊ ÈÕÔÊ ÌÕØ (#1 ƿƾƾ Ƣ(#1ƅ&U3 ËÞÉÎÇÔÍË ØÇÚË ÏÙ ƿŮƿǃƣŮ  
5ÎË ÈÕÔÊźÙ ÖØÏÉË ÍÕËÙ ÛÖ ƿƾȤů ÏÔÜËÙÚÓËÔÚ ÏÙ ÔÕÝ ÝÕØÚÎ &U3 ƿǀǄŮǃŮ )ÕÝËÜËØů ÕÜËØ ÚÎË ÙÇÓË ÚÏÓË  
ÖËØÏÕÊ ÚÎË ËÞÉÎÇÔÍË ØÇÚË ÝËÇÑËÔÙ ÚÕ (#1ƅ&U3 ƿŮǁƾŮ 8ÎËÔ ÚÎË ÏÔÜËÙÚÕØ ÙËÒÒÙ ÚÎËÏØ ÈÕÔÊů ÚÎËß ÕÔÒß  
ØËÉËÏÜË (#1 ǇǅŮǁƿů ÓÇÑÏÔÍ Ç ÒÕÙÙ ÈËÉÇÛÙË ÕÌ ÚÎË ÉÛØØËÔÉß ËÞÖÕÙÛØËŮ

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 
fully eliminate - the impact of currency movements 
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: 

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

	• Hedging imperfections: Occur because both 
asset values and FX rates move continuously. 

Asset price movements impact the “hedge ratio” 
and FX rate moves impact the “investment ratio”.

	• 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 
uncontrollable factors.

Example 

Unhedged returns = asset return in  
local currency + currency return

Hedged returns = asset return in local  
currency + carry + hedging imperfections +  
transaction costs
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iShares' approach to currency hedging

iShares ETF share classes are managed in a 
common pool. All assets within  this common 
pool are managed on an unhedged basis versus 
an unhedged benchmark or underlying 
universe. Separately, FX hedges are 
implemented to offer FX hedged share classes, 
ÝÎÏÒË ÚÎËß ÙÚÏÒÒ ÈËÔËŜÚ ÌØÕÓ ÚÎË ÙÉÇÒË 
advantages in the common pool. 

A dynamic hedging (with thresholds) 
methodology is used to hedge FX risk in 
currency hedged share classes. This approach 
monitors daily the hedge and investment 
ratios, which can be adjusted as and when 
required. Rather than automatically making 
daily adjustments (and incurring daily 
transaction costs), the currency hedge is  

ÕÔÒß ÇÊÐÛÙÚËÊ ÝÎËÔ ÏÚ ÈØËÇÉÎËÙ Ç ÖØËƖÊËŜÔËÊ 
threshold. The thresholds are determined  
Èß ÚÎË 3ÏÙÑ Ş 1ÕØÚÌÕÒÏÕ .ÇÔÇÍËÓËÔÚ ÚËÇÓů 
considering factors such as historical asset and 
currency volatility and asset liquidity, among 
others, and aim to optimise the trade-off 
ÈËÚÝËËÔ ÉÕÙÚ ËÌŜÉÏËÔÉß ÇÔÊ ÖØËÉÏÙÏÕÔŮ 

For index ETFs, this hedging methodology 
differs from standard currency hedged indices, 
where typically FX hedging assumes a static 
monthly hedge. This hedge resets each month 
end and hedges each underlying currency into 
the target currency. In this methodology, there 
is no intra-month monitoring or adjustment  
of the hedge.
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