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In everyday life, the total cost of ownership informs many of our major 
purchase decisions, although we may not think of it that way. For example, 
when shopping for a car, it’s common knowledge that there is much more  
to the total cost of ownership than the sticker price alone—buyers must  
take into account less obvious costs such as the reliability of the car, its  
fuel economy, how much it will cost to insure and repair, and more.  

There are also opportunity costs associated with buying a car, because 
spending money on one car means giving up all the other cars that a buyer 
may have looked at. In this light, it’s easy to see how crucial it is that a buyer 
determine whether the car they choose will meet their needs based on 
their lifestyle and preferences. To learn more, they may even look under the 
hood to get a better handle on how the car really works and if they’ll get the 
performance they desire from their purchase—how does the engine work? 
How does the car drive in inclement weather? Will it be able to handle rough 
back-country roads, or is it more of a city car? Moreover, can you count on 
this car to deliver the performance you’re expecting over the long haul? 

Similarly, it is important to take a closer look when it comes to evaluating 
ETFs, gaining a deeper understanding of the explicit, implicit, and 
opportunity costs associated with owning a given fund. Although it may be  
the most visible and obvious cost, the expense ratio of an ETF is just the tip 
of the iceberg. By taking the total cost of ownership into account and looking 
“under the hood,” investors will be better-positioned to make informed 
investment decisions regarding the ETF that suits their individual needs.  
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EXPENSE RATIO 
Expense ratio is actually a broad term that encompasses the 
range of expenses associated with managing and administering 
an ETF, including the management fee, custody, and acquired 
fund fees and expenses (AFFE). In many ways, the expense 
ratio of an ETF is roughly analogous to the gas mileage of a 
car. It is the most prominent and obvious ongoing expense, can 
easily be compared from one fund to the next, and as such is a 
frequent topic of discussion in the media. For many investors, 
this is the single most important cost that they consider when 
evaluating different ETFs. However, just as with gas mileage for 
automobiles, the expense ratio only tells a small part of the story. 
In reality, an ultra-low expense ratio doesn’t necessarily mean 
the ETF will meet an investor’s specific needs or deliver the best 
performance.

Management Fee 
This is the fee paid to compensate fund managers for their 
services. Often, more complex strategies will require greater 
resources and support staff, or more specialized expertise, 
which can translate into higher management fees. Yet these 
more complex strategies often play important roles in investor 
portfolios, so investors shouldn’t necessarily steer clear of them 
solely because of their higher fees. 

Custody Costs 
The fund custodian is the entity, usually a large bank, that holds 
all of the underlying securities in an ETF. The fund sponsor pays 
a fee to the custodian for this service and passes the expense 
on to investors as a component of the expense ratio. Generally 
speaking, the larger the number of holdings in an ETF, the higher 
the custody fee. Other considerations, such as whether the 
securities are foreign or domestic, can also affect the custody 
cost; foreign equities tend to be more expensive to custody than 
domestic equities, and a fund utilizing American Depository 
Receipts (ADRs) rather than ordinary foreign shares will tend to 
have lower custody costs as well. 

Acquired Fund Fees and Expenses 
This is an additional charge associated with the pass-through 
costs of any underlying security with an expense ratio, such as 
another ETF or a business development company. 

TRADING EXPENDITURES 
There are a number of costs, both small and large, that are 
associated with trading ETFs. In all likelihood, commission 
fees are the costs most familiar to investors, but there are also 
additional costs, such as spreads, that should be considered.  

Commission 
A commission is a fee paid to a brokerage or service provider 
to execute a trade on an investor’s behalf. The amount can 
vary depending on individual circumstances, but, thanks to 
competition, it ordinarily falls within a narrow range. Some 
brokerages offer free or commission-free trades, which may 
come with certain restrictions, such as the number of trades  
per month or which ETFs may be traded. Often, the commission-
free ETFs on offer are the result of an agreement between the 
ETF issuer and the broker (see Distribution Fees on p. 3), which 
could result in higher implicit costs. 

Spread 
The “Exchange-Traded” part of ETF means that, much like 
stocks, ETFs are bought and sold throughout the day on an 
exchange. There are actually two components to an ETF’s price 
at any given time: the bid, or the amount a buyer is willing to 
pay, and the ask, or the amount a seller is willing to accept. The 
difference between the bid and the ask is known as the spread. 
As spreads widen, trading costs can increase for both buyers  
and sellers, who must pay a higher ask to acquire shares, or 
accept a lower bid to sell. 

ETF spreads can be affected by the liquidity of the underlying 
securities that make up the ETF. For example, an ETF composed 
of very widely traded domestic mega-cap stocks may tend to 
have tighter spreads than an ETF composed of thinly traded or 
difficult-to-source stocks or bonds. Spreads can also widen if 
the underlying securities of an ETF are traded in a local market 
overseas during hours when the ETF’s market is closed. 

ETF spreads can also be affected by a number of other variables. 
For starters, an ETF’s trading liquidity on the secondary market,1 
represented by its average daily volume, will tend to influence 
the size of the spread: the more buyers and sellers of the ETF on 
the secondary market, the tighter the spread tends to be. This is 
only part of the story, however. There is usually a deeper pool of 
liquidity available on the primary market,2 which can be tapped 
to create new shares of an ETF at or near its Net Asset Value3 
when there is a sufficiently large order.

EXPLICIT COSTS
Simply put, explicit costs are the costs of ETF ownership that you can easily see. They’re 
positioned front-and-center on most fund materials and prospectuses and see wide mention  
in the financial press. Explicit costs include fund expense ratios (of which management fees 
make up a significant portion), as well as transaction costs, such as commissions and spreads. 
While explicit costs are undoubtedly important, as we will see, they are not the only factor that 
should be considered when evaluating the total costs of ETF ownership.  
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IMPLICIT COSTS
As the name suggests, implicit costs can be somewhat hidden in nature.  
They require more thorough research and can be more difficult to measure  
than the explicit costs examined on the previous page. 

Investors pay the capital gains tax when they realize profits on an 
investment, usually by selling it. Thanks to their unique structure, 
ETFs are known as relatively tax-efficient vehicles, however this 
tax efficiency can vary substantially from fund to fund. When an 
authorized participant4 (AP) exchanges shares of an ETF with an 
issuer on the primary market, the ETF issuer provides shares of 
the ETF’s underlying holdings in kind rather than paying in cash. 
By exchanging the lowest cost basis shares possible with the AP, 
the ETF issuer can reduce the fund’s tax burden.

This in-kind redemption mechanism isn’t available to all ETFs, 
however. Some types of securities only transact in cash, which 
may raise the capital gains tax burden for investors. An ETF’s 
number of holdings can also affect capital gains taxes. Generally 
speaking, the larger the number of securities, the better chance 
the fund has of mitigating capital gains, although this larger 
number of securities could potentially raise the expense ratio 
and custody costs. 

An index rebalance can also trigger capital gains taxes for 
investors. When there is a substantial change to an ETF’s 
underlying benchmark, sometimes an ETF must sell securities 
(a taxable event) to bring its holdings in line with the index. Since 
the composition of the ETF changes through this process, the 
ETF cannot always take advantage of the in-kind mechanism 
briefly touched on above, which can result in capital gains taxes 
for the end ETF investor. 

In such cases, ETF portfolio managers can exercise consider-
able discretion regarding which positions in the ETF’s underlying 
securities to sell, and when. These decisions can impact portfolio 
turnover, tracking error,  as well as the fund’s tax efficiency. This 
is where experience and expertise come into play. By offsetting 
gains in some positions with losses in another, skillful portfolio 
managers can minimize or even eliminate potential capital gains 
taxes for end investors, even during a major index rebalance.

Turnover 
Turnover refers to the amount of assets in a portfolio that are 
bought and sold by portfolio managers. The more assets that 
are bought and sold, the higher the turnover. For example, a 
fund with a turnover of 100% buys and sells all of its holdings 
within a year. While turnover costs are typically not reflected in 
an ETF’s expense ratio, ETFs with higher turnovers tend to incur 
higher trading costs, which over time can weigh on performance. 
Through elevated trading activity, ETFs with higher portfolio 
turnovers also have the potential to trigger higher capital gains 
taxes for end investors. Turnover rates can vary widely among 
 

different ETFs and asset classes. A passive, index-based equity 
ETF will tend to experience less portfolio turnover than a fund 
that utilizes futures or bonds with regular maturity dates, which 
must be bought or sold to maintain proper exposure.

High turnover can be spotted by taking a closer look at the Net 
Asset Value (NAV) of an ETF. Since the trading costs associated 
with high turnover will tend to weigh on a fund’s NAV, an ETF 
with high turnover may not track its underlying index as closely 
as expected. High turnovers do not necessarily preclude an ETF 
from performing well—some ETFs with high-turnover strategies 
can achieve solid performance in spite of the higher trading 
costs incurred.

Tracking Error 
When it comes to index-driven ETFs, tracking error is often 
defined as the divergence between a fund’s NAV total return 
and the total return of its underlying index. Generally speaking, 
the manager of an index-driven ETF seeks to track the fund’s 
underlying index as closely as possible. Depending on the asset 
class in question, this is not always a simple, straightforward 
proposition. For example, some securities are more liquid 
than others, so an ETF that provides exposure to small-cap 
emerging-market stocks may experience a greater tracking 
error as the securities themselves are more illiquid. Similarly, 
some bond ETFs experience higher tracking errors because the 
bonds themselves are difficult to source. Some ETFs attempt 
to sidestep this issue by taking a sampling approach, holding a 
representative slice of an index. This may give rise to a higher 
tracking error but can help lower other explicit expenses such  
as custody fees and spreads.

When the goal of an ETF is to outperform a standard market 
cap-weighted benchmark, the evaluation framework changes. 
In this case, it’s not a question of how closely an ETF tracks 
an underlying standard index, but rather by how much it can 
outperform. For this type of ETF, active share is a handy way to 
assess the extent to which its performance could differ from 
its benchmark. This calculation examines the proportion of 
holdings in a portfolio that differ from those included in the index. 

Distribution Fees 
Financial intermediaries such as brokerages, financial advisors, 
and even trading platforms, can play a large role in steering 
clients towards or away from different ETFs. To gain access to 
these platforms, ETF issuers frequently must pay distribution 
fees to the platform provider, a hidden cost which is then passed 
on to investors. Although an ETF may appear to be commission 
free on a given platform, distribution fees are a common way for 
platforms to offset this expense.

Page 3 of 8833.ACI.ETFs      AmericanCenturyETFs.comFOR INSTITUTIONAL USE ONLY  •  NOT FOR PUBLIC USE

Capital Gains

4 Please see Glossary on page 7 for more information.

THE TOTAL COST OF ETF OWNERSHIP



The ETF landscape continues to grow at a rapid pace. As 
of March 2019, in the U.S. there are more than 2,000 ETFs 
to choose from in a vast array of asset classes, geographic 
regions, and strategies. In most categories, this presents 
investors with a wide variety of different ETFs to consider, 
each of which may take markedly different approaches to 
providing exposure to a given asset class or category. 

As investors weigh their options, the expense ratio is often 
viewed as the single most important characteristic of a fund. 
But as the preceding two sections on implicit and explicit costs 
demonstrate, there is much more to consider when it comes to 
choosing the right ETF, such as the ways in which an ETF goes 
about providing its exposure and the performance it can deliver 
over time. These are critical factors that can easily overshadow 
low management fees and impose unintended consequences 
on investors. Taking these and other opportunity costs into 
account can make a real difference in an investor’s ability to 
achieve their financial objectives.

Portfolio Concentrations 
Investors should take a closer look at the ETFs available to 
understand how each one seeks to achieve its investment 
objective. In taking a closer look at the ETFs in the large-cap 
value category, for example, investors would discover that 
many large-cap value ETFs are often heavily over-weighted in 
a few sectors, such as utilities and financials. If these sectors 
experience a steep decline, the ETFs holding them will suffer 
similarly in terms of performance. In contrast, ETFs that 
avoid such sector concentrations may deliver stronger, more 
consistent returns over time.

Sector overconcentration in the large-cap value category is just 
a single example. There are a number of other questions an 
investor may want to ask as they are evaluating their options in 
a specific category, such as: does the ETF in question feature 
any geographic concentrations, and do these unintended 
exposures add idiosyncratic risk to an overall portfolio? Keep 
in mind that concentrations in different markets or parts of the 
world can lead to unexpected variations in performance. 

Approaches to Portfolio Exposures
If the ETF is investing in international securities, how does it 
gain exposure to those markets? ADRs,5 GDRs,6 futures, or 
local stocks? How does it handle currency exposure? How does 
the portfolio manager balance high turnover, capital gains, and 
index tracking?

In answering some of these questions, investors can go a long 
way towards understanding the potential opportunity costs that 
can impact investment performance significantly more than an 
ETF’s expense ratio. We believe that a well-designed product is 
critical to ensuring appropriate portfolio exposures, while both 
managing risks and enhancing overall performance.  

In the following section, Figure 1 shows the wide range of 
returns an investor could receive in the large-cap value 
category, depending on which ETF was chosen. This large 
divergence in performance, even within the same category,  
is a clear demonstration of the opportunity cost investors  
may pay for not choosing the ETF that best suits their needs.

OPPORTUNITY COSTS
All of these explicit and implicit costs add up to a complex array of variables for an investor 
to take into account as they evaluate ETFs. Much as in the example of a car shopper we 
referred to in the introduction, choosing one ETF often means not choosing another, and 
this opportunity cost lies at the heart of the total cost of ownership. 
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RECONSIDERING RULES OF THE ROAD
As the universe of available ETFs has grown, various “rules of the road” have emerged that seek 
to simplify the screening process. The prevailing wisdom would seem to suggest that high 
trading volume, low fees, and low portfolio turnover are generally more desirable. However, our 
findings suggest that despite these commonly held beliefs, the statistics do not support them.
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1 Large-Cap Value Portfolios  
Are Not Created Equal

LARGE VALUE CATEGORY: AVERAGE RANGE

Expense Ratio (%) 0.35 0.04-1.61

Spread 0.05 0.01-0.49

Capital Gains (per share) 0.05 0.00-1.64

Turnover (%) 50.5 2-667

Tracking Error (%) 4.97 2.15-16.53

2018 Return (%) -7.16% 0.12-(-14.30)

Number of ETFs 80

Source: Morningstar. Data reflects performance from 1/1/2018 through 12/31/2018 for 80 ETFs 
included in the Large-Cap Value category.
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Source: Morningstar. Data as of 12/31/2018.
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No Substitute for Research 
After taking a closer look at the data illustrated in Figure 1, 
drawn from the 2018 performance of the 80 ETFs comprising 
the large-cap value category, we believe there should be a 
new rule of the road: There is no substitute for looking under 
the hood to more thoroughly assess one’s options.

Although the category average return for 2018 was -7.16%, 
it’s clear that there was substantial variation in performance 
throughout the large-cap value category, with some ETFs 
delivering as high as 0.12%, while others showed returns  
as low as -14.30%, or 1440 bps lower than the highest 
performer. 

RULE   1
ETFs with Lower Expense Ratios Perform Better 
Why did some of the ETFs perform better than others? This 
rule suggests that those with higher expense ratios were 
likely to be the poorest performers. 

Although all of the ETFs included above are from the same 
broad category, they demonstrated sizeable divergences 
in performance. Some ETFs with low expense ratios did 
well, while others did poorly. The same was true for those 
ETFs with relatively high expense ratios: several did quite 
well, while others lagged. The essential takeaway from this 
chart is that fees have not been the main determinant of 
performance.

Many investors focus solely on fees, preferring low-cost 
options. We believe it’s more informative to focus on net-of-
fees returns while taking a closer look at how a given ETF is 
delivering the exposure it aims to provide.

RULE   1: RECONSIDERED

Fund Expenses Don’t Necessarily Predict Returns
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Source: Morningstar. Data as of 12/31/2018.
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Source: Morningstar. Data as of 12/31/2018.
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RULE   2: 
Higher Average Daily Volume Means Tighter Spreads
Figure 1 illustrates that while the average bid-ask spread for 
the large-cap value category was only 5 bps (0.05%), spreads 
in the category ranged from just a single bp (0.01%) to as high 
as 49 bps (0.49%).  

Many investors believe there is a link between average daily 
volume and spreads, with lower-volume ETFs carrying wider 
spreads and higher-volume ETFs showing narrower spreads. 
Figure 3 demonstrates that these assumptions have not 
generally held true for the large-cap value category.  

In fact, the vast majority of these ETFs had spreads of 
below 15 bps. It’s also clear that average daily volume in 
this category often had only a very slight (if any) relationship 
to spreads. Although many ETFs on the chart had very low 
trading volumes, the majority still were able to deliver tight 
spreads, which helped keep costs lower for investors.

RULE   3:  
Higher Turnover Means Higher Capital Gains Exposure
Do ETFs with higher turnover always have higher capital 
gains? The chart to the left makes it clear that this has not 
been the case. The vast majority of ETFs in Figure 4 delivered 
no capital gains at all, in some cases, even if their portfolio 
turnover approached 180%! Moreover, those ETFs generating 
the highest capital gains did not have exceptionally high 
turnovers when compared to the overall large-cap value 
category.

RULE   2: RECONSIDERED

  There Has Historically Been Little Relationship between  
Spreads and Trading Volume

RULE   3: RECONSIDERED  
High Turnover Has Not Equated to High Capital Gains
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American Depository Receipts (ADRs) 
Certificate issued by a U.S. bank, denominated in U.S. dollars, 
and traded on a U.S. exchange, that represents a certain 
quantity of foreign stock.

Authorized Participant (AP) 
A broker/dealer that is contractually authorized to create and 
redeem ETF shares directly with the fund. When there is a 
shortage of ETF shares in the market, the AP creates more.  
If the demand falls short of the supply, the AP will reduce the 
number of shares in circulation. This helps keeps ETF share 
prices aligned with their underlying net asset value (NAV).

Global Depository Receipts (GDRs) 
Bank certificate representing shares in a foreign company, 
issued in more than one country, and held by the foreign  
branch of an international bank.

Primary Market 
The primary market is where ETF shares are created and 
redeemed amongst ETF issuers and authorized participants. 
This is where the underlying basket of securities that make up  
an ETF is created. Shares of ETFs are made in large batches 
called Creation Units—usually 25,000 to 600,000 ETF shares  
are created at a time through this process.

Net Asset Value 
This is the total value per ETF share of all the underlying 
securities in an ETF’s portfolio.

Secondary Market
The vast majority of investors will only deal with the secondary 
market when buying and selling ETFs. This is where shares 
of ETFs are bought and sold amongst other investors on an 
exchange.

GLOSSARY
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CONCLUSION

The total cost of ETF ownership is dependent upon numerous variables. 
By taking a closer look under the hood of ETFs, prospective investors  
can potentially save themselves substantial costs down the road. 

We believe there is more to the total cost of ETF ownership than the explicit 
cost investors are most familiar with, including the underlying securities 
themselves, the fund in question’s approach to gaining exposure to a  
given asset class, other explicit costs such as commissions, expense  
ratio or trading costs (bid-ask spreads), as well as the implicit costs 
examined above such as tracking error, and capital gains. While  
investors have followed many rules of the road that are intended to  
help simplify the ETF selection process, in practice, many of these  
rules may have been poor predictors of performance.

There is more to the total  
cost of ETF ownership than 
the explicit cost investors  
are most familiar with.



Data reflects past performance. Past performance is no guarantee of future results. Current performance may be 
higher or lower than performance shown. 
This material has been prepared for educational purposes only. It is not intended to provide, and should not be 
relied upon for, investment, accounting, legal or tax advice. 
The information in this document does not represent a recommendation to buy, sell or hold security. The trading 
techniques offered in this report do not guarantee best execution or pricing.
Investment return and principal value of security investments will fluctuate. The value at the time of redemption 
may be more or less than the original cost. Past performance is no guarantee of future results. 
Exchange Traded Funds (ETF) are bought and sold through an exchange trading at market price (not 
NAV), and are not individually redeemed from the fund. Shares may trade at a premium or discount to 
their NAV in the secondary market. Brokerage commissions will reduce returns. 
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Managing Money, Making A Difference 
American Century Investments® is a leading asset manager focused on 
delivering investment results and building long-term client relationships 
while supporting research that can improve human health and save lives. 
It’s how we and our clients together Prosper With Purpose.®

Every day people are increasingly focused on investing to make the world a 
better place for themselves, their families, their organizations and the world 
at large. It is possible to live a more meaningful and impactful life and give 
back something that’s more valuable than money.

When you invest with us, you can also invest in the future of others and have 
the potential to impact the lives of millions. That’s possible because of the 
distinct relationship with the Stowers Institute for Medical Research, which 
owns more than 40% of American Century. Our dividend payments provide 
ongoing financial support for the Institute’s work of uncovering the causes, 
treatments and prevention of life-threatening diseases, like cancer. 

Together we can become a powerful force for good.

IN OUR

American Century Investments®  
offers its expertise through a  
wide variety of investment products 
designed to meet the needs of  
individuals and institutions around  
the world. Our offerings include  
mutual funds, separate account  
strategies, private funds, collective 
investment trusts and ETFs. 


