
ETFs Under the Hood

ETFs Under the Hood
The Primary & Secondary Markets



ETFs Under the Hood

www.texascapital.com - 1 -www.texascapital.com 8/2024

ETFs  |  A Quick Recap
Think of an exchange traded fund (ETF) as a wrapper or a box. It’s simply the packaging that holds a group of 
securities based on its investment objective. One ETF may track a specific index, like the Nasdaq-100®, another may 
be actively managed and purchase stocks of only biotech companies or only healthcare companies, while another may 
focus on bonds from various municipalities. Regardless of the investment objective, the important thing to remember 
is that each ETF is made up of different individual pieces. As we’ll discuss later, the ability to assemble, break down, 
and reassemble those individual pieces, called the creation and redemption processes, is what drives both the liquidity 
and the potential tax benefits of ETFs.

ETFs offer investors important advantages compared to mutual funds. First, an investor who’s looking to buy or sell 
a particular ETF doesn’t have to wait until the end of the trading day to complete a transaction. ETFs can be bought 
and sold whenever the market is open. In addition, ETFs also sport higher levels of daily transparency than mutual 
funds, as most ETFs publish their underlying holdings daily.

ETFs Under the Hood  |   The Primary & Secondary Market Players
After a buyer (retail or institutional) places an order for an ETF, there are multiple ways traders can source the shares 
for that end-investor’s account. ETF traders can operate in two markets: on the secondary market, which involves 
buying and selling shares that currently exist on an exchange, or on the primary market, where ETF share creation 
and redemption orders take place. The creation order process results in new shares of the ETF being made from an 
ETF’s individual holdings and added to the previously existing ETF shares outstanding on the exchange. Conversely, 
the redemption order process breaks down existing ETF shares into their individual components and removes them 
from the pool of ETF shares trading on the exchange. Here’s a rundown of the ETF transaction lifecycle for a buy 
order and the key players involved in the ETF primary and secondary markets:
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•	 Investors: From individuals to institutions, investors are the end-buyers or end-sellers of ETFs.
•	 ETF Issuers: Issuers are the companies that sponsor ETFs, list them on an exchange (such as Nasdaq), and 

manage the fund. When a new ETF comes to market, it’s funded with seed capital — typically from a bank, a 
major investor, or the ETF issuer itself. The seed capital is used to buy the securities that will form the initial 
shares of the ETF listed on the exchange.

•	 Exchange: Exchanges, like Nasdaq, are regulated platforms where companies/issuers can list their shares, and 
traders meet to buy and sell. Exchanges host the secondary market.

•	 Authorized Participants: Authorized Participants (APs) are allowed to place creation and redemption orders 
directly with ETF issuers. This allows APs to give issuers underlying holdings to receive created ETFs shares, 
or to redeem existing ETF shares with issuers to receive the underlying holdings. APs are typically banks, but 
can be any self-clearing broker-dealer either acting as an agent, processing creations and redemptions on 
behalf of investors or market makers, or acting as a principal, creating and redeeming when it’s profitable for 
managing their own exposure. Market Makers can also be APs acting in a principal capacity.

•	 Market Makers: ETF Market Makers (MMs) are trading firms that specialize in facilitating the buying and 
selling of ETF shares on the exchange, offering ongoing daily access to ETF shares for investors. Market 
Makers buy when investors want to sell and sell when investors wish to buy — and profit on the difference in 
price between those transactions. They may also have APs submit creation and redemption orders on their 
behalf.

How is this Different than Mutual Funds?
ETFs and mutual funds similarly can create and redeem shares directly with the issuer, but ETFs unlock an additional 
type of ability to trade shares by being listed on the exchange. The amount of ETF shares being bought or sold on the 
exchange is an ETF’s secondary market trading volume, or average daily volume (ADV). A security’s average exchange 
volume is a good barometer for the amount that can be bought and sold on the exchange without significantly moving 
the price of the security. The primary and secondary markets comprise ETFs’ layers of liquidity (availability to buy 
and sell): the first liquidity layer emerging from preexisting ETF shares’ trading volume, and the second layer arising 
from the ability to create or redeem ETF shares. While every mutual fund transaction results in the purchase or sale 
of the underlying holdings of the fund, only creations and redemptions result in a change to shares outstanding, and 
therefore assets under management (AUM) for an ETF. Due to many ETF transactions taking place in the secondary 
market, ETFs buy or sell their underlying holdings less frequently than a mutual fund, impacting the underlying 
securities less often.
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A Primary Market Creation Example
As we now know, when an investor purchases ETF shares, the delivered shares can be sourced from preexisting 
ETF volume via the secondary market or new shares of the ETF created from underlying holdings via the primary 
market. From a buyer’s perspective, this is akin to a customer at a farmer’s market stand looking to purchase corn 
bushels. The salesperson working the stand can source the corn bushels from the existing supply for sale at the 
stand, representing the secondary market, or new bushels that could be made from the farm’s cornfield, representing 
the primary market. If the cornfield is plentiful, or the holdings making up the ETF shares have high trading 
volumes, it is very easy to create these new bushels of corn, or new ETF shares.

What happens when there is a large order, but low volume?
If an investor wants to purchase a much larger amount of an ETF than it trades on an average day, the Market 
Maker can simply use an AP to create these ETF shares in the primary market on their behalf. This is similar 
to a customer wanting to buy more bushels of corn than currently exist at the farmer’s market stand, and the 
stand salesperson asking the farm worker to get as many bushels as the customer needs. Hence, the farm stand’s 
existing bushels of corn, or the ETF’s ADV, is only a small portion of the total amount available for purchase. 
An ETF’s total liquidity is comprised of the ETF’s ADV plus the trading volume of the ETF’s least-traded 
underlying holding.
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What about ETFs with high volume?
ETFs with greater volume, indicating more buyers and sellers willing to transact, usually have narrower spreads 
than those with lower volume. The difference between the Bid and Ask is the cost to buy and sell the ETF and 
is known as the Spread. The Bid is the highest price at which another market participant is willing to buy shares, 
while the Ask is the lowest price a prospective seller is willing to transact. A narrow spread means that enough 
buyers and sellers are in close alignment on the value of the ETF and can transact efficiently. Another key 
determinant of ETF spreads is the liquidity of the underlying securities themselves: ETFs which own highly 
liquid stocks or bonds will tend to have narrower spreads than ETFs that own less liquid securities. 

Two-Part Tradability Benefits
APs play a vital role in maintaining ETF pricing efficiency.

If the ETF’s price is higher than the fair value of its underlying holdings (its Net Asset Value), the Authorized 
Participant will buy the underlying holdings of the ETF, pass these holdings to the issuer to create ETF shares (in 
the primary market), and sell the ETF shares trading at a premium on the exchange (i.e. the secondary market), 
profiting on the difference. This process brings the ETF’s price down and back in line with the value of its holdings. 
Contrastingly, if the ETF’s price is lower than the fair value of its underlying holdings, the AP would buy the cheap 
ETF shares on the secondary market and redeem the shares in the primary market, profiting on the sale of the 
underlying holdings. This would eventually bring the ETF’s price up, eliminating much or all of its discount to Net 
Asset Value.

It is important to note that the AP and ETF issuer aren’t selling shares back and forth — they’re passing them in and 
out of the fund “in-kind” through the creation and redemption processes. The difference may seem trivial, but this 
ability to create and redeem ETF shares in-kind is what makes Exchange Traded Funds much more efficient from a 
tax perspective than mutual funds.

When a stock (or bond) is purchased, that purchase price is captured for tax purposes as “cost basis.” Any increase or 
decrease in value is measured against that basis in terms of taxable gains or losses. If I purchased a share of Kraft 
Heinz stock (Nasdaq: KHC) for $32 per share, that becomes my cost basis. If I sold it for $40 per share, the $8 gain 
is (potentially) taxable. Each transaction involving a realized gain or loss is known as a taxable event.
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For mutual funds, every time a shareholder adds new money to 
the fund, the underlying securities must be purchased. 
Likewise, when a shareholder redeems his or her shares, the 
underlying securities are sold to generate the cash needed to 
pay out the proceeds to the shareholder. Taxable events thus 
accumulate throughout the year. At year-end, the fund’s 
investors may receive a taxable distribution or “Capital Gains 
Distribution,” representing the gains generated by the fund’s 
transactions passed along to the investor.

ETFs, on the other hand, through the creation and redemption 
process, allow the Issuer and the AP to minimize taxable 
events by exchanging ETF shares and underlying securities 
“in-kind” when possible, making capital gains distributions 
less likely. In this way, an ETF investor’s capital gains are not 
influenced by other investors entering and exiting the fund.

Always consult a tax professional for specific advice or 
recommendations.

Conclusion
It’s important for investors to understand how the primary and secondary markets power many of the unique benefits 
of ETFs. The ETF ecosystem is vast, with multiple participants tasked with providing access, liquidity, and fair 
pricing. Add tax efficiency into the mix, and it’s easy to see why ETFs have become the vehicle of choice for so many 
investors. 

Investors should carefully consider the investment objectives, risks and charges of the fund before investing. The 
prospectus contains this information and other information about the fund, and it should be read carefully before 
investing. Investors can obtain a copy of the prospectus by calling 844.TCB.ETFS (844.822.3837).
Investment returns and principal value will fluctuate and are subject to market volatility, such that an investor’s shares, when redeemed or sold, may be worth more or less 
than their original cost. Unlike mutual funds, shares of ETFs are not individually redeemable directly with the ETF. Shares of ETFs are bought and sold at market price, 
which may be higher or lower than the Net Asset Value (NAV).

Texas Capital Bank Wealth Management Services, Inc. d/b/a Texas Capital Bank Private Wealth Advisors (“PWA”), a wholly owned subsidiary of Texas Capital Bank 
serves as investment adviser to Texas Capital Funds Trust (a Delaware statutory trust formed in 2023 and registered as an open-end management investment company 
under the Investment Company Act of 1940) for its funds (the “Funds”) and is paid a fee for its services. Shares of the Funds are not deposits or obligations of, or guaranteed 
or endorsed by, Texas Capital Bank or its affiliates. The Funds are not insured by the FDIC or any other government agency. The Funds are distributed by Northern Lights 
Distributors, LLC, member FINRA/SIPC, which is not affiliated with Texas Capital Bank Private Wealth Advisors. 

Neither PWA nor any of its advisers, officers, directors, or affiliates represents that the information presented in this presentation is accurate, current or complete, and such 
information is subject to change without notice.

Not a Deposit. Not FDIC Insured. Not Guaranteed by the Bank. May Lose Value. Not Insured by any Federal Government Agency. 

The fund is distributed by Northern Lights Distributors, LLC, member FINRA/SIPC.

Arbitrage

The process of buying in one 
market and selling in another to 
profit from price discrepancies. 
Arbitrage by Market Makers and 
Authorized Participants helps to 
keep the price of an ETF close to 
its Net Asset Value (NAV).
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