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The ABCs of ETFs

Exchange-traded funds are one of the hottest investment vehicles of the 21 century,
yet they are so new they remain cloistered in financial obscurity.
Here’s what you need to know to getin on the action.




“Alot of people are un-
aware of what ETFs are,”
says Gus Sauter, chief in-
vestment officer of the
Vanguard Group. If you
are one of them, you are
forgiven.

While ETFs, or ex-
change-traded funds, are
probably the hottest in-
vestment vehicle of the
21st century, they’'re so
new that they remain
cloistered in financial ob-
scurity. The first ETF was
launched in 1993, and by
the end of 1999 there were
still only 30 such funds,
with assets totaling $34
billion, according to the In-
vestment Company Insti-
tute. By March 2006, how-
ever, the number of ETFs
had exploded to 212, with
$321 billion in assets.

In a world awash in cap-

ital, that’s a relatively small
pile of money—smaller
than the market capitaliza-
tion of General Electric and
dwarfed by the $7 trillion
invested in stock, bond,
and hybrid mutual funds.
But the rate of ETF growth
is dazzling—and with good
reason.

ETFs offer major advan-
tages over mutual funds.
They’re highly liquid, easy
to trade, tax-efficient, and
inexpensive. Plus, they en-
able you to add broad di-
versification—by region,
sector, capitalization, style,
or asset class—to your
portfolio. In fact, every in-
vestor should own ETFs.

The typical exchange-
traded fund is a portfolio
of a few dozen stocks or
bonds, based, not on the
choices of a human man-

The ETF is the
most liquid

asset in the
world with a
greater trading
volume than
GE, a stock
with six times

its market cap.

ager but on an index that
is designed to represent a
sector (such as the Russell
Midcap or the Dow Jones
Pharmaceuticals) or a mar-
ket (such as Austria or
Latin America). You buy
and sell shares of ETFs on
major stock markets as if
they were shares of indi-
vidual companies.

Wall Street’s Darling
On average during 2005, a
new ETF was launched
every week. Lately, some
of the hottest ETFs involve
commodities. Street-
TRACKS Gold Trust (sym-
bol: GLD) is “the fastest-
growing ETF in history,”
says Dodd Kittsley, direc-
tor of research for State
Street Global Advisors
(SSgA), which manages
the fund in a partnership
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Welcome to the market’s middle,

where established companies and growth
potential are woven together as one.

It just may be the sweet spot you’ve been looking for. Invest in it with MidCap Spiders.

You've built a portfolio with a solid blue chip foundation. Now you're considering more diversification
and a different balance of upside potential and risk.

MidCap Spiders add the entire S&P MidCap 400®
to any portfolio. This exchange traded fund (ETF)
represents all 400 middle market stocks of the S&P
MidCap 400°® in every share. These companies have
matured to achieve a sizeable $1-4 billion in market
cap,and meet rigorous selection criteria. While mid-cap
securities are subject to greater risk than large-caps,
mid-cap companies are less volatile than companies
in the often uncertain start-up phase.

MidCap Spiders can help you build a “beyond the
blue chips” investment strategy without having to
pick individual stocks since every share gives you all
the middle market companies of the S&P MidCap
400. Low fees make the MidCap SPDRs cost efficient,
too. Of course, when you buy or sell MidCap Spiders,
the usual brokerage commission applies.

Want to learn more? Visit www.MidCapSPDR.com and
see if MidCap Spiders could be a sweet addition toany
portfolio. Ticker symbol Amex:MDY
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Over the last five years MidCap Spiders delivered a cumulative
return of nearly 80%. Not bad for a middleweight.

And since inception, average annual total returns have
been approximately 15%.

Average annual
total return of MDY
asof 3/31/06

One Five Ten Since
Year Years ~ Years  Inception

Based on

NAV 21.25% 12.43% 14.08% 1516%

Based on

9 9 9, 9
Market Price 21.68% 12.46% 1410% 1511%

Total returns are calculated quarterly using the daily 4:00 p.m. net asset
value (NAV). Distributions, if any, are assumed to be reinvested back
into the fund on the pay date at the NAV on that date. Performance
data quoted represents past performance and is no guarantee of future
results. Current performance may be lower or higher than quoted. The
investment return and principal value of an investment will fluctuate so
that an investor's shares, when sold or redeemed, are subject to market
volatility. They may be worth more or less than their original cost. MDY
shares are bought and sold at market price (not NAV) and are not
individually redeemed from the fund. Brokerage commissions will reduce
returns. To obtain most recent month-end performance, please call
1-800-843-2639 or wisit www.MidCapSPDR.com.
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An investor should consider investment objectives, risks, charges and expenses of the investment
company carefully before investing. To obtain a prospectus, which contains this and other
AMERICAN  information, go to www.MidCapSPDR.com or call 1-800-843-2639. Please read the prospectus

STOCK EXCH. \A\GI{

carefully before investing. Past performance is no guarantee of future results. S&P MidCap

400® and MidCap SPDR® are trademarks of The McGraw-Hill Companies, Inc., licensed for use by State
Street Global Markets, LLC. MidCap SPDRs are not sponsored, endorsed, sold or promoted by Standard &
Poor’s and S&P makes no representation regarding the advisability of investing in MidCap SPDRs.

©2006 State Street Corporation

ALPS Distributors, Inc., a registered broker-dealer, is distributor for the MidCap SPDR Trust, a unit investment trust.
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with the World Gold Coun-
cil. From a standing start
in November 2004, Gold
Trust, whose price is
linked to that of an ounce
of gold, now has more
than $7 billion in assets.
The champion ETF,

however, remains the first.

Fondly known as Spiders,
from the acronym for
Standard & Poor’s Deposi-
tary Receipts. This ETF,
also under the SSgA ban-
ner, mimics the S&P 500,
roughly the 500 largest
American stocks. Spiders
(SPY) allow investors ex-
posure to about four-fifths
of U.S. market capitaliza-
tion by purchasing a sin-
gle stock for about $125 a
share (roughly one-tenth
the amount of the index).
Other popular ETFs mirror
the Dow Jones Industrial
Average (Diamonds, or
DIA) and the Nasdaq 100
(QQQAQ).

A total of $53 billion
was invested in Spiders at
the end of April, twice as
much as Diamonds and
QQQQ combined. But
even more impressive is
the average of $9 billion
worth of Spiders shares
that trade hands every
day. The ETF is the most
liquid security in the
world, with a greater trad-
ing volume than GE, a
stock with six times its
market cap.

Broad Market Appeal

As Sauter has written,
“The most distinguishing
characteristic offered by
ETF shares is their liquid-
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Billion Dollar Boom
Investors voracious appetite for ETFs cannot be satiated.
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ity.” When markets are
open, you can trade ETFs
any time you want, within
seconds, through a broker.
With mutual funds, by con-
trast, your order to buy or
redeem shares is a transac-
tion with a fund company,
not another investor, and it
doesn’t take effect until the
end of the day. In addition,
many fund houses actively
deter jumping in and out
too often.

Since ETFs are man-
aged passively (by com-
puters rather than hu-
mans), they exact low fees.
The expense ratio for Van-
guard Small-Cap VIPERS,
an ETF that tracks the Mor-
gan Stanley Capital Inter-
national U.S. Small Cap
1750 Index, is a mere 0.1%,
or 10 basis points, while T.
Rowe Price Small-Cap
Stock, a relatively low-cost
managed fund, charges 92
basis points. Even Van-
guard’s own Small Cap In-
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dex mutual fund carries
expenses of 23 basis
points. “People like the
idea of how cheap they
are,” says Wayne Nelson,
a senior vice president of
Merrill Lynch in Washing-
ton, D.C. Nelson says that
some of his clients are re-
deeming other invest-
ments and substituting
less expensive ETFs.

As with mutual funds,
Vanguard features ETFs (a
total of two dozen at last
count) with rock-bottom
expense ratios: just 7 basis
points for Total Stock Mar-
ket VIPERS (VTI), which
provides all U.S. equities
in a single entity, or just 18
basis points for European
VIPERS (VGK), which
tracks the Morgan Stanley
International Capital Eu-
rope Index.

ETFs also offer an easy
way to purchase a diversi-
fied portfolio of stocks
within more narrowly de-

fined industry and geo-
graphical sectors. There
are ETFs composed of
companies in such indus-
tries as insurance, nan-
otech, business to busi-
ness Internet, and medical
devices. “We try to antici-
pate investor demand,”
says Kittsley of SSgA,
“and demand is at a more
granular level.” SSgA in
recent months has
brought out biotech,
homebuilder, and semi-
conductor ETFs. (An unfor-
tunate roadblock to re-
sponding to investors,
however, is the Securities
and Exchange Commis-
sion, which takes about
two years to approve a
new ETF, compared with
about two months to ap-
prove a new mutual fund.)
Most ETFs limit capital
gains liabilities through
low turnover and, in some
cases, by engaging tax-free
institutional investors to
purchase shares with a low
basis. And remember that
as of this May, the reduc-
tion in the maximum rate
on dividend income, to
15%, was extended
through the end of 2010.
Kittsley, whose firm man-
ages 35 ETFs, believes that
“high-dividend-paying
stocks currently represent a
significant opportunity for
capital appreciation,” and
as a result he highlights an
SSgA fund that was
launched last November.
Called the SPDR Divi-
dend ETF (symbol: SDY),
it's based on the S&P High
Yield Dividend Aristocrats



Index, which in turn has
two screens. First, find all
the stocks in the S&P
1500, a broad market in-
dex, that have increased
their dividend each year
of the past 25. Next, take
the 50 stocks in this group
that have the highest divi-
dend yield.

SDY collects dividends
from the 50 stocks and
pays its shareholders
every quarter (current
yield is 3.4%). Volatility
levels are well below the
market as a whole, and
credit quality is higher.
Only five stocks were re-
moved and replaced out of
the 50 last year, so
turnover is extremely low
compared with a managed
mutual fund. And the ex-
pense ratio is just 30 basis
points. By comparison, a
managed mutual fund in
the same category, Fidelity
Dividend Growth, charges
66 basis points. What
about performance? The
jury is still out, but as of
May 23, the Fidelity fund
has returned 0.9% while
the ETF has returned 3.1%.

A Diversification Play

An ETF like SDY is a good
long-term investment—a
way to fill out a portfolio
that might be heavy on
more volatile, non-divi-
dend-paying small-caps.
International ETFs, which
have become especially
popular in recent years, as
Sauter notes, are well
suited to this balancing
function. Instead of buying
individual stocks or more

Special Advertising Feature

Perhaps the
most attractive
feature of ETFs
is that they
give individu-
als the ability
to invest in any
sector that’s
hard to access.

expensive managed mu-
tual funds, you can get ex-
posure in Asia through an
ETF like Vanguard Pacific
VIPERs (symbol: VPL),
with an expense ratio of
just 18 basis points. At last
report (Dec. 31, 2005), the
ETF's portfolio included
more than 500 stocks, with
Toyota Motor, at 4% of as-
sets, the largest holding.
“At the same time,”
Sauter says, “ETFs have
appeal to short-term
traders and speculators.”
Unlike mutual funds, ETFs
offer options and short-
selling. In April, short in-
terest in ETFs totaled a
hefty $51 billion. If, for in-
stance, you think health
care stocks are headed for
a fall, you can call your
broker and short any of a
dozen ETFs in the sector.
Institutional investors
such as pension funds use
ETFs to execute sophisti-
cated strategies, like go-
ing long and short at the
same time. Often, says
Kittsley, “it's easier to
come up with short ideas”

using sectors rather than
individual stocks. He adds
that institutions can park
inflows of cash in Spiders
or other broad ETFs,
rather than in money-mar-
ket funds or Treasury bills,
while they wait for advice
or inspiration on specific
equity plays.

But perhaps the most
attractive feature of ETFs
is that they give individu-
als the ability to invest in
“any area that’s hard to ac-
cess,” says James Par-
sons, a managing director
of Barclays Global In-
vestors Services, which
has issued more ETFs than
any other firm. For exam-
ple, it's often difficult to
get accurate and fair pric-
ing for bonds during the
trading day, but the price
of a bond ETF like iShares

Investor Guide

Betterlnvesting (www.bet-
terinvesting.org) is a non-
profit educational associa-
tion for individuals and
investment clubs. It provides
unbiased, objective educa-
tion, tools, support, and a
proven methodology that
has empowered members
since 1951 to make better in-
vestment decisions.

Want a qualified, ethical ad-
visor for financial planning,
wealth management or insur-
ance? Look for The American
College’s respected CLU®,
ChFC®, CASL™ and MSFS
credentials and find an advi-
sor near you (www.theameri-
cancollege.edu).

Lehman 1-3 Year Treasury
(symbol: SHY) is transpar-
ent at any second because
it's set by buyers and sell-
ers on the American Stock
Exchange.

ETFs give investors the
opportunity to buy, not
just commodities like gold,
silver and oil, but also cur-
rencies—through the Ry-
dex Euro Currency Trust
(FXE)—and microcap
stocks, which are often dif-
ficult and expensive to
purchase. And as Nelson
points out, “For people
trying to home in on one
area”—like Malaysia, U.S.
utilities, or global en-
ergy—"ETFs are terrific, a
real rifle shot.”

What's the downside of
ETFs? They aren’t man-
aged by human profes-
sionals, who, at least in
theory, can apply intelli-
gence and flexibility that
an index based on market
capitalization lacks. But
judging from the record
of many fund managers,
you have to conclude that
a far more important role
for financial professionals
than picking stocks is to
advise investors how to
allocate their assets—and
that’s where ETFs come
in. Big time.

—James K. Glassman

James K. Glassman is a
resident fellow at the
American Enterprise
Institute.

To advertise or buy
reprints call PJ Boatwright
at (212) 522-0032.
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VANGUARD LARGE-CAP VIPERS

ETFs from Vanguard | 24 select Vanguard®VIPERs® from highly targeted sectors
to international markets to broad domestic indices. Built on 30 years of indexing
expertise. Designed for better market tracking. Significantly lower costs than
other ETFs” Expertise, lower costs, and confidence. Just what you'd expect from
Vanguard. Call your financial advisor, or connect with Vanguard™ at 877-817-7329
or vanguardvipers.com.

Vanguard®

To buy or sell VIPERs, contact your financial advisor. Usual commissions apply. Not redeemable. Market price may
be more or less than NAV. For more information about Vanguard VIPERs, call or visit vanguardvipers.com to obtain
AMERICAN a product description and prospectus. Investment objectives, risks, charges, expenses, and other information are

contained in these documents; read and consider them carefully before investing. All VIPERs are subject to risk, including

possible loss of principal. *Source: Lipper Inc. Vanguard, VIPERs, Connect with Vanguard, and the ship logo are trademarks of The Vanguard Group, Inc. All other marks are
the exclusive property of their respective owners. ©2006 The Vanguard Group, Inc. All rights reserved. U.S. Pat. No. 6,879,964 B2. Vanguard Marketing Corporation, Distributor.



