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The rapid expansion of the global exchange-traded funds (ETFs) industry continues to
reshape the investment landscape. In the United States alone, nearly 500 ETFs were
launched in the first half of 2025, contributing to flows exceeding half a trillion US dollars.!
Europe has seen at least 220 new ETFs brought to market this year, also with remarkable
inflows over the first six months of approximately US$182 billion, while Asia pulled in about
USS40 billion with 383 launches.2 Notably, assets invested in European ETFs reached an
all-time high of US$2.74 trillion at the end of June 2025, surpassing the previous record
of US$2.61 trillion set in May.?

Sustained growth and market dynamics

The scale of ETF flows underscores their central role in both institutional and retail
portfolios. At the end of June, global flows for 2025 approached US$780 billion.* Within
this expansion in the United States, index-based strategies captured approximately 63%

of inflows, of which 8% went to non-market-cap-weighted approaches.® Meanwhile,
actively managed ETFs attracted around 37% of net flows, reflecting an increasing appetite
for tactical solutions alongside core exposures.®

These figures show that ETFs have moved beyond the old “active vs. passive” divide. Today,
the industry spans a spectrum of strategies—supporting both long-term allocations and
more targeted, outcome-driven approaches. While actively managed ETFs are garnering
significant attention, index-based strategies aren’t standing still and continue to dominate
portfolio construction. Over 90% of global ETF assets under management are indexed
strategies. Despite this prominence, portfolio management of indexed ETFs still frequently
gets mischaracterized as automatic or even “hands off.” Such perceptions obscure the
discipline, precision and constant skilled oversight required to manage them effectively.
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Innovation in indexed approaches

Index-based ETFs have expanded well beyond traditional market-cap-weighted
benchmarks. They are also increasingly leveraging non-traditional and more granular data
sources—such as supply chain metrics, natural language models, satellite imagery and
revenue disaggregation—to capture targeted investment themes.

Factor-based strategies—long established in academic and practical investment
discourse—have experienced renewed adoption. By incorporating single or multifactor tilts
across dimensions such as quality, value, momentum or volatility, we believe these vehicles
provide investors with refined tools for portfolio diversification. In periods of heightened
market dispersion and volatility, such approaches can offer a mechanism for adjusting
exposures with precision.

Operational discipline

A common misconception we often hear is that index tracking requires minimal oversight.
In practice, maintaining alignment with a benchmark requires rigorous processes and
continuous decision-making. Indexes undergo scheduled rebalances as well as intraperiod
adjustments to reflect changes in countries, sectors, liquidity and corporate events.
Portfolio managers need to respond to mergers, acquisitions, initial public offerings,
spinoffs and delistings with timely adjustments to maintain fidelity.

Additional layers of complexity come from dividend reinvestment, currency fluctuations
across global markets and differences in market trading hours. For ETFs with hedged share
classes, foreign-exchange exposures must be managed dynamically. Cash management—
whether in the context of rebalancing, subscriptions or redemptions—requires careful
execution to minimize market impact and tracking error.

These day-to-day decisions, while individually small, collectively have a real impact on long-
term performance. Effective index tracking is therefore not a “passive” exercise but rather
a disciplined application of portfolio management expertise.

Tracking error

Tracking error, defined as the standard deviation of excess return between that of an ETF
and its benchmark, remains a critical measure of index-based ETF performance. It can arise
from transaction costs, expense ratios, replication strategies, cash drag or implementation
limitations. Mitigating these deviations requires the integration of advanced trading
strategies, understanding of index methodologies and continuous performance monitoring.

Through these measures, portfolio managers seek to preserve the integrity of benchmark
alignment to ensure that investors receive the outcomes they expect from index-based ETFs.

Still, results can vary. Not all index ETFs track as tightly as they should. That's why we believe
investors need to look under the hood. Regardless of whether a fund is indexed or active,
it all comes down to performance.

Potential advantages for investors

The structural benefits of index-based ETFs continue to resonate with investors across
segments. These vehicles deliver diversification by offering exposure to hundreds or even
thousands of securities within a single instrument. Their cost efficiency, supported by lower
management fees, compounds over time to enhance long-term outcomes.
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Transparency and potential tax advantages are other key benefits. ETFs trade throughout
the day on exchanges, and holdings are disclosed daily, affording investors a level of
visibility not typically available in traditional mutual fund structures. Moreover, intraday
liquidity enables flexible portfolio adjustments, while the breadth of available exposures
allows for precise tilts by country, sector or theme. In markets like the United States’, ETFs
are structured in a way that can help minimize capital gains distributions, offering additional
tax efficiency for investors subject to those rules.

Finally, indexed ETFs facilitate the capture of market dispersion. While they provide broad
market access, they also enable investors to concentrate selectively in regions/countries,
industries or themes that exhibit favorable fundamentals or valuation characteristics.

Passive, not an absence of action

Index-based investing is, in fact, an exercise in discipline, systematic oversight and
operational rigor. Behind every indexed ETF is a team working to ensure alignment with
benchmarks, manage cash flows, execute trades strategically and mitigate deviations.

As innovation in strategy design expands and adoption accelerates globally, index-based
ETFs continue to be foundational to modern portfolio construction. What we hope investors
realize is that index-based ETFs are not merely “passive” instruments, but proactive tools
designed to help deliver both consistency and adaptability in an increasingly complex
investment environment.

Endnotes

Source: Morningstar Direct, as of June 30, 2025.
Source: Ibid.

Source: ETFGI Research, July 11, 2025.

Source: Morningstar Direct, as of June 30, 2025.
Source: Ibid.

Source: Ibid.
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WHAT ARE THE RISKS?
All investments involve risks, including possible loss of principal.

Equity securities are subject to price fluctuation and possible loss of principal.
Diversification does not guarantee a profit or protect against a loss.

ETFs trade like stocks, fluctuate in market value and may trade above or below the ETF’s net asset value. Brokerage commissions and ETF
expenses will reduce returns. ETF shares may be bought or sold throughout the day at their market price on the exchange on which they are
listed. However, there can be no guarantee that an active trading market for ETF shares will be developed or maintained or that their listing will
continue or remain unchanged. While the shares of ETFs are tradable on secondary markets, they may not readily trade in all market conditions
and may trade at significant discounts in periods of market stress.

IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or
solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may not be
reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at publication date and may
change without notice. The underlying assumptions and these views are subject to change based on market and other conditions and may differ
from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a complete analysis of every
material fact regarding any country, region or market. There is no assurance that any prediction, projection or forecast on the economy, stock
market, bond market or the economic trends of the markets will be realized. The value of investments and the income from them can go down as
well as up and you may not get back the full amount that you invested. Past performance is not necessarily indicative nor a guarantee of future
performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon in
that connection and, as such, is provided to you incidentally. Data from third-party sources may have been used in the preparation of this material
and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although information has been obtained from
sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information may be incomplete or
condensed and may be subject to change at any time without notice. The mention of any individual securities should neither constitute nor be
construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding such individual securities (if any)
is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for any loss arising from use of this
information and reliance upon the comments, opinions and analyses in the material is at the sole discretion of the user.

Franklin Templeton has environmental, social and governance (ESG) capabilities; however, not all strategies or products for a strategy consider
“ESG” as part of their investment process.

Products, services and information may not be available in all jurisdictions and are offered outside the US by other FT affiliates and/or their
distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact for
further information on availability of products and services in your jurisdiction.

Brazil: Issued by Franklin Templeton Investimentos (Brasil) Ltda., authorized to render investment management services by CVM per Declaratory Act n. 6.534, issued on October 1, 2001. Canada:
Issued by Franklin Templeton Investments Corp., 200 King Street West, Suite 1400 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Offshore Americas:

In the US, this publication is made available by Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free)
and Fax: (727) 299-8736. US: Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-5236, franklintempleton.com. Investments are not FDIC insured;
may lose value; and are not bank guaranteed.

Issued in Europe by: Franklin Templeton International Services S.ar.l. - Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette, L-1246 Luxembourg -

Tel: +352-46 66 67-1, Fax: +352 342080 9861. Poland: Issued by Templeton Asset Management (Poland) TFI S.A; Rondo ONZ 1; 00-124 Warsaw. Saudi Arabia: Franklin Templeton Financial Company,

Unit 209, Rubeen Plaza, Northern Ring Rd, Hittin District 13512, Riyadh, Saudi Arabia. Regulated by CMA. License no. 23265-22. Tel: +966-112542570. All investments entail risks including loss of principal
investment amount. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an authorized Financial Services Provider. Tel: +27 (21) 8317400, Fax: +2710 344 0686. Switzerland:
Issued by Franklin Templeton Switzerland Ltd, Talstrasse 41, CH-8001 Zurich. United Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai
Financial Services Authority. Dubai office: Franklin Templeton, The Gate, East Wing, Level 2, Dubai International Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100, Fax: +9714-4284140.
UK: Issued by Franklin Templeton Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London ECAN 6HL. Tel: +44 (0)20 7073 8500. Authorized and regulated
in the United Kingdom by the Financial Conduct Authority.

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), Level 47,120 Collins Street, Melbourne, Victoria 3000.
Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 62/F, Two IFC, 8 Finance Street, Central, Hong Kong. Japan: Issued by Franklin Templeton Investments Japan Limited. Korea:
Issued by Franklin Templeton Investment Advisors Korea Co., Ltd., 3rd fl, CCMM Building, 101 Yeouigongwon-ro, Yeongdeungpo-gu, Seoul, Korea 07241. Malaysia: Issued by Franklin Templeton Asset
Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has not been reviewed by Securities Commission Malaysia. Singapore: Issued by
Templeton Asset Management Ltd. Registration No. (UEN) 199205211E, 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987, Singapore.

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.
CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.
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