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Amid growing demand for active management in volatile
markets, the number of actively managed exchange traded funds
(ETFs) has surpassed passive vehicles. Active ETFs have been
rapidly flourishing since the Securities and Exchange Commission
(SEC) modernized their regulation in 2019 by establishing a
clear and consistent framework. The adoption of Rule 6¢-11 was
designed to facilitate greater competition and innovation in the
ETF marketplace while creating more choice for investors. It
also quickens the process for ETFs to come to market, sparing
the time and expense of applying for individual exemptive relief.
Moreover, actively managed ETFs offer potential benefits such
as lower costs, tax efficiency and transparency, compared to
traditional mutual funds, making them attractive to a broad
range of investors.

In particular, fixed income ETFs are experiencing fast proliferation, fueled by
their democratization and ability to offer investors diversified access to the
bond market with liquidity and transparency. Fixed income ETFs may be more
tax-efficient than holding individual bonds, and the unique structure and trading
of ETFs in general may lead to fewer taxable events for investors. Since their
launch in 2002 as passive vehicles with low fees, fixed income ETFs continue

to expand to a wider audience with the benefits of active management. Even
experienced investors seeking to add ETFs to their portfolio for the first time
may be unaware of the potential benefits and how an experienced manager can
help navigate the dynamic and quickly growing marketplace.

What are the “three T's” of ETFs?

The last five years have demonstrated the most significant expansion in the
fixed income ETF market, as investors embrace three main characteristics: tax
efficiency, transparency and tradability, making them potentially attractive
investment vehicles now available to a greater range of investors.
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“The last five years have
demonstrated the most
significant expansion in
the fixed income ETF
market, as investors
embrace three main
characteristics: tax
efficiency, transparency
and tradability, making
them potentially
attractive investment
vehicles now available
to a greater range of
investors.”



DISPLAY 1
Number of Active versus Index ETFS

100%

80%

60%

40%

20%

0%

Mﬂ\”\
\
>
/
-

Sep-00 Aug-05

Jul-10 Jun-15

e Active Funds == |ndex Funds

Source: Investment Company Institute as of April 30, 2025.

TAX EFFICIENCY: ETFs may have lower
tax implications compared to other
investment vehicles, especially those
with higher turnover of assets. ETFs
tend to be more tax-efficient than
mutual funds due to their unique
structure. A mutual fund must sell its
underlying securities to free up cash
due to investor redemptions, which
may generate more capital gains. Even
if investors don't sell their own shares,
they may be taxed on the capital gains
the mutual fund generates.

Because ETFs trade over an exchange,
shares are redeemed less frequently.
ETFs may leverage an in-kind
redemption process if they require
investor redemptions, but they don't
generally sell underlying securities
while a significant group of investors
are selling, bolstering tax-efficiency.

TRADABILITY: ETFs trade on exchanges,
creating more trading flexibility than
mutual funds. Investors can buy or
sell ETFs throughout the day (just

like equities), while mutual funds can
only be bought or sold and are priced
once a day at market close. As a resuilt,

ETFs are much more liquid than mutual
funds, enabling investors to access the

potential of market fluctuations or sell
their shares at any time.

Active ETFs empower investors by giving
them more control over their portfolios,
as they can be used to diversify, provide
exposure to specific asset classes or
strategies or complement existing
investment approaches.

As with stocks,' the minimum
investment for an ETF is typically a
single or fractional share, while mutual
funds generally require a minimum
investment of between $500 and
$10,000, or higher. ETFs provide more
flexibility for investors with real-time
trading, similar to stocks, yet they may
offer low expense ratios and fewer
brokerage commissions than buying
stocks individually.

TRANSPARENCY: ETFs offer investors
detailed information on the underlying
securities within the fund, offering
more clarity than mutual funds which
may be challenging to analyze. ETFs
must disclose their holdings daily,
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while mutual fund managers must only
disclose their holdings 60 days after
the end of a quarter. This transparency
provides investors with insight into a
fund's exposure to sectors, industries,
geographies and individual stock
holdings, enabling them to make the
most favorable portfolio allocations at
any time.

Active ETFs outnumber
passive vehicles

Signaling a seismic shift in the industry,
active ETFs outnumber passive vehicles
for the first time, as around 51% of
nearly 4,300 U.S.-listed ETFs are

now actively managed, according to
Bloomberg. Active ETFs have more
than doubled from just 23% in 2020,
and asset managers continue to launch
more new active products.

The $711 trillion U.S-listed ETF market
accounts for 10% of overall industry
assets, doubling from a decade ago.
Even as investors continue to embrace
actively managed funds, Todd Sohn

of Strategas told Bloomberg that
many new entrants may not succeed.

" Diversification does not eliminate the risk of loss.

2 MORGAN STANLEY INVESTMENT MANAGEMENT | ETFS



Sohn estimates that nearly half of
the roughly 800 ETFs that focus on
income, buffers or leverage have less
than $50 million in assets.

Growth has continued since actively
managed ETFs surpassed $1 trillion in
total assets under management (AUM)
in the U.S. on March 26, according to
Bloomberg. The market could open
more broadly if the SEC allows issuers
to launch ETFs as a share class of
mutual funds.

ETFs thrive in down markets
The ETF market experienced a major
transformation in 2022, as actively
managed ETFs gained market share

and trading volume, even as the overall
stock and bond markets declined.

The 2022 bear market may have been
caused by high inflation, soaring interest
rates and fears of a global recession, as
well as Putin’s escalation of the Ukraine
invasion, snarling the supply chain.

The S&P 500 was down 18.1% in 2022,
its worst year since 2008 and the
fourth worst year since 1957, yet the
number of ETFs blossomed as new
participants clamored to enter the
burgeoning marketplace.

The success of ETFs relies on an
ecosystem of partners who trade and
operate efficiently. Capital markets

must collaborate with exchanges and
liquidity providers, as well portfolio
managers and custodians, to ensure
that products are trading within an
appropriate range to provide the best
potential returns for investors.

BOTTOM LINE: Once viewed exclusively
as passive instruments, active ETFs
continue to attract new entrants in
equities and fixed income. Investors
seeking tax efficiency, transparency
and liquidity may benefit from an
experienced active manager who
understands how to access the
greatest potential benefits of the
unique structure and trading of ETFs,
especially in the fixed income universe.
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Past performance is no guarantee of future results.

The index performance is provided for illustrative purposes only and is
not meant to depict the performance of a specific investment.

The S&P 500 Index, or Standard & Poor's 500 Index, is a market-
capitalization-weighted index of 500 leading publicly traded companies
in the US.

RISK CONSIDERATIONS

There is no assurance that a portfolio will achieve its investment objective.
Portfolios are subject to market risk, which is the possibility that the market
values of securities owned by the portfolio will decline. Market values can
change daily due to economic and other events (e.g. natural disasters, health
crises, terrorism, conflicts and social unrest) that affect markets, countries,
companies or governments. It is difficult to predict the timing, duration, and
potential adverse effects (e.g. portfolio liquidity) of events. Accordingly,

you can lose money investing. Fixed-income securities are subject to the
ability of an issuer to make timely principal and interest payments (credit
risk), changes in interest rates (interest-rate risk), the creditworthiness of
the issuer and general market liquidity (market risk). In a rising interest-rate
environment, bond prices may fall and may result in periods of volatility and
increased portfolio redemptions. In a declining interest-rate environment,
the portfolio may generate less income. Longer-term securities may be more
sensitive to interest rate changes.

The views and opinions and/or analysis expressed are those of the author

or the investment team as of the date of preparation of this material and

are subject to change at any time without notice due to market or economic
conditions and may not necessarily come to pass. Furthermore, the views will
not be updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after the
date of publication. The views expressed do not reflect the opinions of all
investment personnel at Morgan Stanley Investment Management (MSIM)
and its subsidiaries and affiliates (collectively “the Firm"), and may not be
reflected in all the strategies and products that the Firm offers.

morganstanley.com/im

This material has been prepared on the basis of publicly available
information, internally developed data and other third-party sources
believed to be reliable. However, no assurances are provided regarding
the reliability of such information and the Firm has not sought

to independently verify information taken from public and third-

party sources.

This material is a general communication, which is not impartial, and
all information provided has been prepared solely for informational
and educational purposes and does not constitute an offer or a
recommendation to buy or sell any particular security or to adopt
any specific investment strategy. The information herein has not been
based on a consideration of any individual investor circumstances and
is not investment advice, nor should it be construed in any way as tax,
accounting, legal or regulatory advice. To that end, investors should
seek independent legal and financial advice, including advice as to tax
consequences, before making any investment decision.

Morgan Stanley Investment Management does not provide tax or legal
advice. Prospective investors should consult with a tax or legal advisor
before making any investment decisions.

DISTRIBUTION

This material is only intended for and will only be distributed to persons
resident in jurisdictions where such distribution or availability would
not be contrary to local laws or regulations.

MSIM, the asset management division of Morgan Stanley (NYSE: MS), and
its affiliates have arrangements in place to market each other’s products
and services. Each MSIM affiliate is regulated as appropriate in the
jurisdiction it operates. MSIM’s affiliates are: Eaton Vance Management
(International) Limited, Eaton Vance Advisers International Ltd, Calvert
Research and Management, Eaton Vance Management, Parametric
Portfolio Associates LLC, and Atlanta Capital Management LLC.
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