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Introduction

The contemporary financial landscape is defined by the dynamic and often turbulent intersection of two powerful
paradigms: Traditional Finance (TradFi) and Decentralized Finance (DeFi).! This convergence, driven by technological
innovation and evolving investor demand, is reshaping everything from cross-border payments to asset ownership.?
Within this transformative environment, two distinct asset classes have emerged as quintessential representatives of
their respective domains. The Exchange-Traded Fund (ETF) stands as a pinnacle of TradFi innovation—a sophisticated
instrument designed for aggregation, diversification, and efficient access to broad market segments.® In stark
contrast, the Non-Fungible Token (NFT) is a native construct of the DeFi and Web3 paradigm, built upon blockchain
technology to cryptographically certify the unique and individual ownership of a specific asset.?

While it is self-evident that these two instruments are different, a surface-level comparison fails to capture the
profundity of their opposition. This report advances and substantiates a more rigorous thesis: that ETFs and NFTs are
not merely dissimilar financial products but are fundamentally antithetical constructs. Their opposition is not
incidental but definitional, rooted in their core economic principles—fungibility versus non-fungibility. This
foundational dichotomy manifests across every dimension of their existence, including their underlying architecture,
creation and issuance mechanisms, valuation models and market structures, legal and regulatory frameworks, and the
ultimate utility they provide to the holder. By systematically deconstructing these opposing characteristics, this report
will demonstrate that ETFs and NFTs represent two divergent, and indeed opposite, philosophies of asset
representation and value creation in the modern economy.

Section 1: The Foundational Economic Principle: Fungibility vs. Uniqueness

The conceptual chasm separating the Exchange-Traded Fund and the Non-Fungible Token originates from a core
economic principle: fungibility. The ETF is an instrument engineered to maximize the benefits of fungibility, while the
NFT is a technology designed to enforce its absolute opposite, non-fungibility. This philosophical and economic divide
is the source from which all other differences flow.

1.1 The Economic Imperative of Fungibility in Capital Markets

Fungibility is the property of a good or asset whose individual units are perfectly interchangeable and equivalent in
value.'? A one-dollar bill is identical in value to any other one-dollar bill; a barrel of Brent crude oil of a specific grade
is equivalent to any other barrel of the same grade.!® This property is not merely academic; it is a critical enabler of
modern commerce and finance. Fungibility simplifies exchange processes, promotes deep market liquidity, and allows
for the creation of standardized, efficient, and impersonal markets where participants can transact without needing to
inspect the specific history or quality of each individual unit.'3

In capital markets, this principle is paramount. The traditional definition of a security, such as a share of common
stock, is that of a “fungible, negotiable instrument”.'> One share of Apple Inc. is identical to another, granting the
holder the exact same fractional ownership rights and claims on the company’s earnings.'® This interchangeability is
what makes large-scale, high-frequency trading on public stock exchanges possible. Without fungibility, every share
would have to be individually priced based on its unique history, collapsing the entire structure of modern equity
markets.

1.2 The ETF: An Instrument of Aggregated, Fungible Value

The ETF is a quintessential embodiment of this principle. It is a financial vehicle meticulously designed to take a
collection of underlying assets—which may be numerous and diverse—and create a new, single, and perfectly fungible
security: the ETF share.® The primary purpose of an ETF is to provide investors with a tradable interest in a
professionally managed, diversified portfolio, where the unique characteristics of the individual components are



intentionally abstracted away and subsumed into a collective whole.'®

Consequently, one share of the SPDR S&P 500 ETF Trust (SPY) is perfectly interchangeable with any other share of
SPY. It does not matter if a share was previously owned by a large institution or a retail investor; its value and its
rights are identical.'® This perfect fungibility is the very essence of its function as a liquid security traded on major
exchanges like the NYSE and Nasdagq, allowing for seamless buying and selling throughout the trading day.”

1.3 The Blockchain Paradigm of Non-Fungibility: Verifiable Scarcity

In direct opposition to fungibility stands non-fungibility, which describes unique assets that cannot be exchanged on a
one-to-one basis because each possesses distinct qualities and a unique identity.'° Classic examples include original
works of art, parcels of real estate, and specific collectibles like rare baseball cards.!? Each of these items has a value
determined by its individual attributes, history, and condition.

The NFT is the technological manifestation of this concept, engineered specifically to enforce non-fungibility in the
digital realm—a space where content is, by its nature, infinitely and perfectly replicable. An NFT is a unique digital
identifier, or token, that is recorded on a blockchain’s immutable ledger to certify the ownership and authenticity of a
specific, singular asset, which can be either digital or physical.® The cryptographic nature of the blockchain ensures
that each NFT is a one-of-a-kind data unit that cannot be counterfeited, substituted, or subdivided.?! Its entire purpose
is to create and preserve verifiable scarcity and uniqueness, solving the problem of provenance and ownership for
digital items.?¢

The philosophical opposition of purpose between these two instruments is therefore absolute. An ETF is designed to
create fungibility through the process of aggregation. It abstracts away the uniqueness of hundreds of individual
stocks to provide investors with liquid, diversified exposure to the average performance of a market or sector.?® The
identity of the individual assets within the basket is secondary to the identity of the fund itself. Conversely, an NFT is
designed to enforce non-fungibility through cryptographic verification. It preserves and highlights the uniqueness of a
single asset. An investor purchases an NFT precisely because of its unique identity, its specific creator, and its
individual provenance.'® The asset’s individuality is the primary source of its value. Thus, the two instruments are
engineered to achieve diametrically opposite goals with respect to asset identity.

This opposition extends to the concept of divisibility. An ETF share, while a discrete unit, represents a divisible
interest in an underlying pool of assets. This logic allows for concepts like fractional share ownership in brokerage
accounts. An NFT, however, is definitionally indivisible.?! The native NFT token standard, ERC-721, represents a
singular, whole entity.>? Like an original painting, it loses its essential character and value if it is divided.?' While the
later innovation of Fractionalized NFTs (F-NFTs) attempts to circumvent this limitation, it does so by creating a new
layer of fungible tokens on top of the original, a process that fundamentally alters the asset’s nature and introduces
significant legal complexities, as will be discussed in Section 6. The native indivisibility of the NFT stands in stark
contrast to the pooled, divisible nature of the ETF.

Feature Exchange-Traded Fund (ETF) Non-Fungible Token (NFT)

Core Principle Fungibility (Interchangeable)!3 Non-Fungibility (Unique)10

Unit of Value One share is identical to another share of the Each token is unique and has its own subjective
same ETFY/ value?3

Representation Represents a divisible, fractional interest in a Represents indivisible, whole ownership of a
diversified pool of assets® single, specific asset?!

Economic Goal To create liquidity and standardization through To create value and verifiable ownership
aggregation® through scarcity2°

Analogy A dollar bill, a share of common stock!3 An original painting, a property deed!?

Section 2: Architectural Opposites: The Mechanics of Creation and
Composition

The antithetical nature of ETFs and NFTs extends beyond their philosophical underpinnings to the very mechanics of
their existence. The processes by which they are created and the nature of their composition are mirror images. ETF
creation is a top-down, institutionalized process of bundling assets, governed by centralized entities. NFT creation, or
“minting,” is a bottom-up, individualistic act of singular creation on a decentralized network.



2.1 The ETF Creation/Redemption Process: A Centralized, Institutionally-Mediated System

The lifecycle of an ETF share is bifurcated into two distinct markets: the primary market and the secondary market.
While retail investors and most institutions trade ETF shares on the secondary market (i.e., public stock exchanges),
the actual supply of these shares is meticulously managed in the primary market through a unique mechanism known
as “creation and redemption”.3*

This process is the exclusive domain of a select group of large financial institutions called Authorized Participants
(APs). These are typically major broker-dealers or market makers, such as Goldman Sachs and JP Morgan, who have
entered into a contractual agreement with the ETF sponsor.’* The creation and redemption mechanism works as
follows:

¢ Creation: When demand for an ETF on the secondary market increases, its price may start to trade at a premium
to the value of its underlying assets. To capitalize on this and increase the supply of shares, an AP will intervene.
The AP purchases all the underlying securities that compose the ETF’s index—the “creation basket”—in their
precise weightings on the open market. The AP then delivers this basket of securities in-kind to the ETF issuer. In
return, the issuer provides the AP with a large, fixed block of new ETF shares, known as a “creation unit,” which
typically consists of 25,000 to 50,000 shares. The AP can then sell these newly created shares on the secondary
market, capturing the premium and pushing the ETF’s price back in line with its asset value.3*

o Redemption: The process operates in reverse when demand wanes and the ETF trades at a discount. An AP will
buy the cheaper ETF shares in creation unit size from the secondary market and deliver them to the issuer. In
exchange, the issuer “unwraps” the ETF and gives the AP the underlying basket of securities, which the AP can
then sell for a profit.3*

This entire architecture is permissioned, centralized, and institutional. It relies on a closed loop of powerful, pre-
approved intermediaries to function, reflecting the gatekept structure of traditional finance.

2.2 The NFT Minting Process: A Decentralized, Creator-Driven Act

The birth of an NFT is a fundamentally different process known as “minting.” Minting is the act of publishing a unique
token on a blockchain, thereby transforming a standard digital file (such as a JPEG, MP3, or video file) into a secure
and verifiable digital asset.*’

In stark contrast to the institutional nature of ETF creation, NFT minting is an individual-centric and permissionless
act. Anyone with a cryptocurrency wallet can connect to an NFT marketplace like OpenSea or Rarible, upload their
digital content, provide metadata such as a name and description, and create an NFT.?* The process involves
executing a transaction on the blockchain, which requires paying a network fee, known as a “gas fee,” in the
blockchain’s native cryptocurrency (e.g., Ether on the Ethereum network).*°

This action deploys a smart contract—a piece of self-executing code—on the blockchain. For NFTs, this is typically an
ERC-721 or ERC-1155 standard contract on Ethereum, which defines the token’s unique properties and immutably
records its creation, ownership history, and any rules for future transactions, such as automatic royalty payments to
the creator on secondary sales.?’” This system is built on technological trust and disintermediation, the core tenets of
decentralized finance.

2.3 Compositional Divergence: The Portfolio of Many vs. The Token of One

The architectural opposition is reflected directly in the composition of the assets themselves. An ETF is, by its very
definition, a “basket of securities” or a “pooled investment fund”.® Its identity and value are derived from the
aggregate of its numerous holdings. These can span hundreds or even thousands of individual stocks, bonds,
commodities, currencies, or other assets.” The concept of an “ETF of ETFs”—a fund that holds other ETFs—further
underscores this nature as an instrument of aggregation upon aggregation.*®

An NFT, conversely, represents a single, unique item.® It is not a basket or a pool. The token is inextricably and
singularly linked to one specific underlying asset, whether that is a piece of digital art, a specific music track, a parcel
of virtual land, a unique in-game item, or a domain name.?'

The core function of the ETF architecture is to bundle disparate assets into a standardized, uniform product. It takes
many and creates one type of tradable share. The core function of the NFT architecture is to unbundle a digital file
from its infinitely replicable environment and assign it a unique, singular, and ownable token. It takes one file and
creates one unique tradable token. The value-creation processes move in opposite directions: one combines, the other



singularizes.

Section 3: Valuation and Market Dynamics: Collective Value vs. Singular
Worth

The antithetical relationship between ETFs and NFTs is nowhere more apparent than in how their value is determined
and how their markets function. ETF valuation is an objective, arbitrage-driven process designed to tether its price to
a calculable, intrinsic value. NFT valuation is a subjective, often speculative exercise based on intangible factors, more
akin to the fine art market than a securities market. This leads to profoundly different liquidity profiles and risk
dynamics for investors.

3.1 ETF Valuation: The Arbitrage-Enforced Tether to Net Asset Value (NAV)

The valuation of an ETF is anchored to its Net Asset Value (NAV). The NAV is the per-share market value of the fund’s
underlying portfolio, calculated by taking the total value of all assets, subtracting liabilities, and dividing by the
number of shares outstanding.?® While the official NAV is calculated once per day at market close, an intraday
indicative value (IIV), also known as the intraday optimized portfolio value (IOPV), is calculated and disseminated
approximately every 15 seconds during the trading day. This provides market participants with a real-time estimate of
the ETF’s underlying worth.3°

The mechanism that ensures an ETF’s market price hews closely to its NAV is the creation/redemption process, which
facilitates a powerful form of arbitrage.’® As described previously, Authorized Participants (APs) have the unique
ability to exchange ETF shares for the underlying securities, and vice versa. This creates a compelling incentive to
correct any mispricing:

e If an ETF’s market price trades at a premium to its NAV, APs can buy the underlying securities in the creation
basket, exchange them with the ETF issuer for new, cheaper ETF shares (valued at NAV), and immediately sell
those shares on the open market at the higher premium price, capturing a risk-free profit. This selling pressure
helps drive the ETF’s market price back down toward its NAV.34

o If an ETF’s market price trades at a discount to its NAV, APs can do the opposite. They buy the undervalued ETF
shares on the open market, redeem them with the issuer for the more valuable underlying securities, and sell
those securities. This buying pressure helps push the ETF’s market price back up toward its NAV.3°

This constant, institutional-level arbitrage acts as a negative feedback loop, efficiently eliminating significant
premiums or discounts and ensuring that the ETF’s market price is a fair and transparent reflection of the collective,
calculable value of its holdings.?

3.2 NFT Valuation: A Subjective Calculus of Scarcity, Provenance, and Utility

An NFT operates in a completely different valuation paradigm. It has no underlying basket of liquid assets and
therefore no calculable NAV.*® Its value is not derived from a mathematical formula but is instead determined by a
confluence of subjective, qualitative, and often speculative factors.*® The primary drivers of an NFT’s value include:

¢ Scarcity and Rarity: The provable uniqueness of the token is foundational. In the case of large collections (e.g.,
10,000-item PFP projects like CryptoPunks or Bored Ape Yacht Club), value is heavily influenced by the rarity of
specific traits within the collection.?¢

o Provenance and Creator Reputation: The history of the NFT, including its creator and previous owners, is
critical. An NFT created by a famous artist like Beeple or from a historically significant project commands a
premium, much like a painting with a documented exhibition history.'®

o Utility and Access: The tangible or intangible benefits the NFT confers upon its holder are a major value
component. This can include access to an exclusive community or Decentralized Autonomous Organization (DAO),
tickets to real-world events, special abilities in a video game, or rights to future content.*5

¢ Community and Social Value: The strength, vibrancy, and cultural relevance of the community built around an
NFT project can create significant value. Ownership can act as a status symbol or a “flex,” granting social capital
within a particular subculture.*®

Ultimately, an NFT’s price is determined by what a buyer is willing to pay for it in a market characterized by high
speculation and sentiment-driven volatility. This has led to both astronomical sales and dramatic market collapses,



with one 2023 report claiming that over 95% of NFT collections had fallen to a monetary value of zero.!”

3.3 Liquidity Profiles: Deep, Homogeneous Pools vs. Shallow, Heterogeneous Markets

The differing valuation models give rise to opposing liquidity profiles. Major ETFs are among the most liquid securities
in the world. The SPDR S&P 500 ETF (SPY), for instance, regularly trades tens of millions of shares per day with
extremely tight bid-ask spreads.” This deep liquidity is a product of two layers: the high volume of trading on the
secondary market, and the underlying liquidity of the basket of securities itself, which APs can tap into via the
creation/redemption mechanism to meet any level of demand.®?

The NFT market, by contrast, is inherently illiquid. Because each token is unique, there is no homogeneous pool of
identical assets to trade. An NFT is a one-of-one market. Finding a buyer for a specific, unique token at a desired price
can be exceptionally difficult and time-consuming, analogous to selling a unique piece of fine art or a specific parcel of
real estate.*® An NFT may have a high appraised or theoretical value, but if no buyer can be found, that value is
unrealizable. This distinction between “paper value” and “realizable liquidity” is far more pronounced and critical in
the NFT space.

The result is two opposing market structures. The ETF market is a system designed for price stability and fairness,
where objective financial arbitrage acts to correct deviations from a known value. The NFT market is a system of
social and cultural consensus-building, where subjective belief and narrative create value, and where speculative
dynamics can create positive feedback loops of hype that lead to bubbles and subsequent crashes. For an investor, the
risk profiles are completely different. An ETF investor is primarily exposed to systemic market risk—the risk that the
entire index or sector declines. An NFT investor faces that market risk plus an extreme, idiosyncratic liquidity risk
specific to their single, unique asset.

Section 4: Regulatory and Legal Paradigms: Codified Order vs. Jurisdictional
Ambiguity

The chasm between ETFs and NFTs is perhaps widest in the realm of legal and regulatory oversight. ETFs operate
within a mature, clearly defined, and robust regulatory framework designed over decades to ensure market integrity
and protect investors. NFTs exist in a nascent and ambiguous legal environment, often described as a “wild west,”
where fundamental questions about their legal classification and the rights they confer remain dangerously
unresolved.

4.1 The Regulated Ecosystem of ETFs: Decades of Precedent and Investor Protection

In the United States, ETFs are comprehensively regulated by the Securities and Exchange Commission (SEC) through
its Division of Investment Management, which oversees the fund issuer, and its Division of Trading and Markets,
which oversees exchange listing and trading.®® This oversight is grounded in a deep body of established securities law,
including:

e The Investment Company Act of 1940: Most ETFs are registered as open-end investment companies under this
act, subjecting them to strict rules regarding governance, custody of assets, leverage, and transactions with
affiliates.3?

o The Securities Act of 1933 & Securities Exchange Act of 1934: These acts govern the offering of ETF shares
to the public and their subsequent trading on national exchanges, mandating comprehensive disclosures and anti-
fraud provisions.>®

¢ Rule 6¢-11 (The “ETF Rule”): Adopted by the SEC in 2019, this landmark rule streamlined and modernized the
regulatory framework for the vast majority of ETFs. It eliminated the need for issuers to obtain costly and time-
consuming case-by-case exemptive orders, thereby leveling the playing field and facilitating greater competition
and innovation while maintaining strong investor protections.>’

Under this regime, ETFs are subject to rigorous requirements designed to protect investors. These include the
mandatory provision of a prospectus detailing investment objectives, risks, and fees; daily disclosure of portfolio
holdings to ensure transparency; adherence to rules for the custody of fund assets with qualified custodians; and
specific limitations on the use of leverage.®® This creates an environment of high regulatory certainty for issuers,
intermediaries, and investors alike.



4.2 The Unsettled Legal Status of NFTs: Navigating the Howey Test and Intellectual Property
Rights

NFTs operate in a near-total vacuum of specific regulation. No federal laws have been written to govern NFTs
explicitly, and regulators are struggling to apply existing, often ill-fitting, legal frameworks to this novel technology.5°
This has created a landscape of profound legal uncertainty, centered on two critical and unresolved issues.

First is the existential question of whether an NFT is a security. The SEC’s primary tool for this determination is the
Howey Test, derived from a 1946 Supreme Court case. Under this test, an asset is considered an “investment
contract,” and therefore a security, if it involves (1) an investment of money, (2) in a common enterprise, (3) with a
reasonable expectation of profits, (4) to be derived from the entrepreneurial or managerial efforts of others.’° While a
simple NFT representing a piece of digital art may be viewed as a mere collectible, other use cases are highly
problematic. NFTs sold with promises of future returns, those that grant rights to a revenue stream, or fractionalized
NFTs (F-NFTs) are increasingly viewed by the SEC as potential unregistered securities.* The SEC has adopted a
“regulation-by-enforcement” approach, initiating probes and bringing actions against specific NFT issuers and
marketplaces rather than issuing clear guidance, which only deepens the uncertainty for the entire industry.5?

Second is the profound ambiguity surrounding Intellectual Property (IP) rights. A common and dangerous
misconception is that buying an NFT grants the owner the copyright to the underlying asset. In nearly all cases, this is
false. By default, the purchase of an NFT conveys ownership of the token itself—the unique entry on the blockchain—
and typically a limited, often vaguely defined, license to display the associated media for personal, non-commercial
use.?? The original creator retains the copyright and can legally mint additional NFTs of the same work or license it to
others. Furthermore, the underlying digital file can still be freely copied and shared by anyone on the internet, an act
NFT proponents deride as the “right-clicker mentality”.?® This creates a novel and legally fraught disconnect between
the on-chain proof of ownership of a token and the off-chain legal rights associated with the asset it represents—a
complexity entirely absent in the straightforward ownership structure of an ETF.

Beyond these core issues, NFTs also raise unresolved questions related to Anti-Money Laundering (AML) and Know
Your Customer (KYC) obligations, sanctions compliance, and basic consumer protection, with very little clear guidance
from any regulatory body.%*

The regulatory posture towards these two assets is thus diametrically opposed. For ETFs, regulation is a matter of
managing a well-understood product to ensure fair and orderly markets. For NFTs, the primary regulatory challenge
is definitional and jurisdictional—determining what the asset even is in the eyes of the law and which agency has the
authority to oversee it. This difference in regulatory certainty creates vastly different risk landscapes for businesses
and investors.

Regulatory Aspect Exchange-Traded Fund (ETF) Non-Fungible Token (NFT)

Primary Regulator U.S. Securities and Exchange Commission Undetermined (SEC, CFTC, FinCEN all
(SEC)5> investigating)62

Governing Legislation Investment Company Act of 1940, Securities None specific; potential application of existing
Acts of 1933/1934, Rule 6¢-113° securities, commodities, or AML laws®?

Legal Classification Registered Investment Company (Security)3° Ambiguous (Collectible, Security, or Commodity

depending on facts and circumstances under
the Howey Test)®0

Disclosure Requirements Mandatory Prospectus, Daily Portfolio None standardized; depends on marketplace
Disclosure®> terms and conditions®8

Investor Protections Custody rules, leverage limits, potential for Generally none; high risk of fraud, scams, and
SIPC insurance via brokeragel” market manipulationl?

IP Rights Unambiguous ownership interest in underlying Ambiguous; typically a limited license to
securities>3 display, not a transfer of copyright23

Section 5: The Holder’s Utility: Diversification vs. Specificity

The final dimension of opposition between ETFs and NFTs lies in their intended purpose—the “why” behind an
investor’s decision to hold them. The utility they provide to the end-holder is not just different but antithetical. An ETF
is a tool for achieving broad, diversified exposure and mitigating risk, while an NFT is an instrument for claiming



specific, concentrated ownership and embracing unique attributes.

5.1 The Purpose of an ETF: Low-Cost, Diversified Access to Broad Markets

The primary utility of an ETF for an investor is rooted in its ability to solve several fundamental challenges of portfolio
construction efficiently and effectively.

¢ Diversification: This is the cornerstone of the ETF’s value proposition. By holding a single ETF, an investor gains
instant exposure to a wide array of underlying assets, be it hundreds of stocks in an index like the S&P 500, a
basket of bonds, or a portfolio of commodities. This immediately reduces the idiosyncratic, or company-specific,
risk associated with investing in individual securities.”

o Cost-Effectiveness: ETFs are renowned for their low costs. Their expense ratios—the annual fee charged to
manage the fund—are typically a fraction of those for actively managed mutual funds. This is largely because most
ETFs are passively managed to track an index, requiring less overhead for research and trading.’

¢ Accessibility and Flexibility: ETFs provide a simple, liquid gateway to a vast universe of markets and
investment strategies. An investor can use ETFs to access international equities, specific industry sectors (like
technology or healthcare), fixed-income securities, currencies, and niche thematic trends. Furthermore, they
trade on stock exchanges throughout the day, offering the same flexibility as individual stocks.!®

¢ Risk Management and Tax Efficiency: From a portfolio management perspective, ETFs are fundamental tools
for strategic asset allocation, hedging market exposure, and implementing tactical investment decisions. Their
unique in-kind creation/redemption mechanism also makes them generally more tax-efficient than mutual funds,
as they tend to distribute fewer taxable capital gains to shareholders.?

In essence, the utility of an ETF is almost purely financial: it is a building block for constructing a portfolio with a
desired risk and return profile in the most efficient way possible.

5.2 The Purpose of an NFT: Verifiable Ownership, Access Rights, and Digital Identity

The utility of an NFT is multifaceted, extending far beyond a purely financial calculation into the realms of function,
community, and identity.

¢ Proof of Ownership and Authenticity: The foundational utility of any NFT is to serve as an immutable and
publicly verifiable certificate of ownership and authenticity for a unique asset.® In a digital world where content
can be copied with zero loss of fidelity, the NFT provides a technological solution to prove who owns the
“original”.?®

o Access and Functional Utility: A rapidly growing category is the “utility NFT,” which acts as a digital key.
Holding a specific NFT can grant the owner access to exclusive online communities (DAOs), private chat groups,
or real-world events and concerts. In the gaming world, NFTs represent true ownership of in-game assets like
characters, weapons, or land, which can be used in the game and traded on external marketplaces. This utility can
also extend to membership and loyalty programs, offering holders special perks or discounts.*°

o Digital Identity and Status: In the burgeoning metaverse and Web3 social landscape, NFTs are increasingly
used to represent a user’s digital identity. Profile picture (PFP) projects are a prime example, where owning an
NFT from a particular collection (e.g., Bored Ape Yacht Club) serves as a digital avatar and a signal of status and
belonging within a specific online culture.?!

¢ Direct Creator-to-Fan Patronage: NFTs have created a new economic model that disintermediates traditional
gatekeepers like galleries, record labels, and publishers. Artists, musicians, and other creators can sell their work
directly to their fans as NFTs, fostering a closer connection and often programming the NFT’s smart contract to
automatically pay them a royalty on every future secondary sale.?!

From a risk perspective, these utility models are diametrically opposed. ETFs are fundamentally tools for risk
mitigation through diversification. The entire value proposition is to spread risk across many assets so that the failure
of any single one has a limited impact on the whole portfolio.” An NFT, being a single, unique, and illiquid asset, is an
instrument of risk concentration. An investor purchasing an NFT is making a highly concentrated bet on the future
value, utility, and cultural relevance of that one specific token and its associated project or creator. The failure of that
single project can easily result in a total loss of investment. The investment philosophies are therefore antithetical:
one seeks to dilute risk, the other concentrates it.



Section 6: The Convergence Paradox: When Opposites Attract and Test Their
Definitions

In the dynamic landscape of modern finance, the distinct worlds of ETFs and NFTs have begun to intersect, giving rise
to hybrid instruments that attempt to bridge the gap between them. However, these points of convergence—namely
Fractionalized NFTs (F-NFTs) and NFT-themed ETFs—do not blur the lines between the two asset classes. Instead,
they create a paradox that starkly illuminates and reinforces their fundamental opposition, revealing the inherent
structural and legal incompatibilities of the two models.

6.1 Fractionalized NFTs (F-NFTs): Imposing Fungibility on the Non-Fungible

Fractionalized NFTs represent a direct attempt to imbue a non-fungible asset with the characteristics of a fungible
one. The mechanism involves taking a single, high-value NFT—typically an ERC-721 token—and locking it into a
specialized smart contract. This contract then mints a predetermined number of fungible, interchangeable tokens—
typically ERC-20 tokens, the same standard used for many cryptocurrencies—which represent fractional ownership of
the original, underlying NFT.”3

The stated goal of this process is to introduce ETF-like benefits to the high-end NFT market. By breaking a multi-
million-dollar digital artwork into thousands of affordable fractions, F-NFTs aim to democratize ownership, increase
accessibility for smaller investors, and, most importantly, create liquidity for an otherwise illiquid asset.”® It allows
multiple people to collectively own a “blue-chip” NFT that would be unattainable for any single individual.”*

However, this very act of fractionalization has profound regulatory consequences. The process of taking a single asset,
dividing it into fungible shares, and selling those shares to a group of investors with the expectation that the value will
appreciate due to the efforts of a promoter (e.g., the platform managing the fractionalization or the original owner
marketing the asset) aligns almost perfectly with the prongs of the Howey Test.®* Consequently, F-NFTs are the
category of NFTs that draws the most intense scrutiny from regulators like the SEC, who see them not as collectibles
but as unregistered securities.®®

6.2 Crypto and NFT-Themed ETFs: A Bridge of Indirect Exposure

Approaching the convergence from the opposite direction, the TradFi world has introduced so-called “NFT ETFs” and
other crypto-themed funds. A prominent example was the Defiance Digital Revolution ETF (ticker: NFTZ).*® A critical
examination of these products reveals a crucial fact: they do not hold actual NFTs in their portfolios.*®

The structure of an ETF, which requires daily NAV calculation and depends on a liquid underlying basket for its
arbitrage mechanism, is fundamentally incompatible with holding unique, illiquid, and subjectively valued assets like
NFTs.*® It would be practically impossible to track the value of an ETF composed of one-of-a-kind digital art pieces.

Therefore, these funds are thematic investment vehicles that provide indirect exposure to the NFT and crypto
ecosystem. They do this by holding a basket of publicly traded, fungible stocks of companies that are involved in the
space. Their holdings include companies that operate NFT marketplaces (like Coinbase), technology providers, crypto
miners, and other firms that have committed to the commercialization of NFTs (like Funko or eBay).*® Similarly, the
successful spot Bitcoin and Ethereum ETFs hold the underlying cryptocurrencies in custody with regulated financial
institutions, or they hold regulated crypto futures contracts, not a diverse array of unique digital assets.’° These
products use the traditional, regulated ETF structure as a wrapper to offer investors a familiar and accessible way to
bet on the growth of the digital asset industry without ever touching the non-fungible or unregulated assets directly.*®

This leads to the “convergence paradox.” When innovators try to make an NFT behave like an ETF share (through
fractionalization), they inadvertently transform it into what is likely a regulated security, forcing it into the ETF’s legal
world and stripping it of its native, unregulated character. Conversely, when innovators try to create an ETF to
capture the NFT trend, they cannot actually hold the core non-fungible assets due to structural incompatibility,
forcing them to hold fungible stocks instead. In both scenarios, the attempt to merge the two models fails at a
fundamental level, proving that they are structurally and legally irreconcilable. The “bridge” between them is either
legally perilous or functionally indirect, reinforcing their antithetical nature. This dynamic serves as a powerful
microcosm for the broader challenges and tensions inherent in the convergence of TradFi and DeFi, where the core
principles of centralization vs. decentralization, regulation vs. permissionless innovation, and pooled liquidity
vs. singular ownership continuously clash.’



Conclusion and Recommendations

This comprehensive analysis has systematically deconstructed the constituent elements of Exchange-Traded Funds
and Non-Fungible Tokens, revealing a relationship that transcends mere difference to embody a fundamental
opposition. From their foundational economic principles to their market mechanics, regulatory realities, and holder
utility, ETFs and NFTs exist as conceptual and functional opposites. The characterization of these two instruments as
“exact opposites” is not hyperbole but a scientifically defensible conclusion based on the evidence.

One is an instrument of aggregation and fungibility, designed to create a standardized, liquid security from a
diverse pool of assets. The other is an instrument of individuation and non-fungibility, designed to certify the
uniqueness of a single asset in a digital world. One is a tool for mitigating idiosyncratic risk through diversification.
The other is an embrace of concentrated, idiosyncratic risk. One operates in a world of objective, calculable value
enforced by financial arbitrage. The other thrives in a world of subjective, perceived worth driven by culture and
community. Finally, one is a mature product of regulated, institutional finance, operating under decades of clear
legal precedent. The other is a native of permissionless, decentralized technology, existing in a state of profound
legal and regulatory ambiguity. The attempts at convergence, through fractionalization and thematic funds, have only
served to highlight these irreconcilable differences, reinforcing the core thesis of their opposition.

Based on these findings, the following recommendations are proposed for key stakeholders navigating this complex
landscape:

For Investors

It is imperative that investors do not conflate these two asset classes or apply the analytical frameworks of one to the
other. The tools used to evaluate ETFs—such as NAV tracking error, expense ratios, and liquidity analysis—are
entirely irrelevant to the assessment of an NFT. Investing in NFTs requires a qualitative, research-intensive approach
more akin to that of collecting fine art or venture capital. Potential NFT investors must place extreme emphasis on the
idiosyncratic risks, including the potential for total loss due to project failure, the high probability of illiquidity, and
the pervasive threat of scams and fraud in an unregulated market. An NFT should be considered a high-risk,
speculative asset, whereas a broad-market ETF is a foundational tool for long-term, diversified portfolio construction.

For Regulators

A nuanced, bifurcated regulatory approach is essential. Attempting to force all NFTs into the existing securities
framework, which was designed for fungible instruments like stocks and ETFs, risks stifling legitimate innovation in
the non-financial use cases of NFT technology, such as event ticketing, digital identity verification, and supply chain
provenance. A more effective strategy would be to:

1. Clearly define and regulate NFTs sold as investment contracts as securities. This would primarily target
Fractionalized NFTs and NFT offerings that explicitly promise financial returns based on the efforts of a promoter.
These should be subject to the full suite of securities laws, including registration and disclosure requirements, to
protect investors.

2. Develop a separate, tailored framework for NFTs that function purely as collectibles or utility tokens.
This could involve establishing consumer protection standards for marketplaces, mandating clear disclosure of
intellectual property rights, and implementing robust Anti-Money Laundering (AML) controls, without imposing
the full weight of securities regulation.

A one-size-fits-all approach will fail both investors and innovators.

For Market Innovators

The “convergence paradox” presents both significant challenges and clear opportunities. The path forward for
integrating these two worlds lies not in crudely attempting to merge two incompatible models, but in building
compliant, transparent bridges that respect their fundamental differences. Key areas for innovation include:

o Developing better valuation and risk assessment models for unique digital assets to bring more clarity and
data to a subjective market.

¢ Creating regulated, alternative trading systems (ATS) specifically for NFTs that are deemed to be securities,
providing a compliant venue for issuance and secondary trading.



¢ Standardizing smart contracts to ensure absolute clarity in the legal rights, particularly the scope of the IP

license, that are transferred with an NFT purchase. This would mitigate one of the greatest sources of confusion
and legal risk in the current market.

By acknowledging and building around the antithetical nature of ETFs and NFTs, the financial industry can foster
responsible innovation that harnesses the unique strengths of both traditional and decentralized finance.
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