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when I see headlines along the Tines of “Fixed income exchange-traded funds (ETFs) are
not liquid and pose a risk to the system!” I can’t help but think, Stop the madness!
Fixed +income ETFs can actually add 1liquidity to the overall ecosystem and could
potentially protect investors better than traditional 1investment structures. Fixed
income ETFs have also become a reliable source for real-time pricing in an asset class
where the Tlast trade is not always reported or easily known by market participants. That
being said, should there be stress in the bond market, many holders of the asset class
will be affected in NAV terms, regardless of whether they are dinvested in individual

bonds, mutual funds, closed-end funds or ETFsl. But before you take the headlines at face
value, remember these five points when thinking about using an ETF for your fixed income
investments: 1. Fixed Income ETFs cCan Add Liquidity: Through secondary market
trading, another Tayer of 1liquidity is added to the ETF ecosystem. Natural buyers and
sellers can be paired off in the secondary market without having any transactions occur
in the primary bond market. If secondary market trades are not matched by natural buyers
and sellers, then a market maker is most Tikely providing Tiquidity on the other side of
the trade. A market maker also does not necessarily need to transact in the underlying
bonds to hedge their position. The ETF ecosystem affords market participants the ability
to use highly correlated vehicles other than the underlying bonds themselves to
potentially hedge their ETF positions. Some of these hedges 1include other ETFs and
derivatives such as futures and credit default swaps. These added layers of Tiquidity
via the exchange or correlated securities are unique to the ETF structure and can help
soften the blow of any selling pressure in the fund. 2. There Is No Forced Selling:
A1T ETFs have an authorized participant (AP) that sits between the fund company and the
investor when assets are moved into or out of the fund. This 1is particularly important
when it comes to fixed income ETFs, as the AP is not forced to redeem ETF shares on the
exact day a trade has occurred. Rather, they can hold their position and go through the
redemption process when they feel they can sell the underlying bonds in the marketplace
for more than they purchased the ETF shares (plus any costs to them). In fact, studies
show that only $1 of every $5 in fixed income ETF volume leads to a transaction in the

primary market.? In mutual funds, however, the portfolio manager may have to sell assets
in the fund to raise cash when redemption orders are placed, thus forcing the fund to
dump bonds on the market when it may not be most advantageous. We previously discussed
the basic differences between ETFs and mutual funds, here. 3. Intra-day Liquidity:
The exchange-traded nature of ETFs can provide a significant advantage to dinvestors.
Let’s discuss two investors in a hypothetical example: one investor holds an ETF, the
other holds a mutual fund. Both want to sell their fixed income position at 10:00 a.m.
The ETF investor can receive execution at the time the order is placed. The mutual fund
investor, on the other hand, would have to wait to receive the 4:00 p.m. NAV price, even
though they placed their order at the same time. Should there be some kind of negative
market event between 10:00 a.m. and 4:00 p.m., the mutual fund investor would receive
the lower price reflected in the 4:00 p.m. NAV. This would provide the ETF investor with

a distinct competitive advantage of having liquidity at the time of order.3 4. Real-
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Time Pricing: In the fixed income world, bond pricing can be somewhat opaque due to its
over-the-counter nature. ETFs provide real-time pricing and can act as price discovery
vehicles for the underlying bonds themselves. ETF liquidity providers in fixed income
funds are pricing the ETF where they can buy or sell the bonds and not where they think
they can buy or sell the bonds. This price transparency can be beneficial to investors
when deciding on the right time to execute. 5. small pPart of the oOverall Market:
Fixed income ETFs have seen tremendous growth over the past several years. However, ETFs
still represent a fairly small overall portion of the bond market. For example, in the
$1.1 trillion high-yield bond market, ETFs represent only 4% of the assets, compared

with mutual funds, which control 36% of the market.4 In the event there is a rush to the

exits, ETFs can be more flexible and represent a smaller piece of the pie. Summary of
Fixed Income ETF Vs. Mutual Fund Liquidity
ETF Mutual Fund

Structure Adds Liquidity YES NO

Forced Selling in Primary Market NO YES

Intraday Liquidity YES NO

Real-Time Pricing YES NO

Large % of Underlying Market NO YES

The key takeaway for investors is that
an ETF is a wrapper around a basket of securities, and those securities dictate only
part of the ETF’s overall Tliquidity. The beauty of the ETF structure is that the
underlying securities are not the only component of the total ETF Tliquidity. Wwhen
thinking about fixed income ETFs, remember that the structure itself can add to the
overall Tliquidity picture that could benefit investors during most market environments.
I hope these five points provide more confidence 1in fixed income ETF trading and

investing. lof course, the holder off an individual bond is promised repayment of
the face value of the bond upon maturity, while fixed-income funds do not promise to

repay a shareholder’s principal. 2Source: Citi ETF Perspectives, 7/27/15. 3It should be
kept in mind, however, that ETF shares can trade below NAV whereas mutual fund shares

are always redeemed at NAV. 4source: citi ETF Perspectives, 7/27/15.

Important Risks Related to this Article

Fixed income 1investments are subject to interest rate risk; their value will normally decline as
interest rates rise. In addition, when dinterest rates fall, income may decline. Fixed -dincome
investments are also subject to credit risk, the risk that the issuer of a bond will fail to pay
interest and principal in a timely manner or that negative perceptions of the issuer’s ability to
make such payments will cause the price of that bond to decline.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Liquidity : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high Tevel
of trading activity. Assets that can be easily bought or sold are known as 1liquid asset.

Real Time Calculations : A price calculation used if the basket is open to calculate
the current price of a security also known as “fair value&rdquo.

Net Asset Vvalue (NAV) : The calculated assets minus Tliabilities divided by shares
outstanding. NAV is the straightforward account of the actual assets in the fun.

Closed-end fund : is a collective investment vehicle based on issuing a fixed number of
shares which are not redeemable from the fund. New shares/units in a closed-end fund are
not created by managers to meet demand from 1investors. Instead, the shares can be
purchased (and sold) only 1in the market. Closed-end funds are usually Tlisted on a
recognized stock exchange and can be bought and sold on that exchange. The price per
share is determined by the market and is usually different from the underlying value or
net asset value (NAV) per share of the investments held by the fund.

Secondary market : A market where investors purchase or sell securities or assets from
or to other 1investors, rather than from issuing companies themselves—exchanges such as
the New York Stock Exchange and the NASDAQ-are secondary markets.

Market maker : Someone who quotes a buy and a sell price in a financial instrument.

as a futures contract.

Market participant : Anyone interacting with the ETFs in some capacity. It can be end
investors, market makers, hedgers, authorized participants.

Derivative : a security whose value is determined by another asset.
Credit Default Swap : A swap designed to transfer the credit exposure of fixed income
products between parties. The purchaser of the swap makes payments up until the maturity
date of a contract. Payments are made to the seller of the swap. In return, the seller
agrees to pay off a third party debt if this party defaults on the loan.

Authorized Participant (AP) : An entity, usually an dnstitutional 1investor, that

submits orders to the ETF for the creation and redemption of ETF creation units.

Creation and Redemption Process : The process whereby an ETF issuer takes 1in and

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that 1is typically expressed annually as a percentage of the market or
face value.
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