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with the markets reaching new all-time highs, many investors will see their mutual funds
distribute Targe capital gains during this holiday season. This is especially true in
the mid- and small-capitalization segments of the market, given the generally strong
returns this year and based on initial capital gains releases that I have been
monitoring from some of the Tlargest mutual fund companies. Tax efficiency is one of the
prime benefits of exchange-traded funds (ETFs), and I expect this tax reporting season
to accentuate the benefits of the ETF structure. Let’s explore why I believe ETFs manage
taxes in a more efficient manner and why I expect Tittle capital gains from the
traditional U.S. equity-related ETFs. There are a few reasons why mutual funds
distribute Targe capital gains when investing in U.S. equities:

1) Portfolio Turnover: Their active nature involves portfolio turnover, and when there
is turnover and trading, capital gains experienced inside the fund must be distributed
to the fund’s shareholders. with the markets at new highs, capital losses that might
have built up seem to be getting taken away and more capital gains are being realized.

2) outflows from Funds: If 1investors rebalance their portfolios and on a net basis
sell their shares in a mutual fund, the portfolio manager must sell securities to meet
these cash outflows from the fund, which generates a taxable event for the remaining
shareholders in the fund, even if they choose to maintain their dinvestment. with the
markets high, this fund outflow can trigger capital gains.

ETFs’ Creation/Redemption Process Helps Manage Realization of cCapital Gains
Taxes

The creation and redemption process for creating new shares and redeeming shares of an
ETF provides more tools to manage capital gains, even those experienced inside the fund
itself. In-Kind Transfer Is the Key: The creation and redemption process involves an
in-kind transfer of securities 1into and out of the fund. The ETF’s underlying
constituents are delivered into the ETF in exchange for newly 1issued shares of the ETF
during the creation process. When shares are redeemed, the underlying components are
delivered from the ETF portfolio to the authorized participant in exchange for ETF
shares that are no Tlonger considered shares outstanding. Neither of these transactions
is considered a trade for tax purposes. This in-kind transfer of securities 1is the
mechanism that helps make ETFs such tax-efficient vehicles. It becomes something of a
rare event for a security to be sold within a fund, as most sales are handled through
this redemption process. The exception will be portfolio adjustments that need to be
made for corporate actions or other extraneous portfolio activity.

Best Place for Portfolio Turnover: Within an ETF

one of the reasons ETFs have a reputation for being tax efficient is that there tends to
be less portfolio turnover in index-based strategies than in active strategies. But not
all ETFs have absolutely Tow Tlevels of turnover. If there 1is a good place to have
turnover, I would argue it is within the ETF structure, because of the 1in-kind transfer
mechanism described above. Some of the new “smart beta”-related strategies incorporate
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rules-based rebalances back to a sense of relative value-and these rebalances can create
30%-40% turnover, or more, on an annual basis. Some of the tax consequences of these in-
fund portfolio rebalances can be offset via the efficient management of the fund
provided by the functionality of the creation and redemption process. This
creation/redemption process is a key element to what makes ETFs tax efficient and why I
think they will remain so, despite the market hitting new all-time highs.

Not Al1 Markets Allow In-Kind Transfers

Not all markets can be as tax efficient as U.S. equities. The key to U.S. equity tax
efficiency, in my mind, 1is the fact that most of the execution of the underlying
components of ETFs happens outside the fund structure, by the authorized participants.
Not all markets possess this in-kind transfer attribute. For instance, not all fixed
income securities can be transferred in-kind. Not all emerging market countries allow
for in-kind transfer of securities. In fact, MSCI even cited this mechanism as one of
the reasons it qualified South Korea as an emerging market-as all other developed market
countries do have this in-kind transferability (as we discussed in this previous blog po
st).

Focus on the Bottom Line This Capital Gains Season

one portfolio manager in Texas I spoke with this year said to me that his clients no
Tonger have Tosses built up in their portfolio-a very nice problem to have, one can say.
But this makes portfolio rebalancing tougher for this advisor, because his clients do
not always like to see the capital gains taxes that come with incorporating a portfolio
rebalance. This is where some of the ETFs that incorporate a relative value rebalance in
their methodology can manage valuation risks-but in a tax-efficient format within the
ETF structure. The U.S. mid- and small-cap segments, which have some of the strongest
gains this year, are a prime area to consider such relative value-based rebalancing
ETFs.

Important Risks Related to this Article

Neither wisdomTree Investments, Inc., nor 1its affiliates, nor ALPS Distributors, Inc.,
and its affiliates, provide tax advice. Information provided herein should not be
considered tax advice. Investors seeking tax advice should consult an independent tax
advisor. some mutual funds have an objective of tax efficiency.

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

Capital gains : Positive difference between the sale price of an asset and the original
purchase price.

Rebalance : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WwisdomTree rebalances, or re-applies its rules based
selection and weighting process on an annual basis.

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

disburses baskets of assets in exchange for the issuance or removal of new ETF shares.

In-kind transfers : As money flows into or out of different index-tracking strategies,
the ability to execute in-kind transfers, i.e., exchange securities for shares or shares
for securities allows these strategies to be more operationally efficient.

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

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

Smart Beta : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

Relative value : The relationship between a particular attribute, e.g., a dividend, and
the firm’s share price compared to that of another firm.
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