FONDS & DERIVATE

Exploring the world
of fixed income ETKs

Recent events in the market have highlighted the need to have a properly diversified portfolio and, im-
portantly, the need to be able to change your strategic asset allocation in a fast and efficient way. The
classic flight-to-quality approach driven by the market volatility has not been bad news for all segments
of the market. It is without doubt that by adding an allocation to fixed income to your fund you can
improve your efficient frontier. However, many investors now appreciate that further diversification
can occur within a fixed income allocation. Investors who traditionally hold just government bonds
should consider whether it’s appropriate to add inflation-linked bonds and, despite all the headlines,

the notion of considering corporate bonds — the question is how to get the best exposure.
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Why index?

All fund managers have a niche, some-
thing that sets them apart from the rest.
Therefore, it is important to concen-
trate on this individual skill to extract
as much value as possible. It is also im-
portant that this skill is not wasted by
making poor choices in the rest of your
fund.

Whilst correlations in the bonds
universe can be higher than in other as-
set classes, the traditional arguments
for a well balanced diversified port-
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folio of bonds still hold true. If the al-
location to bonds is filled with a lad-
dered portfolio of single name bonds,
without rigorous research done, then
it’s probable that the true risk in the
fund may not be known.

It is important for any investor allo-
cating money to an active fixed income
product to appreciate what the “fees
breakeven” is. By that we mean that the
active return (alpha) must be at least
the difference in the fees between the
two styles of similar benchmarked
products for it to be considered a sen-
sible investment choice. You also need
to be confident that your active man-
ager will continue to produce the re-

turns in the future — which made them
look so compelling today.

If you have neither the time to re-
search or the general belief that the fees
charged by some active funds are not
providing value for money, then the
sensible approach is probably to invest
in a low-cost pooled investment index
fund.

Why ETFs?

As with the variety of active funds to
choose from there are also a variety of
indexed pooled products. One such
product becoming increasingly impor-
tant in the market are exchange traded
funds (ETFs); these are pooled index
funds which trade on national stock ex-
changes in real time. It is important to
note that in the current markets, one of
the real benefits of ETFs is the intra-
day trading versus the traditional once-
a-day trading with most mutual funds.
This implies you can trade when you
want to — not when your fund allows
you to.

With a broad, comprehensive suite
of ETF offerings currently available, it
is possible to implement nearly all
fixed income views. Funds available to
track include government bonds, infla-
tion-linked government bonds and
high-grade credit bonds. These are
available not only in the UK market but
on the similar European and U.S. mar-
kets as well. These low-cost investment
vehicles open up new avenues to fund
managers and plan sponsors. Thus
ensuring they can implement their op-
timal asset allocation position depend-
ing on their view of the market. One
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final point to realize on ETFs is that the
volume on exchanges does not drive its
liquidity; this is solely a function of
what the ETF invests in. Therefore, in
the case of an ETF tracking UK gov-
ernment bonds, the liquidity of the
ETF is the same as the liquidity of the
gilt market. All things considered — this
makes it a very attractive proposition
which should be investigated further.

How can I use fixed income ETFs to
add value to my clients’ portfolios?
From a portfolio manager’s perspec-
tive, fixed income ETFs allows them to
trade and hedge bond market exposure
more efficiently. This is especially true
in credit markets, where no futures
contracts exist. Bond ETFs offer sev-
eral features and benefits to investors
and are being applied in a variety of
ways.

Instant corporate bond market ex-
posure: ETFs are frequently used as a
means to gain immediate exposure to a
market. Instead of investing new cash
flows in money market funds or gov-
ernment bond futures while making in-
vestment decisions or waiting for new
issuance, a portfolio manager can buy
diversified exposure to the credit mar-
ket through an ETF.

Express macro views on markets
and sectors without the need for stock
selection: ETFs are a useful tool for
expressing positive or negative views
on credit markets without having to
translate this macro view into individ-
ual credit issues. For example, ETFs
can be held in a government bond port-
folio to gain a diversified credit market
tilt or can be sold to hedge a portfolio’s
exposure to credit markets. Similarly,
many investors use ETFs in long-short
strategies or spread trades to express
macro views — for example euro credit
versus government bond futures.

A diversified core for a core/satel-
lite investment strategy: In smaller
portfolios, ETFs are held as a core
holding, giving the portfolio diversi-
fied exposure to a market index. The
portfolio manager can then add value
by managing active positions in indi-
vidual securities around this diversi-
fied core.

Hedging and asset allocation: As
ETFs are extremely liquid and inex-
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pensive to hold and trade, they make
efficient hedging and asset allocation
tools. For example, if a portfolio man-
ager takes a short-term negative view
on credit markets or needs to hedge a
portfolio against the impact of a spe-
cific event, he can sell an ETF to re-
duce credit exposure. This is far simp-
ler and less expensive than deconstruct-
ing a carefully planned corporate bond
portfolio and then buying all the bonds
back when the hedge is lifted. In port-
folios where no short selling is permit-
ted and you have to own a stock to sell
it, then a partial allocation to ETFs can
result in long-term transaction cost and
time savings for the portfolio manager.

How do ETFs compare to directly
holding corporate bonds?

Fixed income ETFs provide several
benefits over and above holding the
underlying securities directly. ETFs of-
fer simplicity and they are also cost-
effective. For example, an investor
seeking to invest 10 million euro over a
diversified list of bond issues would
end up trading in very small amounts.
This would result in higher transaction
costs. Using an ETF would avoid this,
as the investors would be trading in a
single security.

Equally, investors trying to gain a
large exposure can not always find the
liquidity to facilitate this need, espe-
cially if there is no new issuance in the
market. ETFs are able to facilitate very
large transactions quickly, easily, effi-
ciently and consistently.

Furthermore the ETF portfolio is
managed to track the return of the in-
dex and therefore continues to be re-
presentative of the market in terms of
duration, credit rating and industry ex-
posure. Depending on the size of the
holding, replicating the ETF could be
expensive with respect to the time it
takes to manage the portfolio, as well
as the wider bid/ask spread that one
would likely incur.

How do ETFs compare

to traditional bond funds?

Many portfolio managers oversee a
fund-of-funds strategy, adding value
through selecting funds which give the
client exposure to specific markets and
sectors. ETFs give investors the return
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on a specific market, for example the
FTSE 100. Investors in traditional
funds have no control over what the
fund invests in or whether an invest-
ment style is consistently followed.
They can underperform a market index
and they can sometimes not even give
the investor the exposure to the market
that they think they are getting. This
can erode the impact of any fund-of-
funds manager’s sector or asset alloca-
tion strategy.

It’s also important to note that ETFs
are open-ended funds. Unlike closed-
end funds or investment trusts they do
not trade at significant discounts or
premiums to the true value of the un-
derlying portfolio of securities. More
shares in an ETF can be created or re-
deemed to match market demand by di-
rectly trading the underlying portfolio
of securities in exchange for shares in
the fund. This has two important impli-
cations. First, the liquidity of an ETF is
determined by the liquidity of the un-
derlying bonds in the ETF portfolio
and not secondary market trading vol-
umes in the ETF itself. Second, as
ETFs are directly exchangeable for the
underlying portfolio of securities, any
premium or discount in an ETF’s sec-
ondary market price creates an arbi-
trage opportunity. Evidence from fixed
income ETF trading to date, as well as
from equity ETF trading over the past
decade, indicates that this arbitrage re-
lationship does hold ETF prices close
to their fair value or net asset value
(NAV).

As we continue into 2008 the vola-
tility we have witnessed in the market
has shown little sign of calming down.
We have seen some significant market
movements coupled with very big
headlines hitting the news. In these
times it’s almost inevitable that for
some investors it’s important to reduce
the risk in their portfolio, often de-
scribed as a flight to quality. ETFs
fixed income offer a smart, low-cost
solution to take some bond exposure
and alter your asset mix. Alternatively
for those looking to boost their income
generation during times of turmoil and
liquidity issues, combining fixed in-
come and high dividend equity through
ETFs could well be the smart move.
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