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Exchange-traded funds (ETFs) can offer an attractive and efficient way for investors to gain access to all aspects of the
marketplace and have greatly leveled the investment landscape in terms of availability to all asset classes and regions. As
ETFs continue to grow in assets and scope of coverage, we are often asked these questions: What is an ETF creation or re
demption? How does that work? What function does that provide, and does an investor make that decision? Let’s go
behind the scenes of the life of a trade and discuss what the creation/redemption process is and how it fits into the trade
life cycle.

How Does the ETF Creation/Redemption Process Work?

The creation/redemption mechanism allows for the increase or decrease of ETF shares based on demand without
impacting other investors of the fund. This is an important contrast to a mutual fund where any buying or selling in the
fund impacts all investors. If there is increasing demand for a specific ETF, new shares can be created to meet that
demand in exchange for underlying assets, and if demand decreases, shares can be reduced by exchanging shares for
assets. This flexible process is done solely by what is called an authorized participant, or AP. What is key to highlight is
that the investor never makes the decision to create or redeem; that is simply a back-office function that is determined by
the broker.

Illustrating the Life Cycle of a Trade

To illustrate how this process works, let’s follow the life cycle of a trade. In this example, John Doe at Smith Capital
wants to purchase 500,000 shares of a new ETF. Since the fund is new, the on-screen volume is minimal, but John knows
that the ETF structure allows him to purchase shares of the ETF with efficient pricing because of the creation/redemption
functionality.

ETF Creation Process

1. John goes to his broker and gives him the order to buy 500,000 shares of an ETF.
2. The broker sells the ETF shares to John at a specific price. As mentioned before, the process of buying the ETF is

seamless for John the investor, and his work is done.
3. Behind the scenes on the back end, the broker has determined that, due to the increased demand by John, he as

an authorized participant must create new ETF shares. He is now short the ETF shares since he sold them to John.
4. The broker then buys the basket of securities held by the ETF to hedge himself and is now long the basket and

short the ETF.
5. The broker then delivers the basket of securities to the ETF issuer, initiating a creation.
6. The broker receives new ETF shares from the issuer in return and flattens out his short ETF position.
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As you can see, John has nothing to do with the creation process, but the mechanism allows him to purchase a large
number of ETF shares to meet his demand. This process works in reverse in terms of a redemption.

ETF Redemption Process

1. John goes to his broker and gives him the order to sell 500,000 shares of the ETF.
2. The broker buys the ETF shares from John at an agreed-upon price.
3. The broker determines if a redemption is necessary due to the decrease in demand and is now long the ETF since

John sold the shares back to him.
4. The broker then sells the basket of securities held by the ETF to hedge his position and is now short the basket,

long the ETF.
5. The broker delivers the ETF shares to the ETF issuer, initiating a redemption.
6. The broker receives the basket of securities from the issuer and flattens out the short basket position.

 

Again, John had nothing to do with the redemption process; it was a simple back-office procedure that allowed the ETF
shares to fluctuate with the demand for the ETF. What is important to remember is that the creation/redemption function
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is a behind-the-scenes tool, and it is determined by the broker to match demand, not by the investor.

The creation/redemption mechanism has numerous benefits that can foster the efficiency of the ETF structure. We believe
it is the flexibility and transparency of the ETF that can encourage multitudes of market makers to support the product.
All these factors allow for ETFs to trade as close to fair value, or the fund’s NAV, as risks and costs allow. Additionally,
the creation/redemption process allows for tax efficiency, especially compared to mutual funds. Finally, the
creation/redemption functionality allows an ETF to expand or contract with fluctuating client demand. The
creation/redemption process can be extremely advantageous, but it is vital to remember that this is a back-office
function performed by the market makers to help benefit investors.

For standardized performance and the most recent month-end performance click here NOTE, this material is 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. investors 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 investments in 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 its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal 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 instruments 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
indication 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
its 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
liability for any direct, indirect, special, incidental, punitive, consequential (including loss 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

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.

Authorized Participant (AP)  : An entity, usually an institutional investor, that submits orders to the ETF for the creation
and redemption of ETF creation units.

Onscreen volume  : the number of shares traded in an ETF on an exchange.

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

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