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When I see headlines along the lines 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 

liquidity to the overall ecosystem and could potentially protect investors better than traditional investment 

structures. Fixed income ETFs have also become a reliable source for real-time pricing in an asset class 

where the last 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 invested in individual bonds, mutual funds, closed-end funds or ETFs1. 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 Can Add Liquidity: Through secondary market 

trading, another layer of liquidity 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 likely providing 

liquidity 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 include other ETFs and derivatives such as futures and credit default 

swaps. These added layers of liquidity 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: 

All 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 is 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.2 

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 investors. 

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 
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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-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 Part of the Overall 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

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 liquidity. The beauty of the ETF structure is that the 

underlying securities are not the only component of the total ETF liquidity. When thinking about fixed 

income ETFs, remember that the structure itself can add to the overall liquidity picture that could benefit 

investors during most market environments. I hope these five points provide more confidence in fixed 

income ETF trading and investing. 1Of 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.

https://www.wisdomtree.com/us/insights/blog/five-key-points-to-fixed-income-etf-liquidity

https://www.wisdomtree.com/us/blog/its-ok-to-sell-out


WISDOMTREE BLOG

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates 

rise. In addition, when interest rates fall, income may decline. Fixed income 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.
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