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Since their introduction to the investment landscape back in 2002 in the U.S., there has been a rapid increase
in the adoption of bond ETFs by institutional and retail investors due to a recognition of their ability to
transform the hard-to-access and opaque global bond market. With assets globally reaching US$1.4tn’, fixed
income ETFs provide liquid, diversified and efficiently priced access to a multitude of fixed income markets.

ETFs and fixed income

E Fixed income ETFs seek to track the collective performance of the index, through holding a representative sample of the
collection of bonds

E Like equity ETFs, fixed income ETFs provide exposure to a collection of securities through a simple, easy-to-use vehicle;
investors can access different forms of debt from all areas of the market, adding diversification and a steady rate of
income to a portfolio

E Fixed income ETFs go a step further than equity ETFs, however, as they bring the over-the-counter (OTC), opague nature
of the fixed income market into a transparent and exchange-traded wrapper. The unique structure of the ETF vehicle
brings specific benefits to navigating investments in the fixed income space, including liquidity, diversification and
transparency (more details on page 3)

E Given the depth of debt capital markets and variety of ETFs available, investors are able to get an attractive combination
of different grades of credit (sovereign, investment grade, high-yield etc.), geographies and durations

How do ETFs work?

Exchange Traded Funds (ETFs) are investment funds which track an
underlying index.

E A standard mutual fund that is open-ended creates or redeems shares
once a day at the net asset value (NAV) of the fund, with investors
directly transacting with the fund. If the fund needs to adjust its shares
in issue, this will result in the fund transacting in the underlying market
and buying or selling holdings

E ETFs, on the other hand, can be bought or sold on exchange intraday at
a price determined by the market, but with a creation and redemption
mechanism that ensures that the market price is kept within a close
range of the NAV of the fund
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The material contained herein is for information only and does not constitute legal, tax or investment advice or a recommendation to any reader of this material
to buy or sell investments. You must not, therefore, rely on the content of this document when making any investment decisions. Any views expressed were
held at the time of preparation and are subject to change without notice. While any forecast, projection or target where provided is indicative only and not
guaranteed in any way. HSBC Global Asset Management (UK) Limited accepts no liability for any failure to meet such forecast, projection or target.
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ETF investors buy and sell ETFs on exchange or OTC {often via RFQ systems) on the secondary market. A selection of
broker dealers and market makers referred to as Authorised Participants {(APs) are able to trade with the ETF directly,
enabling (but not obliging) them to create and redeem ETF units in response to supply and demand for the ETF. As part of
the agreement the AP has with the ETF, the AP will only transact with the ETF in large transactional sizes (known as
baskets), typically in multiple millions of dollars in value. The creation or redemption of ETF units occurs at NAV and will
often involve the AP exchanging a basket of bonds in return for the ETF units or vice versa when redeeming ETF units. This
mechanism of creation or redemption means the ETF price remains closely linked to the NAV of the fund.

How do fixed income ETFs track an index?

E In contrast to many equity indices, bond indices often have too many i
constituents to feasibly hold every bond in the index Did you know?

E Itis therefore the objective of the ETF manager to replicate the risk characteristics

of the index by sampling, rather than holding every security The Bloomberg Barclays US

Aggregate Index contains over
E Sampling or optimising means replicating the characteristics of the reference 10,000 bonds from a variety of

bond index such as duration, issuer credit exposure and term. issuers ranging from the US

E Sampling is an efficient way to replicate fixed income portfolios through keeping government to local authorities
the main characteristics of the index without the illiquidity and costs and corporates.
considerations often associated with trying to fully replicate a bond index

Sampling in a nutshell

The ETF manager will usually take one of two approaches to
constructing a portfolio that replicates the risk characteristics
of the portfolio: a top-down approach or a bottom up
approach.

Whichever approach is taken, the ETF manager will screen the
securities to maximise liquidity of the index subset while
maintaining low tracking error.
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What are the benefits of fixed income ETFs?

Investors may struggle with a number of complexities when investing in fixed income markets. They are typically
fragmented, lacking a centralised exchange and may not be easily accessible to all investors. Fixed income ETFs, however,
remove this complexity by offering a simple and transparent vehicle, listed on exchange, which provides easy access to a
broad range of fixed income opportunities at low-costs and low barriers to entry.

Below are the key themes for why investors might find fixed income ETFs an attractive proposition:

Liquidity
Fixed income ETFs are traded
throughout the day on the secondary
market giving investors greater liquidity
when compared to individual bonds or

to a mutual fund. Cost eff'C'enCy

ETFs are usually passive, low cost
vehicles designed to track an index.
. . Thanks to economies of scale and
Price discovery operational efficiencies, ETFs are
Fixed Income ETFs are a vital source offered with a low TER (all in cost)
of bond price discovery, particularly and will tend to have lower
in times of volatility when this transaction costs than individual
information matters the most. bond portfolios.

Income

ETFs

Transparency

ETF holders can verify their positions
on a daily basis, providing great
transparency. They are priced
continuously throughout the day
allowing investors to accurately
mark-to-market.

Market access

Diversification

ETFs provide access to a diversified
portfolio of bonds in a simple and
easy-to-use wrapper. In one single
security, an investor can access
hundreds of bonds that are
diversified across term structure,
credit quality and issuers.

For investors, the main benefit of ETFs is the immediate exposure to a
broad range of bonds, traditionally reserved for institutions. Accessing
multiple grades of credit to date has been extremely challenging for the
majority of investors, due to minimum trading sizes and a lack of liquidity.
This, combined with lower transaction costs, tax advantages, and good
intraday liquidity due to being listed and continuously quoted, make fixed
income ETFs an attractive alternative to buying a portfolio of individual




Market access and diversification

E Bond indices are more complex than equity indices,
making them more challenging to replicate or track
effectively. Not only do many bond indices contain
thousands of issuers, but each issuer can have multiple
securities with varying coupons and maturities each
with their own price.

e Through ETFs, investors are able to access “core” broad
segments of the market or more specialised niche or
specifics areas. Areas that were previously difficult to
trade or too expensive to access can now be invested in
through a single product. This has lifted restrictions on
traditionally difficult to access market segments such as
emerging market debt (hard currency or local currency),
high yield bonds or green bonds.

£ Diversification among issuers, credit qualities and term
structures is particularly beneficial, as it provides better
protection against losses than more concentrated
holdings owing to the broad universe of exposure they
offer. Investors looking at short duration are able to
invest quickly and efficiently without the need to
frequently reinvest the cash flows typically associated
with this segment of the market.

ETFs for your fixed income allocation

E An ETF can be a very versatile vehicle and is used by
investors in several ways, from core strategic allocation
to tactical adjustments purposes.

E ETFs can be used as core and satellite building blocks
across asset classes that are easy to access and create
accurate exposure.

E There are also a variety of ETFs which provide exposure
to difficult-to-reach asset classes (e.g. alternatives) and
market segments (e.g. emerging market debt).

E Fixed income ETFs can also provide an efficient means
to tweak the duration and credit exposure to meet
specified targets.

Broad market
exposure

Market segment
exposure

Niche
exposure

ETFs vs direct bond investing

ETFs provide exposure to a large market of fixed
income securities in a single wrapper. Trying to
achieve this level of diversity investing directly into
bonds is not typically possible or straightforward for
most investors, as bonds trade in quite large minimum
lot sizes (typically tens/hundreds of thousands of
dollars per issue). Furthermore, bonds trade over-the-
counter (OTC), meaning there is no single exchange
on which they trade and no official agreed-upon price.
The market is difficult to navigate, and investors may
find they receive widely different prices from different
brokers for the same bond. Conversely, ETFs allow a
diversified exposure from a single unit size upwards
allowing efficient and accurate portfolio construction
and asset allocation.

How are ETFs used?
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Asset allocation
Tactical adjustments
Transitions

Cash equitisation
Rebalancing

Asset class exposure
Liguidity management

Portfolio completion

E Aggregate or universal bonds

Government bonds
Corporate bonds
Municipal bonds

EM bonds
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E Long/short duration
E IG bonds
E HY bonds




Liquidity and price discovery

E ETF liquidity is underpinned by the primary market
where APs transact directly with the ETF issuer to create
or redeem ETF units in exchange for baskets of the
underlying security.

E ETFs are essentially baskets of stocks or bonds,
therefore it follows that their liquidity is derived from the
underlying securities they track, as such an ETF tracking
an index of high yield corporate bonds for example
would usually be less liquid than a basket containing
liguid government bonds.

E However, in addition to the underlying liquidity of the
basket of bonds and unlike a mutual fund, liquidity in
ETFs is enhanced by the secondary market where
continuous trading of ETF shares takes place both on
exchange and OTC by investors and liquidity providers
throughout the day.

E The benefit of the secondary market is that buyers and
sellers can exchange ETF units between themselves,
and as a result not impact the underlying market. This
creates a secondary layer of liquidity, which can be
particularly beneficial where the underlying may be less
liquid in certain bonds, but also in more liquid securities
it can still produces efficiencies as no underlying trading

results and associated transaction costs can be avoided.

Bond ETFs in stressed markets

During the COVID-19 related volatility in the beginning
of 2020, investors may have found it easier to trade
ETF shares than the underlying assets held by the ETF,
and trading volumes in ETF shares rose significantly.
The chart below shows the five largest UCITS fixed
income ETFs and how they reacted during the recent
COVID-19 volatility. In March 2020, as the sell-off
accelerated, it is clear the secondary market of the
ETFs grew in size and worked as a shock absorber to
redemptions in the primary market. It was also clear
that bond ETFs reacted more quickly to news than the
underlying bond prices. A Bank of England report!
confirmed that what may have appeared to be the ETF
trading at a discount to NAV was in fact ETFs leading
bond prices. The report confirmed that ETF prices
provide information about future changes in bond
prices more quickly than NAVs and hence these are
not discounts but price discovery.

E Market makers and liquidity providers such as banks are also participants in the ETF secondary market and further
enhance liquidity through their balance sheets and managing inventory of ETF units from buyers and sellers.

E Instead of trading many individual bonds, an ETF offers focused liquidity in a single vehicle. At the same time, when
trading does occur in the underlying securities, liquidity is more prevalent in the creation or redemption baskets of those

ETFs.

E As aresult, bond ETFs often trade with a tighter bid-ask spread than the underlying basket of securities, hence creating

further efficiencies for the investor.

E Secondary market volumes are becoming more transparent thanks to MiFID Il where all trades have to be reported in
Europe. Unfortunately, European ETFs lack a “consolidated tape” at this stage, however the ETF Issuers Capital Markets
team can help to give an overview of secondary market liquidity.

Fixed income UCITS ETFs during the pandemic

Primary market vs secondary market trading?
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1. Source: BOE Interim Financial Stability Report — May 2020

2. Source: Bloomberg, HSBC Global Asset Management. 5 Largest UCITS Fixed Income ETFs by AUM. Data as at end of June 2020




Cost efficiency and transparency

1. Source: ETFGI, as at March 2021.




