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“Events such as the October 2014
Treasury bond flash rally in the United
States, or the April 2015 Bund tantrum
in Europe, have reminded us that
market liquidity is fickle and that
market dislocations can occur even
for some of the most liquid assets.”
International Monetary Fund, October
2015.

“In conclusion, the price-based
liquidity measures —bid-ask spreads
and price impact— are very low by
historical standards, indicating ample
liquidity in corporate bond markets.”
Tobias Adrian, Federal Reserve Bank
of New York, October 2015

Interest rates and credit spreads are
at historical lows while AUM in fixed
income mutual funds and ETFs are at
historical highs.

There are many different dimensions to market liquidity, and each asset
class has its own dynamics. This may explain the stark contrast in the
opinions which have been voiced on this topic. While some analysis
1
2
proved reassuring , other analysis came to quite alarming conclusions .
With this report we aim to provide the reader with a tangible and pragmatic
approach to:
―
Monitor market liquidity over time and across asset classes,
―
Analyse how ETFs have helped maintain and eventually increase the
available level of liquidity,
―
Address some of the concerns raised by market participants with
regards to the liquidity provided by ETFs.
To the best of our knowledge this is the first report of its kind providing a
comprehensive three-dimensional study of the so-called “liquidity
conundrum”.

Concerns around market liquidity have been further fuelled by the
“hunt for yield”
Several significant changes have taken place in markets to prompt these
discussions:
3
―
Liquidity worries on specific fixed income segments . The reduction of
the inventories available to broker-dealers, considered as vital for the
bond market ecosystem, has been put forward as one of the main
drivers of the fall in bond market liquidity.
―
An increasing number of investors have sought out higher yielding
instruments to compensate for historically low interest rates. Such
growing enthusiasm for a not-so-liquid segment has triggered
concerns among market participants and regulators.
―
Significant ETF AUM growth, specifically in fixed income and high yield
fixed income. In such a challenging environment for income oriented
investors, ETFs have become a means to access higher yielding asset
classes and a building block in the construction of income oriented
4
portfolios .
Interest rates and credit spreads are at historical lows while AUM in fixed income mutual
funds and ETFs have reached historical highs.
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See (Adrian, Fleming, Shachar, & Vogt, 2015).
See (IMF, 2015a).
Refer to the in-depth bibliography in page 66.
See (Denoiseux & Debru, 2015b).
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Surprisingly, the reduction in turnover
of corporate bonds has been
concomitant with so-called
quantitative easing policies ran by
several central banks and aiming to
improve monetary liquidity.

Surprisingly, the reduction in turnover of corporate bonds has been concomitant with socalled quantitative easing policies ran by several central banks and aiming to improve
monetary liquidity.
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These changes have led several commentators to raise concerns with
regard to eventual market imbalances that could be attributed to ETFs,
5
and more generally mutual fund investors . These concerns merit
consideration but, as we will show, the evidence suggests that investors in
ETFs and open-ended mutual funds markets are much more diverse
compared to how they are usually analysed by market observers.
There are four main dimensions to
quantifying liquidity: depth, immediacy
breadth, tightness.

Defining, measuring and assessing market liquidity
Liquidity is very loosely defined. What does “liquidity” actually mean? Is it
really only about transaction costs?
There are four main dimensions to quantifying liquidity: depth, immediacy
breadth, tightness. The following sections aim to give a perspective on
each of them, with regards to both equity and fixed income markets.

There has been a strong recovery in
equity transaction volumes.
Developed markets bid-offer spreads
have remained stable and emerging
markets bid-offer spreads have
slightly decreased.

Equity Markets: a healthy but diverse picture
Since 2012 we have seen quite a strong recovery in transaction
volumes, dominated by the surge of volumes in Asia. Overall volume
levels are at or close to historical highs.
6
―
The overall velocity across markets is close to all-time highs mainly
driven by Asia activity, while the US and European exchanges exhibit
a fairly significant decrease.
―
Over the last three years, the bid-offer spreads (“bid-offers”) have
remained stable on developed market equities, and have slightly
decreased on emerging market equities.
Overall volumes traded on both US high yield and US investment grade
look quite healthy and do follow a pretty consistent positive trend.
―

5

6

Only the European Central Bank, the US Federal Reserve, the Bank of Japan and the People's Bank
of China are considered here.
In equity markets, the term velocity commonly refers to the total volume traded on a security or group
of securities over a particular period divided by its total market capitalisation. Such calculation
provides an estimate of the number of times a security is changing hands during such a period.

For non-individual professional investors/qualified/institutional investors only
Marketing Material

ETFs: Catalyst or Mirage for Market Liquidity? | March 2016 3

Deutsche
Asset Management

ETFs: Catalyst or Mirage for Market Liquidity?
The annual turnover of the whole US
fixed income universe suffered from a
very sharp 34% drop, from 101% to
an all-time low of 66%.

Fixed Income Markets: a mixed liquidity picture
―

―

―

There has been a very sharp increase
in the number of fixed income
securities available for trading,
representing in aggregate a 47%
increase in number of bonds.

―

―

―

Overall volumes traded on both US high yield (“HY”) and investment
grade (“high grade”, “IG”, or “HG”) look quite healthy and do follow a
pretty consistent positive trend.
We have observed a fairly resilient overall number of transactions,
combined with a reduction of the relative share of large transactions.
As an example, transactions above 5mUS$ in US IG represented 53%
of the monthly volume in January 2008 and dropped to only 37.5% in
December 2015.
The annual turnover of the whole US fixed income universe suffered
from a very sharp 34% drop, from 101% to an all-time low of 66%.
As a result of the very healthy primary markets issuance flow (itself
fuelled by very low interest rates and credit margins), there has been a
very sharp increase in the number of fixed income securities available
for trading, representing in aggregate a 47% increase in bonds, which
essentially explains the increasing fragmentation of the markets.
The number of active bonds issued by companies belonging to the
S&P 500 Index has almost tripled over the last 10 years. On average,
each company belonging to the S&P 500 has 10 bonds currently
outstanding.
The picture for the European fixed income market is more negatively
skewed and does not show many positive signs. Over the recent
period both overall volume, number of transactions and transaction
sizes have decreased.

ETFs: a credible tool to address the liquidity conundrum
ETFs play an increasingly central role in addressing some of the liquidity
issues in the markets. A crucial point is the fact that their liquidity is
provided through two different media:
―
The primary market via the subscription- redemption process similarly
to traditional mutual funds.
―
The secondary market, either via the exchange or the over-the-counter
(OTC market).
Equity ETFs secondary market has
represented up to 40% of the global
equity market volume.
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“75% of US institutions would opt for
an S&P 500 ETF over an S&P 500
future as a means of obtaining the
most cost-effective beta exposure for
a fully funded (...) position”
Greenwich Associates

ETFs’ AUM growth has been phenomenal, and they now represent a
significant incremental source of liquidity that complements existing
venues like the cash and derivatives markets. From an asset exposure
perspective, equity ETFs have recently overtaken other ways of trading
equities like futures.
These ETFs have enabled investors to execute transactions on this asset
class at much better bid-offer terms than with the underlying asset.

50% of pension funds and 62% of
asset managers describe their use of
ETFs as “mainly strategic”.

A key stability factor: ETFs’ use among investors has grown and
diversified
It is probably fair to say that the ETF investor base is already significant
and growing. Relying on the results of (Greenwich Associates, 2015b)
surveying 120 European institutions, we observe that:
―
Of the 120 institutions being surveyed, 83 were using ETFs.
―
While already 71% of the surveyed multi-asset funds report using
ETFs, over half are planning to launch ‘ETF-only’ products in the
foreseeable future.
With the expanding granularity they provide, and the compression of both
7
their management fees and bid-offers , ETFs are gaining popularity in very
diverse sleeves of institutions’ portfolios. This comes in quite stark contrast
to some common beliefs that their use is restricted to tactical investments.

ETFs: a fast growing but still tiny share of financial markets
Despite their very rapid growth in AUM, ETFs represent only
―
1.2% of the investable fixed income market,
―
5% of the investable equity market.
Fixed Income ETFs represents only
1.2% of the investable fixed income
market.
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The diversified ETF client base has contributed to a healthy
secondary market in periods of crisis
During the recent episodes of stress (e.g. December 2008 on risky asset
classes, December 2015 particularly on high yield bonds), the market
stayed remarkably two-sided, allowing investors to get in and out of risky
asset classes using ETFs.

7

See page 37 and (Denoiseux & Debru, 2015a).
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Inspired by (Collins, 2015), we wanted to investigate further and bring
additional transparency on actual flows from and into mutual funds and
ETFs. As expected, while we did observe significant outflows during
stressed periods, to a large extent these outflows have been at least
partially offset by inflows, resulting in fairly moderate net flows.
The ETF investor base is increasingly
diversified and differentiated. This is
contrary to the popular belief that ETF
investors behave on average pretty
much like a single retail investor.

In our opinion the fairly smooth pattern these flows demonstrate comes as
a result of the increasingly diversified and differentiated ETF investor base.
This is contrary to the popular belief that ETF investors behave on average
8
pretty much like a single retail investor who would typically sell his risky
assets in periods of elevated stress.
While not commonly recognized by the investment community, we think
this phenomenon is key to properly assessing the impact of funds and
ETFs on market liquidity.

THIS IS AN EXECUTIVE
SUMMARY OF THE REPORT.
TO ACCESS THE FULL REPORT
PLEASE E-MAIL:
annette.matzke@db.com

Conclusions
While ETFs do not increase the liquidity of underlying markets, they do
have several important features in relation to potential liquidity constraints
in markets:
a) They usually focus on the most liquid segments of a particular asset
class. Furthermore, as part of the index replication process, the
portfolio manager may optimise the portfolio construction to further
improve its liquidity while keeping the main risk factors of the portfolio
in line with the underlying index.
b) The simplicity and cost efficiency offered by ETFs has attracted a
diversified investor base.
c) In the case of mature and large ETFs, their secondary market
establishes a new liquidity venue where the available liquidity is
substantial and additive, and this has proven beneficial to market
participants in periods of elevated market stress.
As the ETF market expands, matures and functions through a range of
market cycles and one-off unexpected events, real-life scenarios have
been worked through, including the December 2015 US high yield credit
crunch.
Our aim in this report is to analyse in detail the functioning of the ETF
market throughout such periods of stress and to test the ability of individual
ETFs or a number of ETFs to continue to function in stress scenarios, and
any other potentially malignant side-effects resulting from the emergence
of the ETF market.
The evidence so far is that on the whole ETFs tracking less liquid market
segments such as high yield bond markets help to enhance market
liquidity, with a substantial amount of trading done on a two-way basis in
the secondary market alone.
Although this does not increase liquidity of the underlying market, the
additional liquidity available is beneficial to market participants, and
therefore the market as a whole.

8

One of the common criticisms formed by (Baker, 2015), (IMF, 2015b), (IMF, 2015a) on the eventual
risk posed by vehicles like ETFs is their supposedly higher pro-cyclicality. This would come from their
supposedly large retail investor base, with retail investors themselves deemed to be likely to sell their
assets in market crises events, as opposed to supposedly more resilient investors like insurance
companies, pension funds or hedge funds. We invite the reader to look from page 55 onwards and at
(Strategic Insight, 2015) which shows that this assertion does not seem to hold well.
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Risk Factors – db X-trackers UCITS ETFs
Investors should note that the db X-trackers UCITS ETFs are not capital protected or
guaranteed and investors in each db X-trackers UCITS ETF should be prepared and
able to sustain losses of the capital invested up to a total loss.
―
The value of an investment in a db X-trackers UCITS ETF may go down as well as up
and past performance is not a guide to the future.
―
Investment in db X-trackers UCITS ETFs involve numerous risks including among
others, general market risks relating to the relevant index, credit risks on the provider of
index swaps utilised in the db X-trackers UCITS ETFs, exchange rate risks, interest rate
risks, inflationary risks, liquidity risks and legal and regulatory risks.
―
Not all db X-trackers UCITS ETFs may be suitable for all investors so please consult
your financial advisor before you invest in a db X-trackers UCITS ETF
―
db X-trackers UCITS ETFs following a direct replication investment policy, may engage
in securities lending. In these instances the db X-trackers UCITS ETFs face the risk of
the borrower not returning the securities lent by the db X-trackers UCITS ETF due to
e.g. a default situation and the risk that collateral received by the db X-trackers UCITS
ETFs may be liquidated at a value lower than the value of the securities lent out by the
db X-trackers UCITS ETFs.
―
Currency hedged share classes of db X-trackers UCITS ETFs will use derivatives to try
to reduce the effect of currency fluctuations between the currencies of the shares the db
X-trackers UCITS ETF is invested in and the currency of the Share Class (hedging).
This may not be effective and may prevent the db X-trackers UCITS ETF from benefiting
from an increase in value of (or expose the db X-trackers UCITS ETF to a decrease in
value of) a particular currency.
―
db X-trackers UCITS ETFs employing an indirect investment policy will use OTC
derivative transactions. There are appropriate arrangements in place to reduce the
exposure of the db X-trackers UCITS ETF to the counterparty, in some cases up to
100%, but there is no guarantee that such arrangements will be perfect and the
counterparty may lose up to 100% of its investment if the counterparty defaults.
―
db X-trackers UCITS ETFs may be unable to replicate precisely the performance of an
index.
―
An investment in a db X-trackers UCITS ETFs is dependent on the performance of the
underlying index less costs, but an investment is not expected to match that
performance precisely. There may be a tracking difference between the performance of
the db X-trackers UCITS ETFs and the underlying index e.g. due to the impact of fund
management fees and administrative costs among other things. The returns on the db
X-trackers UCITS ETFs may not be directly comparable to the returns achieved by direct
investment in the underlying assets of the db X-trackers UCITS ETFs or the underlying
index. Investors' income is not fixed and may fluctuate.
―
db X-trackers UCITS ETFs shares may be denominated in a currency different to that of
the traded currency on the stock exchange in which case exchange rate fluctuations
may have a negative effect on the returns of the fund.
―
The value of any investment involving exposure to foreign currencies can be affected by
exchange rate movements.
― Tax treatment of the db X-trackers UCITS ETFs depends on the individual circumstances
of each investor. The levels and bases of, and any applicable relief from, taxation can
change.
―
DB Affiliates significant holdings: Investors should be aware that Deutsche Bank or its
affiliates (“DB Affiliates”) may from time to time own interests in any individual db Xtrackers UCITS ETF which may represent a significant amount or proportion of the
overall investor holdings in the relevant db X-trackers UCITS ETF. Investors should
consider what possible impact such holdings by DB Affiliates may have on them. For
example, DB Affiliates may like any other Shareholder ask for the redemption of all or
part of their Shares of any Class of the relevant db X-trackers UCITS ETF in accordance
with the provisions of this Prospectus which could result in (a) a reduction in the Net
Asset Value of the relevant db X-trackers UCITS ETF to below the Minimum Net Asset
Value which might result in the Board of Directors deciding to close the db X-trackers
UCITS ETF and compulsorily redeem all the Shares relating to the db X-trackers UCITS
ETF or (b) an increase in the holding proportion of the other Shareholders in the db Xtrackers UCITS ETF beyond those allowed by laws or internal guidelines applicable to
such Shareholder.
―
db X-trackers shares purchased on the secondary market cannot usually be sold directly
back to the db X-trackers ETFs. Investors must buy and sell shares on a secondary
market with the assistance of an intermediary (e.g. a stockbroker) and may incur fees for
doing so. In addition, investors may pay more than the current net asset value when
buying shares and may receive less than the current net asset value when selling them.
Full disclosure on the composition of the db X-trackers UCITS ETF’s portfolio and information
on the Index constituents, as well as the indicative Net Asset Value, is available free of
charge at www.etf.deutscheawm.com . For further information regarding risk factors, please
refer to the risk factors section of the prospectus, or the Key Investor Information Document.
―
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Disclaimer
This information is communicated by Deutsche Bank Asset Management.
Deutsche Bank Asset Management is a trading name of Deutsche Bank AG.
Deutsche Bank AG is authorised under German Banking Law (competent
authority: European Central Bank and BaFin, Germany’s Federal Financial
Supervisory Authority) and in the United Kingdom, by the Prudential Regulation
Authority. It is subject to supervision by the European Central Bank and by BaFin,
Germany’s Federal Financial Supervisory Authority, and is subject to limited
regulation in the United Kingdom by the Prudential Regulation Authority and the
Financial Conduct Authority.
Deutsche Bank AG is a joint stock corporation with limited liability incorporated in
the Federal Republic of Germany, Local Court of Frankfurt am Main, HRB No. 30
000; Branch Registration in England and Wales BR000005 and Registered
Address: Winchester House, 1 Great Winchester Street, London EC2N 2DB.
Deutsche Bank AG, London Branch is a member of the London Stock Exchange.
(Details about the extent of our authorisation and regulation by the Prudential
Regulation Authority, and regulation by the Financial Conduct Authority are
available on request or from www.db.com/en/content/eu_disclosures.htm).
Financial Services Registration Number 150018.
© Deutsche Bank AG 2016.
This document is a financial promotion for the purposes of the FCA’s Handbook of
rules and guidance. This document is a ‘non-retail’ communication within the
meaning of the FCA’s rules and is directed only at persons satisfying the FCA’s
client categorization criteria for an eligible counterparty or a professional client.
This document is not intended for and should not be relied upon by a retail client.
This document is intended for discussion purposes only and does not create any
legally binding obligations on the part of Deutsche Bank AG and/or its affiliates
(“DB”). Without limitation, this document does not constitute an offer, an invitation
to offer or a recommendation to enter into any transaction. When making an
investment decision, you should rely solely on the final documentation relating to
the transaction and not the summary contained herein. DB is not acting as your
financial adviser or in any other fiduciary capacity with respect to this proposed
transaction. The transaction(s) or products(s) mentioned herein may not be
appropriate for all investors and before entering into any transaction you should
take steps to ensure that you fully understand the transaction and have made an
independent assessment of the appropriateness of the transaction in the light of
your own objectives and circumstances, including the possible risks and benefits of
entering into such transaction. You should also consider seeking advice from your
own advisers in making this assessment. If you decide to enter into a transaction
with DB, you do so in reliance on your own judgment. The information contained in
this document is based on material we believe to be reliable; however, we do not
represent that it is accurate, current, complete, or error free. Assumptions,
estimates and opinions contained in this document constitute our judgment as of
the date of the document and are subject to change without notice. Any projections
are based on a number of assumptions as to market conditions and there can be
no guarantee that any projected results will be achieved. Past performance is not a
guarantee of future results. DB may engage in transactions in a manner
inconsistent with the views discussed herein. DB trades or may trade as principal
in the instruments (or related derivatives), and may have proprietary positions in
the instruments (or related derivatives) discussed herein. DB may make a market
in the instruments (or related derivatives) discussed herein. Sales and Trading
personnel are compensated in part based on the volume of transactions effected
by them. The distribution of this document and availability of these products and
services in certain jurisdictions may be restricted by law. You may not distribute
this document, in whole or in part, without our express written permission.
DB SPECIFICALLY DISCLAIMS ALL LIABILITY FOR ANY DIRECT, INDIRECT,
CONSEQUENTIAL OR OTHER LOSSES OR DAMAGES INCLUDING LOSS OF
PROFITS INCURRED BY YOU OR ANY THIRD PARTY THAT MAY ARISE FROM
ANY RELIANCE ON THIS DOCUMENT OR FOR THE RELIABILITY, ACCURACY,
COMPLETENESS OR TIMELINESS THEREOF"
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