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KEYS TO THE BEGINNING OF A RECOVERY: 
 

1. The Real Estate market must stabilize.  If not reversing, at least not continuing to fall. NEW 
HOUSING STARTS UP this past Spring and Summer because of seasonal factors but 
inventory still huge!  The Nationwide COMMERCIAL COLLAPSE IS JUST BEGINNING! 

 
2. Unemployment must stabilize.  If not reversing, at least not continuing to rise.   Last report 

was lower!  IT’S ACTUALLY WORSE as a “%,” Back to near 10%  -  BUT IT CONTINUES TO 
MOUNT @ OVER 500,000+ weekly. 

 
3. Corporate Earnings (profits) must stabilize.  If not reversing, at least not continuing to fall.   

SOME POSITIVE SIGNS but mainly in TECHNOLOGY. 
 
4. Banks must begin to make loans again (especially to small businesses and potential home 

owners…albeit under ancient premises of buyers being qualified and of all things, a down-
payment!  Lots of “hoopla” from the mega banks, but it appears that there’s no real 
progress.  They’re “hoarding” any cash they can get their hands on.  And now here comes 
the Regional problems compounded by PRIME loan and Alt-A resets! 

 
5. The DOLLAR has to decline. It’s started for REAL! 

 
6. Auto sales must stabilize at some NEW level.  Maybe started! 

 
7. The consumer must get “back in the game of consumin’” NO WAY! 

 
  ANALYSIS OF THE ABOVE:  No Real Hope YET! –11/9/2009 

 
 

Bond ETFs and Their Problems 
 

By Scott Burns, Director of ETF Analysis at Morningstar 
 
 

A lot of noise has been made recently about the trouble that bond ETFs have 
been having when it comes to tracking their respective indexes. It takes two to 
create tracking error: an ETF and its index. So, how come all the focus is on the 
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bond ETF? The indexes certainly play a part in these deviations and maybe, just 
maybe, in the end, the index is wrong and not the ETF. 
 
For anyone not familiar with bond indexes and how they are constructed and 
calculated, there are a few things that distinctly set them apart from equity 
indexes. The most important being that, with equity indexes, you can generally 
expect the underlying securities to be liquid.  
 
That is, they trade every day, and what that really means is that you have market-
driven price discovery for stocks every day. So, calculating the proper value of an 
equity index is usually a pretty straightforward exercise. You weight the stocks 
according to the index methodology (market capitalization being the most 
common), multiply that by the market-driven price, and sum the results. 
 
Bonds, on the other hand, are not always as liquid as stocks--and there lies the 
rub. Once you get outside of Treasury securities or the largest of investment-
grade issues, the trading volumes in single-issue bonds begin to drop 
precipitously.  
 
It is not uncommon at all for bonds to go days or weeks without transacting.  For 
less-liquid areas of the fixed-income market, such as municipal bonds or junk 
bonds, the lack of trading is more the rule rather than the exception. 
 
This lack of frequent market trades leads to stale pricing on the individual bonds, 
and an index with stale-priced underlying holdings is a stale index. Of course, the 
index providers are aware of this and use all manner of complicated techniques 
to interpolate more current prices on these bonds. The general term for this 
estimation approach is matrix pricing. 
 
So, on one hand, we have liquid ETFs that are trading millions of dollars a day, 
tracking an index that is composed of some "real" prices and some estimated 
ones. They disagree with each other--creating tracking error.  
 
Tracking error can manifest either as premiums and discounts to the net asset 
value or from performance that deviates from the index performance. Is the index 
right or is the ETF? An index purist would say that the index is correct and that 
the ETF has failed to capture the index returns because of bad sampling or poor 
portfolio management.  
 
An efficient-market purist would say that the ETF is right because it is trading 
every day and the price of the ETF reflects real market-driven sentiment about the 
value of the holdings. 
 
I am more of an efficient-market guy, so I'll take the ETF in this fight. In fact, I'll go 
so far as to say that the advent and rise in popularity of fixed-income ETFs has 
actually exposed just how bad of a job bond indexes do when it comes to 



 3 

generating trustworthy prices. Even in the darkest days of October 2008, when 
the bond market for all practical purposes ceased functioning, ETFs continued to 
trade and price every second of the day.  
 
Of course, because the indexes on many bond products couldn't price securities, 
ETFs appeared to trade at massive premiums or discounts depending on the day. 
What rational investor can really say in this most extreme of circumstances that 
the product that continued to trade was the party that was wrong? It is an 
impossible argument that could only lead you to the conclusion that the bond 
indexes are incorrect, un-investable, or some combination of the two. 
 
Those of you who think that the ramifications of bond indexes being broken are 
limited to ETFs should think again. At least with a bond ETF you can see the 
disconnect and decide for yourself. Think about how you purchase a mutual fund. 
You place your order and you receive shares at the NAV. Remember, that matrix 
pricing isn't only used for indexes--active fixed-income managers likewise need 
to use matrix pricing to calculate the NAV value of a fund if a holding hasn't 
traded that day. 
 
Well, what if I'm correct and the matrix pricing models used to price the holdings 
of your fund don't work as well as everyone has thought over the past several 
decades? At what price did you really buy or sell that fund, and was it an accurate 
reflection of the real value being transacted?  
 
If you believe that market-driven prices are the only source of "true" price 
information, then the answer is that you have no idea what the market value of 
the open-end bond mutual fund is. I often wonder how much money incorrectly 
transacted hands in October 2008 when people were buying and selling 
municipal-bond mutual funds and high-yield mutual funds when the ETFs were 
trading at such severe premiums and discounts.      
 
lot of noise has been made recently about the trouble that bond ETFs have been 
having when it comes to tracking their respective indexes. It takes two to create 
tracking error: an ETF and its index. So, how come all the focus is on the bond 
ETF? The indexes certainly play a part in these deviations and maybe, just 
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according to the index methodology (market capitalization being the most 
common), multiply that by the market-driven price, and sum the results. 
 
Bonds, on the other hand, are not always as liquid as stocks--and there lies the 
rub. Once you get outside of Treasury securities or the largest of investment-
grade issues, the trading volumes in single-issue bonds begin to drop 
precipitously.  
 
It is not uncommon at all for bonds to go days or weeks without transacting. For 
less-liquid areas of the fixed-income market, such as municipal bonds or junk 
bonds, the lack of trading is more the rule rather than the exception. 
 
This lack of frequent market trades leads to stale pricing on the individual bonds, 
and an index with stale-priced underlying holdings is a stale index. Of course, the 
index providers are aware of this and use all manner of complicated techniques 
to interpolate more current prices on these bonds. The general term for this 
estimation approach is matrix pricing. 
 
So, on one hand, we have liquid ETFs that are trading millions of dollars a day, 
tracking an index that is composed of some "real" prices and some estimated 
ones. They disagree with each other--creating tracking error. Tracking error can 
manifest either as premiums and discounts to the net asset value or from 
performance that deviates from the index performance. Is the index right or is the 
ETF?  
 
An index purist would say that the index is correct and that the ETF has failed to 
capture the index returns because of bad sampling or poor portfolio 
management. An efficient-market purist would say that the ETF is right because it 
is trading every day and the price of the ETF reflects real market-driven sentiment 
about the value of the holdings. 
 
I am more of an efficient-market guy, so I'll take the ETF in this fight. In fact, I'll go 
so far as to say that the advent and rise in popularity of fixed-income ETFs has 
actually exposed just how bad of a job bond indexes do when it comes to 
generating trustworthy prices.  
 
Even in the darkest days of October 2008, when the bond market for all practical 
purposes ceased functioning, ETFs continued to trade and price every second of 
the day. Of course, because the indexes on many bond products couldn't price 
securities, ETFs appeared to trade at massive premiums or discounts depending 
on the day.  
 
What rational investor can really say in this most extreme of circumstances that 
the product that continued to trade was the party that was wrong? It is an 
impossible argument that could only lead you to the conclusion that the bond 
indexes are incorrect, un-investable, or some combination of the two. 
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Those of you who think that the ramifications of bond indexes being broken are 
limited to ETFs should think again. At least with a bond ETF you can see the 
disconnect and decide for yourself.  
 
Think about how you purchase a mutual fund. You place your order and you 
receive shares at the NAV. Remember, that matrix pricing isn't only used for 
indexes--active fixed-income managers likewise need to use matrix pricing to 
calculate the NAV value of a fund if a holding hasn't traded that day. 
 
Well, what if I'm correct and the matrix pricing models used to price the holdings 
of your fund don't work as well as everyone has thought over the past several 
decades?   At what price did you really buy or sell that fund, and was it an 
accurate reflection of the real value being transacted?  
 
If you believe that market-driven prices are the only source of "true" price 
information, then the answer is that you have no idea what the market value of 
the open-end bond mutual fund is. 
 
 I often wonder how much money incorrectly transacted hands in October 2008 
when people were buying and selling municipal-bond mutual funds and high-
yield mutual funds when the ETFs were trading at such severe premiums and 
discounts. 
 
-END 

 

 

All of our past Newsletters are available on our Website at: 
 

www.fedderngroup.com 

 
We continue to receive more and more inquiries about our Down-side Risk Management disciplines along with our 

group of recommended money managers. We appreciate your “referrals.”  It’s the main way we continue to build 

our business.  

 Call us anytime:  502.442-0363 Direct    800/258-1502 Toll Free     502/442-0365 Fax     502/552-2049 Cell 

 
This document represents our views at the time of publication.  The document has been prepared as information for our clients, prospects, and 

friends and it is not a recommendation to buy or sell any particular security or to adopt any investment strategy. Our views are subject to change 

without notice to the recipients of this document. This material has been prepared using sources of information generally believed to be reliable.   

 

*No representation can be made as to its accuracy. The forecasts (if any) in this piece may not actually come to pass. 


