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U.S. Bond ETFs Resilient on August 24

Some observers have suggested that equity market volatility on August 24, 2015, spilled
over into other markets and products, in particular to bond exchange-traded funds (see, for
example, Bank of England Einancial Stability Paper, no. 34, October 2015, pages 26 and
27). In our analysis of the events of that morning, we conclude that U.S. bond ETFs were
resilient and largely immune to the turmoil in the equity markets.

As was widely reported in the media, a markdown in global economic prospects led to
substantial selling pressure in U.S. equity markets on the morning of August 24. This order
imbalance revealed weaknesses in the structure of equity markets that affected some
domestic equity ETFs as well as some large, well-known U.S. stocks. As a result of these
market structure vulnerabilities, the arbitrage mechanism for some domestic equity ETFs
was temporarily impaired, leading them to trade at abnormal discounts to the estimated
value of their underlying securities for about an hour that morning (see the blue line in the
first chart below).

When we examine the behavior of comparably sized domestic bond ETFs during that
tumultuous period on August 24, we see no apparent spillover from the equity market to
the market for bond ETFs. In fact, the average estimated discount for these domestic bond
ETFs remained in a narrow range throughout the entire day (see the orange line in the first
chart below).

In addition, U.S. bond ETFs consistently traded at a discount immediately before and after
Monday, August 24 (see the second chart below). The average discount over the day is
slightly larger on August 24 (15 basis points) than on August 21 (5 basis points) and August
25 (6 basis points). But, this pattern is consistent with changes in bond markets in general.
For example, credit spreads widened a bit on August 24 and partially reversed on August
25 as indicated by the options-adjusted spread on the Barclays U.S. Aggregate Bond Index
(a benchmark index commonly used to assess performance of bond portfolios).

Nevertheless, even if one believed the spillover hypothesis, a minor 10-basis-point increase
in the average discount over the day showed, in our opinion, how resilient bond ETFs were
on August 24.

No Apparent Spillover from Domestic Equity ETFs to Domestic Bond ETFs on August 24
Minute-by-minute average premium/discount® of domestic equity and bond ETFs with $5 billion or
more in total net assets?

Percent


https://icinew-stage.ici.org/taxonomy/term/3294
http://www.bankofengland.co.uk/financialstability/Documents/fpc/fspapers/fs_paper34.pdf

1 Simple average; estimated premium/discount for each ETF is calculated as the percent
difference between its last traded price and its intraday indicative value.

2 Consists of 50 domestic equity ETFs and 15 domestic bond ETFs.
Source: ICI calculations of Bloomberg data

Domestic Bond ETFs Traded at Slight Discount Before and After August 24
Minute-by-minute average premium/discount® of domestic equity and bond ETFs with $5 billion or
more in total net assets?

Percent

1 Simple average; estimated premium/discount for each ETF is calculated as the percent
difference between its last traded price and its intraday indicative value.

2 Consists of 15 domestic bond ETFs.

Source: ICI calculations of Bloomberg data
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