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GETTING PERSONAL: Stock Declines Boost Bond ETFs' Popularity

By Ian Salisbury

A DOW JONES NEWSWIRES COLUMN

NEW YORK (Dow Jones)--Amid the upheaval of the bear market, one type of investment has come into its own: bond ETFs.

Exchange-traded index funds that hold bonds may pose a cheaper, more diversified investment than individual bonds, but there are some downsides, including lingering questions about how well the products track their indexes.

These funds are a relatively recent invention, first emerging in 2002. In large part that's because it's much harder for funds to track bond prices than stock prices.

As investors have grown hungry for anything that offers steadier returns than stocks, interest in these ETFs has exploded. At the start of 2007, just six bond ETFs, with $21 billion in assets, existed on the market. By the end of January, the number had ballooned to 66 with more than $62 billion.

Three Barclays PLC (BCS) iShares bond funds now rank among the 10 largest ETFs, including iShares Barclays TIPS Bond (TIP) with more than $10 billion in assets, according to data from the National Stock Exchange and the Investment Company Institute.

And more bond ETFs continue to roll out. State Street Corp. (STT) launched a long-term credit fund Wednesday. Barclays opened another two funds in January, and bond fund giant Pacific Investment Management Co., or Pimco, also plans to offer a fund.

Amid the market turmoil last October, many bond ETFs stopped trading at prices that reflected the value of their underlying holdings, breaking one of ETFs' key promises to investors. But investors seem to have accepted the ETF industry's explanation - that underlying bond prices were themselves unreliable - or just swallowed the uncertainty.

Bond "ETFs do not work as well as stock ETFs or as well as advertised," says independent fund consultant Paul Mazzilli. "But for individual investors they work a lot better than buying individual bonds."

iShares iBoxx $ High Yield Corporate Bond (HYG) has grown to about $2 billion from just $350 million a year ago, even though prices remain unpredictable. As recently as Thursday it was trading at a premium of 3.2%. That kind of discrepancy may not hurt investors, as long as those who buy at a premium can also sell at a premium. But there's no guarantee that will happen, especially if they hold the fund for a long time.

By another measure the fund appears to trade much more smoothly. The High Yield Corporate Bond ETF's trading spread - the difference between prices quoted for investors who wanted to buy and those who wanted to sell - on Thursday was only a penny, or about 0.015% of the value of a share.

That's much lower than the trading spreads small investors can get on individual corporate bonds. To check these, Merritt Island, Fla., financial adviser Steven Podnos called the bond trading desk at his custodian Thursday at the behest of Dow Jones Newswires. The trading spread he was offered on a five-year bond from AT&T Inc. (T) was about 3%.

Of course, bond ETFs also involve other costs, including both trading commissions like those of stocks and management fees like mutual funds. The average expense ratio of bond ETFs is 0.25%, according to fund researcher Morningstar Inc.

Moreover, unlike individual bonds, bond ETFs never mature as they continually buy new bonds, so investors can't count on a fixed income stream and can lose part of their original investment if interest rates rise. Investors can lose money trading individual bonds too, but, barring a default, they can count on getting back their principal if they hold a bond to maturity.

Podnos says he typically buys bond funds like ETFs for his clients instead of individual bonds for another reason: diversification. With so many once-mighty companies humbled by the credit crisis - the latest casualty General Electric Co. (GE) lost its triple-A rating from Standard & Poor's Thursday - the issue is at the front of many investors' minds.

(Ian Salisbury is a Getting Personal columnist who writes about personal finance; he covers topics including exchange-traded funds and separately managed accounts. He can be reached at 201-938-5219 or by email at ian.salisbury@dowjones.com.)
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