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UNDERSTANDING SECURITIES LENDING IN ETFS

A well-run index fund is typically characterized by its ability to effectively track its index, lagging only by the amount of
its expense ratio. In theory, it should not be possible for an index fund to come any closer to its benchmark’s return--but
some do, including funds that utilize full replication of their index’s holdings. A handful of funds even beat their benchmark
while perfectly replicating its holdings. How can this be? In many cases, this is an example of securities lending at work.

Here is the inner workings of securities lending, but the highly simplified version: An exchange-traded fund lends out
shares of its holdings to another party and charges a rental fee. Running a securities-lending program is another way for
an ETF provider to wring more return out of a fund’s holdings. Revenue from these programs is used to offset a fund'’s
expenses, which allows the provider to charge a lower expense ratio and/or tighten the performance gap between an ETF
and its benchmark. Active managers sometimes balk at the idea of participating in securities lending because they dislike
facilitating another party betting against their holdings. Index ETFs, however, are passively managed and have no such
qualms. Most large ETF providers run a securities-lending program, because not doing so leaves cash on the table. It’s not
a risk-free enterprise, however.

VARYING DEGREES OF SUCCESS

Some ETFs are able to bring in a surprisingly large amount of revenue through their lending programs. ETFs that hold
less-liquid assets, such small caps, international stocks, and deep-value stocks, have the potential to use securities-lending
revenue to help offset the costs of running the fund. Some funds are able to use securities lending to recoup a few
percentage points of its expense ratio, whereas other funds are able to recover more than 100% of the fund’s operating
costs. Let’s look at three examples.

Among small-cap ETFs, one example is the Vanguard Small-Cap ETF (VB), which charges a 0.10% expense ratio and uses
full replication, meaning that it holds all the stocks in its underlying index. Since its inception, VB’s annualized performance
has beaten its benchmark because of significant securities-lending revenue. Another example is the iShares Russell 2000
ETF (IWM), which has beaten its index in 2013 and 2012, and has trailed by less than its expense ratio during the last 10
years. In the past year, IWM’s securities-lending revenue was greater than its expenses, offsetting its relatively higher 0.24%
expense ratio. IWM’s 2013 annual report showed that it generated $45.6 million in securities-lending income, which was
more than enough to offset the fund’s expense ratio.

Funds that track large-cap securities have less opportunity to profit. A recent report shows that last year there was a
tremendous supply of large-cap U.S. equities offered for loan, but not significant demand. iShares Core S&P 500 ETF (IVV),
which is allowed to engage in securities lending (unlike the SPDR S&P 500 (SPY), which is structured as a unit investment
trust), generated enough securities-lending income to offset about 13% of the fund’s expense ratio--far less than the small-
cap ETFs are able to do, but enough to bring its performance even closer to its benchmark’s.

HOW IT ALL WORKS

There are a handful of reasons one may want to borrow a security, but chief among them is to “short” a stock. Securities
lending is an integral part of the process of shorting a stock: For the process to take place, there must be stockholders
willing to loan out their shares. Many different entities loan out stock, such as insurance companies, broker-dealers, and
pension funds. ETFs (and mutual funds, to a lesser extent) also participate. ETFs do not necessarily keep all the proceeds
from securities-lending programs. Various fund providers take their cut of the revenue, and the split can vary. Vanguard
returns all profit back to its funds after fees. iShares takes 20% to 30% of revenue (recently lowered from 35%), and State
Street takes 15%.
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NOT WITHOUT ITS RISKS

Securities lending is not risk-free. Loaned shares are also subject to the possibility of counterparty risk, or the risk that
the borrower won’t follow through with its obligation to return shares. Almost all ETF providers disclose very minimal
information about their programs, which means investors could be taking on more risk in their portfolio than meets the
eye. There are several cases of fund providers being sued by investors for not sufficiently disclosing risks and then losing
money. A notable example was Lehman’s bankruptcy, which meant entities that loaned securities to Lehman never saw
their holdings again.
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CONCLUSION

WT Wealth Management performs due diligence on thousands of ETF’s each year looking for the slightest edge in order
to maximize tracking correlations and increase shareholder value. While the lending procedures of an ETF provider will
never be sole the factor in our ETF selection process it is one small advantage that the professionals at WTWM search for
in order to provide unprecedented value to our clients.

DISCLOSURE

An investment in the fund(s) is not insured or guaranteed by the Federal Deposit Insurance Corporation or any other
government agency.

Any opinions expressed are the opinions of WT Wealth Management and its associates only. Information is neither an offer
to buy or sell securities nor should it be interpreted as personal financial advice. You should always seek out the advice
of a qualified investment professional before deciding to invest. Investing in stocks, bonds, mutual funds and ETF’s carry
certain specific risks and part or all of your account value can be lost.

In addition to the normal risks associated with investing, narrowly focused investments, investments in smaller companies,
sector ETF’s and investments in single countries typically exhibit higher volatility. International and Emerging Market
ETF’s investments may involve risk of capital loss from unfavorable fluctuations in currency values, from differences in
generally accepted accounting principles or from economic or political instability in other nations. Emerging markets
involve heightened risks related to the same factors as well as increased volatility and lower trading volume. Bonds and
bond funds will decrease in value as interest rates rise. A portion of a municipal bond fund’s income may be subject to
federal or state income taxes or the alternative minimum tax. Capital gains, if any, are subject to capital gains tax.
Diversification and asset allocation may not protect against market risk or a loss in your investment.

At WT Wealth Management we strongly suggest having a personal financial plan in place before making any investment
decisions including understanding your personal risk tolerance and having clearly outlined investment objectives.

WT Wealth Management is a registered investment adviser located in Jackson, WY. WT Wealth Management may only
transact business in those states in which it is registered, or qualifies for an exemption or exclusion from registration
requirements. Any subsequent, direct communication by WT Wealth Management with a prospective client shall be
conducted by a representative that is either registered or qualifies for an exemption or exclusion from registration in the
state where the prospective client resides. For information pertaining to the registration status of WT Wealth Management,
please contact the state securities regulators for those states in which WT Wealth Management maintains a registration
filing.

A copy of WT Wealth Management’s current written disclosure statement discussing WT Wealth Management’s business
operations, services, and fees is available at the SEC’s investment adviser public information website - www.adviserinfo.sec.
gov or from WT Wealth Management upon written request. WT Wealth Management does not make any representations
or warranties as to the accuracy, timeliness, suitability, completeness, or relevance of any information prepared by any
unaffiliated third party, whether linked to WT Wealth Management’s web site or incorporated herein, and takes no
responsibility therefor. All such information is provided solely for convenience purposes only and all users thereof should
be guided accordingly.
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