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Introduction

The recent Security and Exchange Commission (SEC) approvals of spot bitcoin exchange-

traded funds (ETFs) in the United States have dominated headlines. These listings undoubtedly
represent significant progress towards mainstream adoption of digital assets and the early
statistics around their launch are impressive. In the short time since listing, these ETFs have
already traded a stunning $21.7bn on US exchanges, seen total net inflows of $837mn into bitcoin
exposure, and represent over $25bn of investor assets®.

The reason these ETFs have been so impactful is because it can be difficult to make direct
investments in digital assets®. At best, investors need to manage wallet security, trading fees

and navigate multiple exchanges with differing reputations. That’s where physically backed
bitcoin exchange-traded products (ETPs) come in. The ETP wrapper offers a flexible, transparent,
and liquid way for investors to access cryptocurrency, with none of the complication and risk
associated with self-custody of crypto assets. Buying a crypto ETP can be as easy for investors

as buying any listed equity or fund and doesn’t involve further admin; this is all handled by the
issuer, with costs incorporated within transparent management fees and trading spreads.

What some non-US investors may not realise is that physically backed crypto ETPs offering spot
exposure, such as WisdomTree Physical Bitcoin (BTCW), have been available to buy in Europe
since 2019. While both the US and European equivalents were launched to provide a transparent
and liquid way to access bitcoin without the need to manage storage, there are some important
differences between the two.

Firstly, in terms of their legal structure and name itself (ETF vs ETP), but more importantly, the
way in which they function behind the scenes in what’s known as the ‘primary market’ where
financial entities known as Authorised Participants (APs) are able to create or redeem shares
directly with the issuer.

In the US, the SEC has mandated that bitcoin ETFs creations and redemptions must be processed
only by delivering cash in exchange for shares, whereas European ETPs are able to exchange
bitcoin themselves for shares in what’s known as an ‘in-kind’ transaction. In-kind transactions
can be significantly more efficient than cash - particularly when dealing with digital assets

such as bitcoin - and can have long-term implications on the performance, trading spreads and
security of the product that can have a sizeable effect on overall investor costs and returns over
time.

1 Source: Bloomberg, data as 24 January 2024.

2 Inthis paper we will focus specifically on bitcoin.
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Structure

Most US ETFs will be set up as a type of trust under the framework of a legal act called The
Securities Act of 1933. This act provides significant protection for US investors who want to
access single commodities such as physical spot products which don’t meet the diversification
or regular distribution sharing requirements of the better-known Investment Company Act of
1940 structure. Although US ETFs can provide exposure to single commodities, they can still
be referred to as a fund, even though in Europe this term is reserved for a diversified basket of
securities.

Conversely in Europe, single commodity exposures aren’t possible under the UCITS? framework
due to diversification requirements, amongst others. The typical structure therefore used to
access physical spot exposure to a single commodity has typically been via a perpetual debt
structure. This structure isn’t referred to as a fund, although it provides a similar investment
experience. It functions like a fund, has strong investor protections, maintains full transparency
of assets (in the case of WisdomTree Physical Bitcoin), and appoints an independent trustee who
holds the legal right to those assets and represents investor interests.

For most investors, the difference between an ETF and ETP represents small differences in legal
structure and regulatory rules between products intended for US and non-US investors. Just like
an ETF, an ETP such as WisdomTree Physical Bitcoin offers investors a flexible and liquid wrapper
that represents direct and transparent exposure to the underlying asset.

Cash vs in-kind creation and redemptions

Allinvestors in ETPs transact in the secondary market, better known as stock exchanges, either
directly as a professional investor or via their broker. An often-overlooked aspect of ETPs is their
function in the primary market. In the primary market, shares are created and redeemed to order
as needed on a daily basis* without any explicit limit and at their fair value by entities known

as APs. Authorised Participants are large, generally prominent financial entities that provide
liquidity and serve as a conduit between investors and the issuer. The creation/redemption
mechanism is extremely important to ETPs and ensures that they closely track the value of their
underlying assets throughout the trading day.

When create or redeem orders are placed, there must be a proportional increase or decrease of

underlying assets which the ETP represents exposure to. This part of the creation/redemption
process is incredibly important.

3 Undertakings for the Collective Investment in Transferable Securities.

4 APs place trades for ETP shares without any explicit limit and at their fair value.
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In general, there are two ways to accomplish this:

Cash - where APs or the issuer exchange cash for ETP shares in the event of a creation or
redemption.

\ In-kind - where APs or the issuer exchange the underlying assets themselves for ETP
R shares in the event of a creation or redemption.

While the overarching mechanism is the same as seen in the figures below, processing creations
in cash requires an extra step in the create/redeem flow.

Figure 1: Cash (US bitcoin ETFs)

1 Orderisdealtin 2 Tradeis executed 3 AP places order
secondary market with AP

: . , 5 Underlying assets are
4 Cashisdeliveredin traded by issuer via 6 Shares are created or

exchange forshares — exchange hot wallet, — > destroyed
splippage is charged

back to AP
7 Underlying assets and 8 Client receives or
ETP shares settle delivers shares

Figure 2: In-kind (WisdomTree Physical Bitcoin - BTCW)

1 Orderisdealtin 2 Tradeis executed 3 AP places order
secondary market with AP

4 Underlying assets are 5 Shares are created 6 Underlying assets and
delivered in exchange =™ > ordestroyed — > ETPshares settle
for shares (via cold
storage)

l

7 Client receives or
delivers shares
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While processing creation/redemption orders with cash only adds one step to the primary market
process, it has some important drawbacks for investors, particularly on ETPs providing exposure
to digital assets.

In the comparison below we have used WisdomTree Physical Bitcoin as an example of the
European ETP structure versus the US ETF structure.

Trading risks in the primary market
1. Slippage risk

When US ETF issuers accept cash orders, they must process them at the end-of-day net asset

value (NAV) of the ETF.

+ Asit’simpossible for the issuer to always trade at the actual NAV value, they must pass
slippage costs to APs. Slippage refers to the difference between the NAV of the ETP’s
underlying assets and the prices achieved when the issuer bought or sold them. In addition to
slippage, the issuer also needs to pay trading commissions.

+ These costs get passed back to the investor and result in uncertainty in execution costs for
APs, typically leading to higher spreads for investors. If these costs aren’t passed back, they
will impact the NAV which may in turn impact investment performance for shareholders.

By contrast, WisdomTree Physical Bitcoin never charges any slippage or trading costs given

trades aren’t settled in cash.

+ Rather than the issuer taking cash and buying or selling bitcoin on behalf of the ETP, APs
source the bitcoin themselves.

+ This means that APs can more efficiently use any existing bitcoin in inventory, and the trading
is done by the best firms in the world, likely translating into lower spreads for investors.

2. Prolonged settlement of creations

Because US ETFs need to process cash orders and then execute them by trading bitcoin, they

can’t settle primary market orders on a T+0 basis.

+ WisdomTree Physical Bitcoin can settle T+0 as shares can be issued once bitcoin is delivered,
which is effectively instantaneous. (T+0 settlement is currently only possible for creations
because the issuer needs to receive shares from a redemption order in advance of releasing
the corresponding bitcoin).

+ T+0 settlement for primary market orders can mean lower financing costs for market makers
and APs, and less settlement risk, typically translating into lower spreads for investors.

3. Hot wallet trading

US ETFs can’t accept bitcoin in-kind, so they need to purchase or sell bitcoin to process a creation
or redemption order, usually on a cryptocurrency exchange. This requires a hot wallet in order
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to trade the bitcoin which represents a potential security risk as hot wallets are internet-enabled
and more susceptible to hacking or theft.

By comparison, WisdomTree Physical Bitcoin doesn’t use an intermediary hot wallet and only
accepts orders via cold storage transfer. Cold storage refers to a secure digital wallet that isn’t
internet-enabled, significantly reducing the risk of hacking or theft. Private keys are held offline
and there are geographic, environmental, human and device redundancies in place.

Conclusion

In summary, while the primary market creation/redemption process isn’t something that clients
deal with directly, it plays an important role in product performance and structure. The ability to
create and redeem in-kind, and the implications of being restricted to cash orders is something
that investors should be aware of when choosing an appropriate ETP - particularly with digital
asset ETPs.

Figure 3: Structural comparison of European ETPs and US ETFs

Primary Market US Bitcoin ETFs WisdomTree Physical Bitcoin ETP
Creation/Redemption mechanism Cash only In-kind only
Hot wallet transfer Yes No
Slippage on orders Yes No
Cold storage transfer No Yes
Always 100% physical bitcoin No Yes
T+0 settlement possible No Yes (creations only)
Glossary

Secondary market: Stock exchanges where end investors access (buy and sell) shares of ETPs
either directly or via a broker.

Primary market: The environment where APs create or redeem shares of an ETP directly with the
issuer. The primary market is restricted to APs and can’t be accessed by other entities.

Authorised participants: Large, generally prominent financial entities who have signed legal
agreements with the issuer and meet specific requirements in order to create or redeem shares
of the ETP directly with the ETP issuer.
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Hot wallet: An internet-enabled and online digital wallet.
Cold wallet: A digital wallet that isn’t internet-enabled and is stored in a secure way.

Cash: A method of transfer within the primary market where APs or the issuer exchange cash for
ETP shares in the event of a creation or redemption.

In-kind: A method of transfer within the primary market where APs or the issuer exchange the
underlying assets themselves for ETP shares in the event of a creation or redemption.

Slippage: The difference between the NAV of the ETP’s underlying assets and the prices achieved
when the issuer bought or sold them.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by
the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United
Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree”
(as applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. Past performance is not a reliable indicator of future
performance. Any historical performance included in this document may be based on

back testing. Back testing is the process of evaluating an investment strategy by applying
it to historical data to simulate what the performance of such strategy would have been.
Back tested performance is purely hypothetical and is provided in this document solely

for informational purposes. Back tested data does not represent actual performance and
should not be interpreted as an indication of actual or future performance. The value of any
investment may be affected by exchange rate movements. Any decision to invest should

be based on the information contained in the appropriate prospectus and after seeking
independent investment, tax and legal advice. These products may not be available in your
market or suitable for you. The content of this document does not constitute investment
advice nor an offer for sale nor a solicitation of an offer to buy any product or make any
investment.

An investment in exchange-traded products (“ETPs”) is dependent on the performance of the
underlying index, less costs, but it is not expected to match that performance precisely. ETPs
involve numerous risks including among others, general market risks relating to the relevant
underlying index, credit risks on the provider of index swaps utilised in the ETP, exchange rate
risks, interest rate risks, inflationary risks, liquidity risks and legal and regulatory risks.

The information contained in this document is not, and under no circumstances is to be
construed as, an advertisement or any other step in furtherance of a public offering of shares in
the United States or any province or territory thereof, where none of the issuers or their products
are authorised or registered for distribution and where no prospectus of any of the issuers has
been filed with any securities commission or regulatory authority. No document or information
in this document should be taken, transmitted or distributed (directly or indirectly) into the
United States. None of the issuers, nor any securities issued by them, have been or will be
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registered under the United States Securities Act of 1933 or the Investment Company Act of 1940
or qualified under any applicable state securities statutes.

This document may contain independent market commentary prepared by WisdomTree based
on publicly available information. Although WisdomTree endeavours to ensure the accuracy

of the content in this document, WisdomTree does not warrant or guarantee its accuracy or
correctness. Any third-party data providers used to source the information in this document
make no warranties or representation of any kind relating to such data. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may change.
Neither WisdomTree, nor any affiliate, nor any of their respective officers, directors, partners, or
employees accepts any liability whatsoever for any direct or consequential loss arising from any
use of this document or its contents.

This document may contain forward looking statements including statements regarding our
belief or current expectations with regards to the performance of certain assets classes and/or
sectors. Forward looking statements are subject to certain risks, uncertainties and assumptions.
There can be no assurance that such statements will be accurate and actual results could differ
materially from those anticipated in such statements. WisdomTree strongly recommends that
you do not place undue reliance on these forward-looking statements.

WisdomTree Issuer X Limited

The products discussed in this document are issued by WisdomTree Issuer X Limited (the
“Issuer”). Investors should read the prospectus of the Issuer before investing and should refer to
the section of the prospectus entitled “Risk Factors” for further details of risks associated with an
investment in the securities offered by the Issuer.

Securities issued by the Issuer are direct, limited recourse obligations of the Issuer alone and
are not obligations of or guaranteed by any of Swissquote Bank Ltd (“Swissquote”), Coinbase
Custody Trust Company LLC (“Coinbase”), any of their affiliates or anyone else or any of their
affiliates. Each of Swissquote and Coinbase disclaims all and any liability whether arising in tort,
contract or otherwise which it might have in respect of this document or its contents otherwise
arising in connection herewith.

The product discussed in this document is an unregulated ETP, approved to trade on the SIX
Swiss Exchange in Switzerland, Euronext Paris, Euronext Amsterdam and the Deutsche Borse
Xetra in Germany. Cryptocurrencies are a high-risk investment and may not be suitable for

all types of investor. Prospective investors should be aware that the price of the underlying
asset(s) by which the securities are secured can demonstrate higher volatility than other asset
classes and consequently the value of the securities may be extremely volatile. You must
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ensure that the nature, complexity and risks associated with cryptocurrencies are suitable for
your objectives in light of your circumstances and financial position.

CF BENCHMARKS LTD DATA IS USED UNDER LICENSE AS A SOURCE OF INFORMATION FOR
CERTAIN WISDOMTREE PRODUCTS. CF BENCHMARKS LTD, ITS LICENSORS AND AGENTS HAVE
NO OTHER CONNECTION TO WISDOMTREE PRODUCTS AND SERVICES AND DO NOT SPONSOR,
ENDORSE, RECOMMEND OR PROMOTE ANY WISDOMTREE PRODUCTS OR SERVICES. CF
BENCHMARKS ITS LICENSORS AND AGENTS HAVE NO OBLIGATION OR LIABILITY IN CONNECTION
WITH THE WISDOMTREE PRODUCTS AND SERVICES. CF BENCHMARKS ITS LICENSORS AND
AGENTS DO NOT GUARANTEE THE ACCURACY AND/OR THE COMPLETENESS OF ANY INDEX
LICENSED TO WISDOMTREE AND SHALL NOT HAVE ANY LIABILITY FOR ANY ERRORS, OMISSIONS,
OR INTERRUPTIONS THEREIN.

Notice to Investors in Switzerland - Qualified Investors
This document constitutes an advertisement of the financial product(s) mentioned herein.
The prospectus and the key investor information documents (KIID) are available from

WisdomTree’s website: https://www.wisdomtree.eu/en-ch/resource-library/prospectus-and-
regulatory-reports

For Investors in Monaco: This communication is only intended for duly registered banks and/or
licensed portfolio management companies in Monaco. This communication must not be sent to
the public in Monaco.
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