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I have been talking to exchange-traded fund (ETF) investors for more than a decade, and

when I mention the numerous benefits of the structure, I often hear “I don’t need

intraday liquidity, so that does not benefit me.” Well, I am here to tell you that

whether or not you utilize the intraday liquidity, it benefits all ETF investors.

 

The exchange listing, or “ET” part of “ETF,” is what allows this product to have

intraday liquidity. But the exchange listing also gives ETFs benefits over other product

wrappers, such as mutual funds, that are not listed. The exchange listing gives ETF

investors an extra avenue of liquidity, tax efficiency and the possibility to trade at

less than cost.

 

Here’s a question we are frequently asked: “What happens to ETF liquidity in times of

stress—in particular, fixed income ETFs?” My answer is that the ETF wrapper is not

magical; it is transparent and will reflect the stress that is going on in the

underlying asset class. However, because the ETF is exchange listed, it provides an

extra avenue of liquidity in addition to the liquidity provided by the underlying

securities in the ETF. This proves extremely useful during times of stress. For example,

in the fall of 2015, Third Avenue’s now fully liquidated mutual fund, Third Avenue

Focused Credit, was invested in extremely distressed debt. The high-yield bond market

seized, and the fund had to halt redemptions. While this occurred, many high-yield bond

ETFs continued to trade without error. Although spreads may have widened to reflect the

underlying stress, these ETFs went on to trade many multiples of their average daily

volumes for many months. Investors who needed high-yield exposure flocked to a

transparent meeting place that was functioning. The exchange gives the underlying asset

class another venue to trade on without having to transact in the underlying securities.

The exchange listing not only augments the liquidity profile of an ETF, but it also

provides a liquidity buffer in times of crisis.

 

A second key benefit of being exchange listed is that ETFs generally are more tax effici

ent than their mutual fund counterparts. This is due to two factors: the ability to

create and redeem (grow and shrink in size) through the in-kind mechanism, and the

ability to trade on exchange. The in-kind mechanism gives portfolio managers more

control over their tax lots. The ability to trade on exchange allows shares of the ETF

to be passed back and forth without necessarily creating turnover in the underlying

portfolio. In fact, an Investment Company Institute report notes that less than 10% of

the ETF average daily volume (ADV) translates into creation/redemptions, or trading

within the fund.1 Think about it; 90 % of the ADV of an ETF is changing hands without the

underlying portfolio trading. So, relative to nonlisted wrappers, on average, the ETF

fund trades 90% less, which reduces the opportunity to create capital gains. The extra

avenue to trade on exchange provides another buffer from constant trading within the

fund.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#liquidity
https://wisdomtree.com/blog/glossary#high-yield
https://wisdomtree.com/~/link.aspx?_id=CECD85B6EBEE468097A24AE07BA21059&_z=z
https://wisdomtree.com/blog/glossary#average-daily-volume
https://wisdomtree.com/blog/glossary#creation-and-redemption-process


 

A third important benefit of being exchange listed is that an ETF has the potential to

trade at  less than cost. That means an investor may be able to buy or sell an ETF for

less than if an investor were to buy or sell the underlying components on his or her

own. Because of the fact that, on average, only 10% of the ETF ADV results in trading

within the fund, the 90% that doesn’t require portfolio trading creates cost savings in

execution to the market maker. These cost savings are then passed on to the end investor

in the form of tighter spreads. In fact, Virtu (then called KCG) published a research

report saying that 90% of U.S. equity ETFs with U.S. equity underlying securities trade

tighter than the cost to buy or sell that collection of securities.2 A mutual fund

investor typically will not have that opportunity. The ability to congregate on exchange

provides the end investor with execution cost savings a majority of the time.

 

The exchange listing of an ETF provides a place away from the portfolio to trade

exposure of that investment strategy. This extra place to trade adds another dimension

to that investment strategy. Even if you’re a long-term holder of ETF and don’t need or

want to trade intraday and think ETFs aren’t for you, think again. The fact that the

intraday liquidity exists and these products are exchange traded provides the end

investor with enhanced liquidity, tax efficiency and a high possibility to execute that

strategy less than it would cost to buy the strategy yourself.

 

 

 

 

1Rochelle Antoniewicz and Jane Heinrichs, “A Look inside ETFs and ETF Trading,”

Investment Company Institute, 9/23/14.

2Phil Mackintosh, “ETFs Rarely Enter the Arb Zone,” Virtu Financial, 10/16/14.

Important Risks Related to this Article

Neither WisdomTree Investments, Inc., nor its affiliates, nor Foreside Fund Services,

LLC, or its affiliates provide tax advice. All references to tax matters or information

provided in this material are for illustrative purposes only and should not be

considered tax advice and cannot be used for the purpose of avoiding tax penalties.

Investors seeking tax advice should consult an independent tax advisor.

 

Foreside Fund Services, LLC, is not affiliated with the entities mentioned.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

High Yield : Sometimes referred to as “junk bonds,” these securities have a higher risk

of default than investment-grade securitie.

Average daily volume    : Average dollar amount traded over the course of a single

trading day.

Creation and Redemption Process     : The process whereby an ETF issuer takes in and

disburses baskets of assets in exchange for the issuance or removal of new ETF shares.
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