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In 1988, the book Market Wizards by Jack Schwager was published. It introduced investors

to a group of traders, many of whom would become household names in the financial

markets and still are to this day. Exchange-Traded Funds (ETFs) are still reasonably

young investment products, but they are changing the nature of trading in the markets.

When investors utilize ETFs in their portfolios, they are interacting either directly or

indirectly with an ETF trader. At WisdomTree, we believe that helping our investors

understand the markets and the ways to trade ETFs efficiently is paramount to the

customer experience. We work extensively with the ETF trading community to ensure a good

experience when investing in our products. Today we want to introduce you to the new

market wizards . Over the next several weeks, we'll bring you a series of interviews

with people who have many years of experience trading and educating clients on ETFs.

They have seen the industry grow and evolve and are considered experts in their field.

They trade for all manner of client types and trading strategies and have valuable

insight into best trading practices. You'll learn what they think works and what they

wish customers would do differently, which tools they have and wish they had, and how

they think ETF trading will evolve in the future. This is the beginning of a deeper dive

into ETF trading and mechanics. As always, we welcome your questions and feedback. In

this first edition of the series, Zach Hascoe, Director, Capital Markets – WisdomTree

Europe Ltd, speaks with Chris Hempstead of KCG. Chris is the Head of ETF Sales for KCG

and leads the company’s team serving institutions and issuers with their ETF trading,

liquidity and market intelligence needs. Prior to joining KCG in 2013, Chris served as a

key member of the WallachBeth Capital ETF cash desk, guiding clients in the design and

implementation of ETF trading strategies.   Zach Hascoe: Tell us a little about     

yourself and your business. Let’s start off by explaining your firm.           Chris

Hempstead: KCG is a leading independent securities firm offering investors a range of

services designed to address trading needs across most asset classes and product types.

The firm combines advanced technology with exceptional client service across market

making and agency execution. KCG has multiple access points to trade global equities,

fixed income, currencies and commodities via voice or automated execution.   ZH: What

services do you provide? CH: Our ETF trading team offers clients agency and pricipal

facilitation across all ETF sponsors, in all ETFs, in the Americas and Europe. We also

offer creation/redemption in the primary market, which allows institutional investors an

alternative path to ETF exposure. We’re lead market maker in well over 650 ETFs, which

gives us considerable insight into their valuation and how they trade.   ZH: Describe

your client base and your experience.      CH: We serve a wide range of professional

investment firms that may require ETF trading, liquidity and expertise, from mutual

funds, pension funds and hedge funds, to broker-dealers and Registered Investment

Advisors (RIAs). I started trading ETFs on the floor of the exchange as a specialist

whose primary role was to ensure fair and orderly markets. Over the years, as trading

technology and market making evolved, I too evolved into a client-facing execution

specialist whose primary role is to—again—ensure fair and orderly executions for our

clients.   ZH: Give an example of a trading/execution strategy you have developed

with a client.   CH: Many clients still have a tendency to trade in the markets by
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simply asking for an offer and reacting through “market orders.” But execution strategy

is important, so I help clients understand the market conditions that would make a

“working order,” or an order worked in the market by an algorithm, the better way to

lower trading costs and market impact. There are many ways to enhance the execution

experience, including agency creation and redemption, portfolio netting and intraday net

asset value, or INAV, trading.   ZH: What do you wish you had available as an ETF

trader that would help you and your clients? CH: Other than a crystal ball, we are

always looking for ways to improve our trading platform so that we can offer more

competitive execution to the clients. KCG has an incredible team of quantitative

analysts and technologists who work with the traders to build and enhance the systems as

market structure and market conditions change. If there is something on my wish list, I

can assure you that someone at KCG is working on building it for us.   ZH: What do you

wish clients would do better? CH: Our clients get the most value out of our team by

asking questions before they need to trade. Having thoughtful discussions about products

and trade ideas in advance of actually trading them helps all the parties involved get a

better sense of the costs involved in trading. That level of collaboration and shared

insight is invaluable.   ZH: What do you think the future of ETF trading will look

like? CH: It is hard to imagine a more efficient marketplace than the one that exists

today. That said, I think there will be more competition going forward, which could lead

to even tighter spreads. As ETF volumes and breadth of ownership continue to increase, I

believe that more ETFs will trade with very narrow spreads due to the presence of

“natural” buyers and sellers. Market makers step in when there is an absence of buyers

or sellers or when markets are inefficient.   ZH: The ETF managed portfolio segment

is one of the fastest growing segments of the ETF market. Is there anything in

particular that group should be focused on when transitioning its portfolio         

holdings? CH: When transitioning holdings, it is important that portfolio managers

understand the big picture of the entire trade. Netting risk and knowing how to leverage

buy and sell orders so that trade costs can be reduced is a critical part of adding

value and outperforming your peers.   ZH: What is the best way to assess the       

potential liquidity of a fixed income ETF? CH: It helps to have a relationship with

a desk that understands not only the ETF construct but also the nuances of trading

bonds. Understanding liquidity and wider spreads of underlying bonds helps traders

remain competitive when making bids and offers to clients. Asking traders where they are

seeing bids and offers in the bond market also is the best way to assess where deep

liquidity lies in the ETF.   ZH: Do you think the     bid/ask spread , the difference 

between the best price you can buy and sell an ETF electronically, really           

matters when judging an ETF for investment candidacy? What do you think is the

best way an investor should judge liquidity and execution cost of an ETF?             CH:

The bid/ask spread (the NBBO, or National Best Bid and Offer) is one of many useful

tools in determining an ETF’s liquidity. It is important, however, to use other metrics

too, such as volume, premium and discount, number of trades, etc. It is helpful if you

have an idea of what the ETF is worth, what you are willing to pay for it and how long

it will take you to implement your investment. Only then should you make a judgment as

to the quality of your execution.   ZH: Explain the significance of a      creation

unit. Do investors need to be aware of how many shares equal a creation unit for

an ETF?  CH: It is useful to know how many shares equal a creation unit if you are

trading a small portion or nearly all of one creation unit. Sometimes smaller sizes have

bigger costs associated with them due to the inability of the market maker to create and

redeem smaller sizes. That said, most ETFs that I track show quoting characteristics in

line with those of one full creation unit.   ZH: Thank you very much for    

participating in this series.

Important Risks Related to this Article

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

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Investments focused in specific regions or countries

may be impacted by events and developments associated with the region or country, which
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can adversely affect performance. Investments in emerging, offshore or frontier markets

are generally less liquid and less efficient than investments in developed markets and

are subject to additional risks, such as risks of adverse governmental regulation and

intervention or political developments. Derivative investments can be volatile, and

these investments may be less liquid than other securities, and more sensitive to the

effects of varied economic conditions. Fixed income investments are subject to interest

rate risk; their value will normally decline as interest rates rise. In addition, when

interest rates fall, income may decline. Fixed income investments are also subject to

credit risk, the risk that the issuer of a bond will fail to pay interest and principal

in a timely manner or that negative perceptions of the issuer’s ability to make such

payments will cause the price of that bond to decline. ALPS Distributors, Inc., is not

affiliated with KCG and/or WallachBeth Capital.

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.

Market maker : Someone who quotes a buy and a sell price in a financial instrument.

Agency execution : An execution whereby the broker executes the trade in the market at

agreed upon instruction and passes on the exact execution to the client.

Principal facilitation   : An execution whereby the broker takes on the risk of the

execution. In most cases, the client trades at an agreed upon price and the broker then

goes out and hedges themselves afterwards.

Portfolio netting : The practice where, in a rebalance situation, the client or broker

will look at the underlying exposure of buys and sells and net off any overlap. The net

result is trading less in the market place.

Net Asset Value (NAV)     : The calculated assets minus liabilities divided by shares

outstanding. NAV is the straightforward account of the actual assets in the fun.

Spread : Typically refers to a difference between a measure of yield for one asset class

and a measure of yield for either a different subset of that asset class or a different

asset class entirely.

Creation Unit (CU)    : A specified number of shares issued by an exchange-traded fund

(ETF) in large blocks, generally between 25,000 and 200,000 shares. The authorized

participants that buy creation units either keep the ETF shares that make up the

creation unit or sell all or part of them on a stock exchange.
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