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This blog post is relevant to institutional investors interested in trading exchange-

traded funds (ETFs) in significant volume. Individual investors do not always have

access to liquidity providers to trade ETFs as referenced below. Many investors judge

exchange-traded funds (ETFs) for investment candidacy based just on their on-screen

characteristics of assets under management (AUM), average daily volume (ADV) and bid/ask

spread. By doing that, they may be ignoring the majority of ETFs out there and

potentially missing out on some helpful investment tools. ETFs are wrappers that are

composed of a number of securities representing an investment strategy. The image below

represents this concept: the block on the left represents the ETF wrapper, and the

pieces on the right are the building blocks, or the securities, that make up the

w r a p p e r .   Looking through the ETF Wrapper   

 Each building block has its own

market cap, its own ADV and its own bid/ask spread. As a former market maker, I can tell

you that I used all those underlying characteristics when valuing any ETF. The building

blocks are so important that the market-making community uses daily files with all the

ETF components from the issuers as the primary foundation to price all ETFs. Shouldn’t

investors also consider these underlying basket characteristics when evaluating ETFs for

investment?   Assets Under Management Let’s start with assets under management and use

EPS, the WisdomTree Earnings 500 Fund, as a case study. As of August 23, 2016, EPS had

$121 million in AUM and included 485 large-cap U.S. stocks. If an investor wanted to buy

$50 million of this Fund, they would go to the market to execute that transaction, and

the market maker would funnel those assets right back to the ETF itself and create new

shares. In the end, EPS would have $171 million in AUM and the $50 million investment

would be 29% of the Fund. But let’s step back and think about what the investor really

owns. Each of those building blocks has a market capitalization. Currently, the total

market cap of those 485 large-cap U.S. stocks represents over $19 trillion. So a $50

million investment isn’t 29% of the AUM, it’s really .0003% of the assets that are tied

to the ETF basket. AUM of the ETF wrapper tells you how many people are investing in

that group of securities but not how much money is tied to the securities in the Fund.  

Average Daily Volume Average daily volume does not equal the liquidity capacity of an

ETF. The ETF represents an investment strategy. Volume in the secondary markets (the on-

screen markets) is measuring how many people want to buy and sell that strategy on a
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daily basis. On-screen volume of the ETF is measuring demand but not supply. Supply of

an ETF is sourced from all the layers of liquidity below. The Sum of ETF Liquidity   

Layers = Liquidity Capacity     When a

market maker sells an ETF, they can buy something from any one of these categories to

balance out their position or hedge themselves. The first layer is the liquidity of the

underlying basket. This is the sum of the ADV of all those building blocks. Next is the

ADV of the ETF itself, which is additive to the liquidity of the underlying basket.

Additionally, we have related derivatives such as futures, and correlated trading

vehicles such as ADRs and other ETFs. The liquidity capacity of an ETF is defined by

adding up all these layers to represent how much an ETF can trade or how much liquidity

a market maker can transfer to the ETF for any investor. To quantify the liquidity

capacity, we have the ADV of the ETF, and now we also have ETF implied liquidity, which

starts to define the underlying basket liquidity. ETF implied liquidity tells us how

many ETF shares we can trade through the underlying basket over one day without price

impact. Implied liquidity figures for WisdomTree equity ETFs can be found on our

website. ETF implied liquidity is a powerful tool to assess the potential liquidity of

an ETF.   Bid/Ask Spread Finally, the last metric is the spread of an ETF. The spread

is based on the costs to hedge. If a market maker sells an ETF, they have to buy

something to hedge their position. They will usually buy the underlying basket, and so

the bid/ask spread of all the underlying securities in the ETF basket will first help

define the initial width of the spread of an ETF. It’s important to note that any

wrapper, such as mutual funds, swaps, structured products, etc., based on the same

exposure has to pay these costs as well. The ETF spread just makes these costs

transparent. For a more in-depth discussion on how spreads are constructed, read here.

So before judging a spread of an ETF, it’s important to know what we’re judging it

against: it’s a function of cost, and that cost will have to be paid regardless of the

wrapper we choose. The bottom line: Investors should look through the ETF wrapper and

take into consideration the characteristics of the underlying building blocks in

addition to that of the ETF itself. This can provide a much more accurate picture of

what the ETF can do versus what the ETF has done in the past, and open up a whole new

subset of ETF tools available to investors.

Important Risks Related to this Article

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

focusing their investments on certain sectors increase their vulnerability to any single

economic or regulatory development. This may result in greater share price volatility.

Please read the Fund’s prospectus for specific details regarding the Fund’s risk

profile.

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.
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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

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

trading day.

Market Capitalization   : Market cap = share prices x number of shares outstanding.

Firms with the highest values receive the highest weights in approaches designed to

weight firms by market cap.

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

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.

Secondary market : A market where investors purchase or sell securities or assets from

or to other investors, rather than from issuing companies themselves—exchanges such as

the New York Stock Exchange and the NASDAQ—are secondary markets.

ADRs : American Depository Receipts, shares of a firm incorporated outside the U.S. but

issued by a global bank and traded in the U.S., denominated in U.S. dollars.
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