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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. Extreme volatility,

limit up-limit down regulation, market orders, stop-loss orders and NYSE Rule 48 all

contributed to the last major market volatility event seen on August 24, 2015. Although

not the cause of the issues on 8/24, many exchange-traded funds (ETFs) were affected by

a collision between market volatility and market structure. One of the key factors in

why market participants had difficulty pricing ETFs during the opening minutes of 8/24

centered on a little-known and antiquated rule by the NYSE, called Rule 48. As industry

leaders and regulators continue their post mortem on the events of 8/24, the NYSE

recently announced that the SEC approved its proposal to eliminate Rule 48. This comes

as little surprise to market participants, as many felt the rule only exacerbated the

issues seen during the first hour of trading on 8/24.   What Is Rule 48?    Rule 48 is

enacted in times of high volatility and is designed to open the market quickly. Market

makers are not required to give opening indications in single stocks, in hopes of

speeding up the opening process by letting natural buyers and sellers define price

discovery. However, on 8/24, Rule 48 actually caused the opposite of its intended

purpose: many stocks listed on the NYSE did not open for trading until after 9:45 a.m.

EST. The reason for this was that these stocks had very large opening sell imbalances.

If an equilibrium price cannot be determined by the market open, then the intervention

of a floor specialist is required to open the stock, and on 8/24 over 1,000 stocks

experienced a delayed opening.1 After its implementation on January 22, 2008, Rule 48 was

invoked at least 77 times between September 2008 and September 2015. Why was August 24,

2015, different from the rest? Besides it being an extremely volatile day, the markets

are becoming more electronic with each passing day. Rule 48 can require the intervention

of humans, and on 8/24, there simply were not enough floor specialists left in an almost

entirely electronic market to handle the amount of manual stock openings required. This

human element of Rule 48 is why the rule has become antiquated in an electronic

marketplace.   How Rule 48 Affected ETFs It’s important to remember that ETFs are just

a wrapper around a basket of securities. They are built and priced around the notion of

transparency. On 8/24, Rule 48’s absence of opening price indications and the effect the

rule had in delaying stock openings only added to the lack of price transparency in many

assets that ETFs track. This lack of pricing transparency in underlying assets

translated to extreme risk for market makers, which resulted in wide bid/offer spreads

in ETFs being quoted from their electronic quoting systems. 8/24 is a great real-time

example of why it is so important to control the price of your execution by always using

limit orders when trading in the secondary market, especially in times of high

volatility. Should an investor have used a market order or stop-loss order (that turns

into a market order when its stop price is reached) during the first 30 minutes of

trading on 8/24, they would have had their orders execute immediately at whatever

potentially wide bid or offer was in place at that time. In hindsight, Rule 48 was one

of the contributing factors to the events that caused pricing issues in ETFs on 8/24. We

think the decision to eliminate Rule 48 is a step in the right direction, as this can

only create better market quality, not only for ETFs but for all exchange-traded

securities.         1Source: J.P. Morgan 9/16/15 – Market Structure Update: Focus on

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#limit-up-limit-down-rule
https://wisdomtree.com/blog/glossary#market-orders
https://wisdomtree.com/blog/glossary#stop-loss-market-orders
https://wisdomtree.com/blog/glossary#nyse-rule-48
https://wisdomtree.com/blog/transparency-interrupted-an-etf-reflection-on-august-24
https://wisdomtree.com/blog/glossary#sec
https://wisdomtree.com/blog/glossary#market-maker
https://wisdomtree.com/blog/glossary#opening-indications
https://wisdomtree.com/blog/glossary#price-discovery
https://wisdomtree.com/blog/glossary#equilibrium-price
https://wisdomtree.com/blog/glossaryAsk%20Spread
https://wisdomtree.com/blog/glossary#limit-orders
https://wisdomtree.com/blog/glossary#secondary-market


August 24, 2015.

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

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Limit up-limit down rule (LULD)      : FINRA mechanism to prevent trades in NMS stocks

from occurring outside of specified price bands, coupled with trading pauses to

accommodate more fundamental price moves.

Market Orders : An order that an investor makes through a broker or brokerage service

to buy or sell an investment immediately at the best available current price.

Stop-loss market orders    : an order whereby the investor instructs the broker to

automatically sell the stock if it drops to a certain price.

NYSE Rule 48    : is a mechanism used by the New York Stock Exchange to ease market

opening while volatility is high. It may have the effect of pre-empting trading at

disrupted prices, as the designated market makers do not have to disseminate price

indications prior to the market open.

SEC : U.S. Securities and Exchange Commissio.

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

Opening Indications : the supply and demand of both investors and market makers in an

individual security prior to the market open.

Price Discovery : The process of the market finding a fair price for an asset through

the process of bringing together buyers and sellers.

Equilibrium Price : the optimal price where supply meets depend in a security.

Limit Orders : An order placed with a brokerage to buy or sell a set number of shares

at a specified price or better.

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.
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