
TRANSPARENCY INTERRUPTED: AN ETF
REFLECTION ON AUGUST 24
Anita Rausch — Head of Capital Markets

09/10/2015

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.   What Happened  On

Monday, August 24, 2015, we awoke to extremely volatile global markets. U.S. futures hit

limit down pre-open, and sell orders started building for the market open. Listed

securities then opened over the course of the first half hour. Some listed securities

had so many sellers that prices fell precipitously, which triggered individual limit up-

limit down (LULD) halts and a pause in trading for five minutes. More than 1,200 halts

occurred that morning across all listed securities, and they were triggered when the

prices fell, as well as when they recovered. These trading halts are meant to take panic

out of the market and give the marketplace time to replenish liquidity. However, the

sheer number and frequency of the halts on that Monday actually took pricing clarity and

transparency out of the market and caused confusion and a delay to a return of less

volatile markets. After about an hour, most of the trading halts rolled off, the listed

securities that had gone into free fall rebounded and normalized spreads for the current

environment returned. ETFs went on to have one of their biggest volume days that Monday.

ETFs are normally about 25% of notionally traded volume, but on August 24, they

accounted for 37% of the notionally traded volume. WisdomTree ETFs traded over 2.5x

their notional average for the first 21 days of August.1   How Did the ETF Structure

Hold Up?  Some have tried to tarnish and blame the ETF structure for that day’s events.

But in reality, this volatility event that led to a very brief liquidity event

highlighted how dependent ETFs are on transparency. The LULD halts took clarity of value

out of the marketplace. Traders couldn’t make reasonable assumptions on the value of

baskets with such trading disruptions. That lack of clarity was reflected in wider

bid/ask spreads of some ETFs. Remember, an ETF is a transparent and tax-efficient

wrapper for a larger set of securities. ETFs are meant to reflect the value of their

underlying components. The ETF structure is not meant to circumvent what is going on in

those underlying securities. Let me explain the difference between the August 24 events

and a normal ETF trading with closed or stale-priced underlying securities. ETFs are a

great vehicle for price discovery for baskets of securities that are closed but that

still have clarity of value. DXJ, the WisdomTree Japan Hedged Equity Fund, is an ETF

that trades during U.S. hours, but its basket contains Japanese stocks with a currency

hedge. Those Japanese stocks are closed during the time that DXJ trades, so the real-

time value of the basket is not real time, it’s stale. However, there is clarity in the

closing prices of those stocks, and traders can then make assessments on where the

current value of the basket is. DXJ then becomes a price discovery vehicle and trades in

anticipation of where the marketplace thinks those stocks will open next. DXJ traded

orderly on August 24. However, the value of some ETFs with U.S.-listed underlying

securities was called into question when numerous and repeated LULD halts caused delays

in the ability of the marketplace to come to a collective decision on where the value of

those stocks was. The LULD halts took liquidity out of the marketplace. Transparency and

clarity were taken out of the ETF dynamic, and traders priced in that uncertainty. ETFs

functioned properly under extraordinary market circumstances, and their bid/ask spreads
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reflected the uncertainty of their basket holdings.   Trading Advice  There are two

parts to ETF investing:

1. Asset Allocation—Deciding which ETF to use

2. Implementation—Deciding when to execute your chosen ETF

Both parts have an effect on your total return. The sales force of ETF providers help

you decide which ETF to use, and the capital markets groups of ETF providers help you

understand how to best implement your ETF allocations. We speak to clients all the time

and educate them on best trading practices. Some of the most important things we always

say are:   • Do not trade in the first and last 15 minutes of the trading day. This is

because that is when the traders know the least, and that is reflected in wider markets.

The first hour of August 24 was when the traders knew the least. Their markets reflected

that.   • Place limit orders in reasonable ranges of fair value; do not use market

orders. In a time of volatility like that of August 24, we advise not to use market

orders, even those connected to stop-loss orders. Remember, stop-loss orders turn into

“market” orders when triggered.   • When in doubt, if you don’t know how to best

implement your ETF, or if the bid/ask spread or marketplace is causing you concern, use

the resources you have to make a more informed decision. Get to know the capital markets

desks; we can help you navigate your trading process.   You can read more about our tips

for best trading practices here. There was not a time more relevant to heed this advice

than on that Monday.   What Happens Now?   There isn’t one target to blame for the

extreme volatility experienced on the morning of August 24, but what will happen is a

review of market structure and continuing education that market orders, even stop-loss

market orders orders, can be dangerous. We are working with all levels of market

participants — regulators, exchanges, industry groups and market makers — to analyze

what happened and decide on any proposals to help ensure that the next volatility event

is more orderly. The markets experienced something new and remarkable on Monday, August

24, 2015. The LULD rule was approved in 2012 and had never been triggered on a

marketwide basis. The marketplace didn’t know how to react to this new event, but within

the hour it learned, recovered and returned to orderly markets. ETFs are not to blame,

nor are they immune to volatile events in the broader marketplace. Their trading

efficiency hinges on transparency, and that wasn’t more apparent than on that Monday

morning. We believe ETFs remain a great tool for investors to access and express views,

and they went on to have one of their biggest trading days ever.         1Sources:

Goldman Sachs and WisdomTree.

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. DXJ focuses its investments in Japan, thereby

increasing the impact of events and developments in Japan that can adversely affect

performance. Investments in currency involve additional special risks, such as credit

risk, interest rate fluctuations and risk from derivative investments, which can be

volatile and may be less liquid than other securities, and more sensitive to the effects

of varied economic conditions. As this Fund can have a high concentration in some

issuers, the Fund can be adversely impacted by changes affecting those issuers. Due to

the investment strategy of this Fund, it may make higher capital gain distributions than

other ETFs. 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.

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

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

at a specified price or better.

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.

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.

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.

Free fall : rapid and steep decline in market price.

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.

Notional : The dollar value of the derivative contract.

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

level.&nbsp.

Baskets : The composition of an ETF in terms one creation/redemption unit.

Stale-priced : price that does not reflect real-time value.

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

the process of bringing together buyers and sellers.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

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

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