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The content of this post is relevant to institutional investors interested in trading

ETFs in significant size. Individual investors do not have access to liquidity providers

to trade ETFs, regardless of volume, as referenced in the content below.

 

It’s surprising to me how many investors in significantly sized blocks of ETFs agree to

trade at whatever price is offered to them. Essentially, it’s the equivalent to walking

into a car dealership, without doing any price research, and paying sticker price.

However, like a car dealership, the block trading market in ETFs, where liquidity

providers make markets in large size to the advisor community, is a negotiable

marketplace.

 

It’s important to clarify that I’m focusing on large trades, typically blocks of more

than 5,000 or 10,000 shares. In smaller-size trades (5,000 shares or fewer), order flow

typically interacts with order flow electronically and trades are filled (or not) based

on supply and demand. However, in large block trades, investors are often trading

against an ETF liquidity provider, usually by phone. In this case, if you have a block

of ETF shares to execute, in many ETFs you would be well served to call a liquidity

provider to get a market in the fund, so you can trade the whole block at once. If

you’re an advisor, and you work on a platform, your execution desk will likely have

contacts at a variety of ETF liquidity providers, and they may call on your behalf to

get bids and offers for your block trade. So if you have 25,000 shares to buy in a

particular ETF, you can call your execution desk and ask them to get you a “market” in

that particular fund. What you are asking is for the execution desk to reach out to a

liquidity provider and come back to you with a bid and an offer for 25,000 shares.

 

The two obvious choices you have when your execution desk comes back with a market are

1) trade at the price offered, or 2) don’t trade at the price offered. However, what

many investors do not realize is that there is a third option: You can negotiate against

the offer. This requires some knowledge about the fair value of the fund and carries the

risk, albeit rare, that the given offer may be rescinded. Here’s an example: Say, your

desk or provider quotes you a market of $50.05 bid and offered at $50.15. You can say,

“Ok, I’ll buy those,” and you will be buying the 25,000 shares at $50.15, or you can

say, “No, thanks,” and hang up the phone. OR you can say, “I’ll pay $50.10 for 25,000

shares.” At this point the liquidity provider making the market has a choice: sell to

you at the lower level, counteroffer at a level in between (maybe at $50.12) or—and this

is the potential risk—move their offer higher. Again, this is rare; if the provider is

unwilling to negotiate, they will likely reiterate their first offer.

 

We recently had a client situation that demonstrated how this process can result in

significant cost savings in ETF executions. The client was a buyer of several hundred

thousand shares of a WisdomTree ETF. They called their platform execution desk and asked
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for a market. The desk reached out to a liquidity provider, and the client was shown an

offer that was eight cents above the offer quoted on the screen, albeit for a small

size. At that moment the difference between the quoted offer and the offer for the

larger size seemed too big for the client, so they said, “No, thank you,” and then

called the WisdomTree capital markets team. We have a strict policy of not getting in

the middle of price negotiations between our clients and our liquidity providers. We

leave the pricing of funds up to the professionals who are actually going to be

offsetting risk, and we respect their judgment tremendously. However, we do perform

sanity checks and help clients understand the rationale behind some of the pricing they

may be seeing. In this case we advised the client to show a counterbid. The client

called back with a slightly lower bid for the shares. The level was acceptable, and the

trade was executed at four cents above the quoted offer. (This all happened in the span

of two minutes, so the market had not moved.) The client saved approximately $16,000 on

the execution and, even more important, felt comfortable with the price they were

paying. And the liquidity provider got to make the sale, which is their goal. Everyone

was happy.

 

Now you can add the price negotiation tool to your own execution tool kit. It’s not

going to help you all the time, and sometimes it won’t be needed at all. But it’s a

powerful weapon to know that the business of pricing large blocks and the prices those

trades take place at are negotiable.

 

To learn more about WisdomTree and our approach, click here.

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 providers : Traders that facilitate the trading of ETF shares by conducting

the transference of liquidity between the underlying basket shares and the ETF.

Bids : What investors are willing to pay.

Offer : The price at which investors are willing to sell.
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