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On Monday, May 13, 2019, U.S. markets had their second-worst trading day of the year,

with the S&P 500 down 2.41% and volatility, as measured by the Volatility Index (VIX),

spiked by 28.12%. This got us thinking about a question many investors ask during times

of stress: “What happens to ETF spreads?"

 

The key factor to remember is that an ETF is a derivative, a wrapper around a basket of

securities. Spreads in the ETF are derived from multiple factors, first and foremost by

spreads in the underlying securities. When volatility spikes, spreads in many underlying

securities also widen, which can trickle down to spreads of ETFs. Another major factor

that goes into the pricing of ETF bid/ask spreads is volatility and risk in the market.

In a fast-moving market, there is more risk to market makers, that they will not be able

to hedge their position fast enough at the levels they expected. This inherent risk can

sometimes be reflected in widening ETF spreads to compensate market makers for the

additional risk they take for providing liquidity during these market conditions. 

 

Are wider spreads a given in volatile markets? No. Because of the exchange-traded nature

of ETFs, some funds act as liquidity vehicles that market participants can flock to

during times of market stress, when the underlying asset class is less accessible.

Because of the natural two-way trading in these funds, spreads may be tighter than what

would be expected in the underlying market. This additional added layer of liquidity

that is provided via an exchange-traded wrapper can be a major benefit to investors

seeking liquidity during various market conditions.

 

We did not see many significant changes to normal bid/ask spreads in WisdomTree Funds on

said day, which is attributable to the benefits of the exchange-traded wrapper, but

wanted to review the fundamentals of ETF spreads, given the market backdrop. When

trading ETFs, it’s best to execute under stable market conditions. However, if investors

do need to trade on days like May 13, remember the fundamental factors that go into the

spread you see on screen and seek advice from your trading desk or capital markets desk

if you have any questions or concerns.  

 

 

Unless otherwise stated, all data is Bloomberg, as of May 14th, 2019.

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)
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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

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

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

level.&nbsp.

ETF Spread   : The ETF spread is the difference between the highest price a buyer is

willing to pay and the lower price a selling is selling to sell.

Bid/Ask Spread : This is essentially the difference in price between the highest price

that a buyer is willing to pay for an asset and the lowest price for which a seller is

willing to sell it.

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.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.
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