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Many of you are familiar with the key ETF best trading practices: Avoid trading in the

first and last 14 minutes of the day, avoid using market orders and know how to use your

trading desk and capital markets resources. What is less commonly known, but is

extremely important, is the practice of a switch trade. A switch trade is when an

investor is moving out of one position and into another simultaneously, essentially

rebalancing. So why does this matter when we are discussing ETFs? If there is overlapIf there is overlap

in the underlying securities, there can be substantial savings in terms ofin the underlying securities, there can be substantial savings in terms of

trading costs. trading costs. 

 

When trading, clients often isolate their trades for fear of information leakage. They

do not want their brokers to know that they are changing or altering strategies. In

reality, in terms of trading and best execution, not sharing the larger picture can

actually be costly to investors. A market maker who knows only one security that you are

trading cannot look for execution efficiencies and will treat that trade in isolation. A

market maker who knows that you are looking to sell a security to purchase an ETF can

look for commonalities to reduce the expense of trading. Whatever securities you are

looking to buy or sell, there may be overlaps that you may not even know about, so it is

imperative to share your overall approach.

 

While we cannot give an exact example of cost savings since each trade scenario will

vary due to the securities, time of day and economic conditions, it is fairly safe to

say that if the underlying securities are correlated, even a small percentage, there

most likely will be execution improvement. Let’s look at a hypothetical example of a

client who would like to sell out of $100 million notional of a simple S&P 500-based

ETF, to swap into $100 million notional of the WisdomTree U.S. Earnings 500 Fund, EPS. 

 

When comparing EPS to a basic S&P 500 fund, there is roughly 75% overlap1 in the

underlying securities. If a client were to execute those orders individually, the broker

would sell the S&P-based ETF and purchase EPS at two different times, or they would be

sent to two different brokers entirely. The client would have to pay trading costs for

each individual trade. There is no opportunity for price improvement, and while the

client believes information leakage is being minimized, there are implicit costs. If the

client decided to give the broker the trades to execute simultaneously as a pair, the

broker could reduce spread costs and minimize market impact. According to indicative

markets from a leading broker, the client would potentially save 8 basis points by

executing the order as a pair. This is extremely efficient and impressive, especially

for U.S. equities. 

 

What is essential to recognize is that if you are rotating out of one strategy and into

another and any overlap exists, it is vital to share that information with your broker.

A market maker with a big-picture view of what a client is trying to achieve can most

efficiently and economically price that trade. Typically switch trades can be handled to

deliver cost savings while avoiding impact due to information leakage. Remember,
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switching it up can save you some bucks!

 

1Source: Bloomberg, as of 7/17/17.

Important Risks Related to this ArticleImportant Risks Related to this Article

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

focusing their investments on certain sectors may be more vulnerable 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.

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

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

Market OrdersMarket 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.

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

S&P 500 IndexS&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.

SpreadSpread  : 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.
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