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New investors are using ETFs more and more every day. As a result, we’re increasingly

asked about ETF execution and implementation. This blog aims to answer some of those

most commonly-asked questions. While it’s important to note that there are several ways

to implement an ETF trade and therefore there isn’t one right or best way to execute,

there are, however, some simple guidelines we believe will help investors better

understand the nature of ETF execution and could help investors achieve better

execution.

 

As one of the most common ways investors execute small to moderate sized orders, this

blog focuses on on-exchange execution.

 

1) Focus on spreads, not volume

 

Unlike single stocks, the volume of an ETF isn't the best gauge of its liquidity. Whilst

it is true that ETFs with high turnover can offer improvements in trade-ability, the

vast majority of liquidity available in a given ETF is sourced from the underlying

market. A better indication is often the spread of the products as this will be

reflected in the Authorised Participants’ cost of accessing the underlying market and

creating or redeeming ETF shares.  

 

2) Use Marketable Limit Orders over Market Orders

 

It is better practice is to use Marketable Limit Orders with the aim of placing an order

with a high probability of execution whilst providing protection against sweeping

through the order book. Generally, a market maker is happy to price in sizes bigger than

they typically quote in, whilst prices behind the market maker quotes will be from

speculative investors waiting for the price to move before they are willing to trade. If

the size you wish to execute is larger than the market maker’s quoted size, the market

maker would need to refresh their quotes in order for you to be filled at the prevailing

market price. By placing a limit order with the limit set at the current quoted price

the market maker is given a chance to do just that, whilst a Market Order runs the risk

of blindly sweeping through the order book.

 

Table 01: Definition of terms referred to above
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Market order

An order to buy or sell a security

immediately at the prevailing market

price.

Limit order

An order to execute a stock market

transaction at a specific price (the

limit price), or better. A minimum

price is set in the case of a sell

order, and a maximum price for a buy

order.

Marketable Limit order

A marketable limit order is a buy

order with a price at or above the

lowest offer in the market or a sell

order with a price at or below the

highest bid in the market.

 

3) Tread carefully around the opening and closing auctions

 

It’s best practice to avoid executing too close to an opening or closing auction. Just

after open, market makers are often dealing with a period of volatility and thinner

liquidity in the underlying markets as prices stabilise at start of a new session.

Similarly, just prior to close, market makers are under pressure to manage their risk,

as this is the time they begin to place hedging trades. Both these situations can lead

to wider bid-offer spreads and a reduced number of market makers quoting any given

product.

 

4) Watch out for volatility

 

Similar to the periods around auctions, volatility in the underlying markets can lead to

uncertainty and market makers will often widen their quotes as a result. One of the most

common situations where we see this is around big data announcements (for example, non-

farm payrolls and BOE rate decisions.) However, increased market volatility can happen

for any number of reasons. Every market situation is different but it can become

difficult to execute during times of volatility and you have an increased risk of

achieving a poor execution. If you do not have to trade at or by a specific time, it may

be best to avoid executing during periods of volatility. If, however, you must trade,

utilising good risk management procedures (such as limit orders) becomes imperative. 

 

5) Trade when the underlying securities’ markets are open

 

Many ETFs offer access to markets that trade during hours outside those that the ETF

itself trades in. What we typically see is that an ETF will trade tighter when an

underlying market is open and wider once it shuts due to less information being

available as to the true value of the underlying securities. Where possible, it’s best

to execute whilst the underlying markets are open. For those trading on European

exchanges, this is during the morning for Asian underlyings and in the afternoon for

products with exposure to the Americas.

 

6) If you’re unsure, ask for help

 

Most ETF issuers have a dedicated Capital Markets team who are available to help with

any investor queries. While we hope the above has given you some insight into ETF
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execution best practice, if you're ever in doubt you should not hesitate to get in

contact with your broker or IFA. ETFs are a nuanced product and you need to ensure that

you have the best possible experience and achieve the best possible price on every

trade.

 

You may also be interested in reading…

 

+ Utilising ETF Implied Liquidity to properly position ETFs in portfolios

+ Dispelling the myth: ETF Trading Volume Does Not Equal ETF Liquidity

+ ETFs v mutual funds: what you may not know

View the online version of this article here.
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https://wisdomtree.eu/~/link.aspx?_id=D86A3EF34C634BA3B251AEC889C1CC61&_z=z
https://wisdomtree.eu/~/link.aspx?_id=90904ECBEC41419984F424A02E10C28A&_z=z
https://wisdomtree.eu/~/link.aspx?_id=81A1F3BCECE44933A1930D41C905FDEC&_z=z
https://www.wisdomtree.eu/nb-no/blog/2017-10-24/six-trading-best-practices-to-improve-your-etf-execution


Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.

 

WisdomTree INSIGHT ARTICLE

WisdomTree.com   +44 (0) 207 448 4330


	SIX TRADING BEST PRACTICES TO IMPROVE YOUR ETF EXECUTION

