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ETPs are growing in popularity, previously as a transparent and cost effective

alternative to mutual funds. Because of their relatively recent adoption, misconceptions

about ETPs are common and one is around an ETP’s available liquidity. Although the

ability to trade ETPs intraday is well known, many institutional investors believe ETPs

aren’t tradeable in institutional size. The reality, however, couldn’t be further from

this belief. 

 

The misconception stems from investors who look at ETP trading volumes in the same way

as they would a single stock, and inferring a tradable size from this metric. While

trading volumes are a factor in assessing an ETP’s total liquidity, this analysis misses

one of ETPs’ key features—that they are open ended funds which can be created or

redeemed on a daily basis. This process allows the ETP to access the liquidity available

in the underlying market, in addition to the liquidity provided by the ETP’s daily

trading volume. So how does this work? Let’s take a look firstly at how the ETP market

is structured.

 

How the ETP market is structured 

 

It’s important to consider that there are two markets driving ETP liquidity—the

secondary and the primary. We’ll start by explaining the secondary market first because

this is the market you’re most likely to be more familiar with:

 

Secondary market:  The secondary market consists of ETP shares passing from

investors selling to the investors who are buying. This is done via exchanges or

through an OTC (over-the-counter) transaction through brokers. The liquidity

available in this section of the market is driven by the trading volume in the ETP

shares on any given day. All end investors will buy and sell shares in the secondary

market which has almost all the same mechanics as trading single stocks—including

settlement and custody.

Primary market:  The primary market can only be accessed by specialist market

makers know as Authorised Participants (APs). This market is where APs either create

ETPs to meet excess demand or redeem ETPs to remove excess supply from the market on

any given day, as needed. The available liquidity in the primary market will be

driven by the liquidity of the underlying basket of securities held by the ETP. For

the majority of ETPs, this is the primary driver of available liquidity.

Bringing these two pieces together, we can see that the total available liquidity is

driven by the secondary market turnover plus liquidity of the underlying market. 

 

Figure 1: The ETP market structure
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At present, the size and turnover of the majority of ETPs is quite small compared to the

underlying market and, as such, the primary/underlying market is the major driver of

available liquidity. However, for established ETPs the secondary market turnover can

help to offset part or all of a trade on any given day which can help you trade inside

the cost (spread) associated with accessing the underlying market. So how do these two

markets work together in practice? To understand this let’s first look at in detail how

the creation and redemption process works.

 

How the creation and redemption process works

 

The creation/redemption mechanism allows for the increase or decrease of ETP shares

based on demand without impacting other investors of the fund. If there is increasing

demand for a specific ETP, new shares can be created to meet that demand in exchange for

underlying assets. Alternatively, if units are sold, the number of shares can be reduced

by exchanging shares for assets through an AP. What is important to highlight here is

that the investor never makes the decision to create or redeem off an individual order;

it is a mechanism that is used to moderate demand for the market as a whole.

 

The ability for the primary market to regulate demand is driven by the intrinsic link

between the ETP and the underlying market created by the creation/redemption process.

 

To illustrate how this process works, let’s follow the lifecycle of a trade in the

following simplified example. The points highlighted in blue refer to the process within

the primary market and are illustrated further in Figure 2.

An investor would like to buy 600,000 ETP shares so they approach their broker to

place the order

The broker looks at available shares in the secondary market and is able to purchase

100,000 

As the broker is also an AP, the broker sources the remaining 500,000 shares from

the primary market, initiating a creation 

The broker purchases the basket of securities held by the ETP

These securities are then delivered to the ETP issuer in exchange for the 500,000

ETP shares

The broker delivers the full 600,000 shares to the investor.

The above example and illustration are a simplified version of the process and there are

several variations that allow for operational efficiencies depending on the requirements

of the trade. Regardless of the exact process used, the economics of the primary market
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are the same so the important takeaway is that the underlying basket is directly

exchangeable for the ETP shares. This means that as much liquidity as is available in

the underlying market can be utilised to create or redeem the ETP.

 

Figure 2: The ETF creation process

 

 

How to assess underlying liquidity using the implied liquidity metric

 

When it comes to assessing an ETP’s liquidity understanding the liquidity of the

underlying is key. The traditional way to do this is perform pre-trade analysis on the

underlying basket of securities and asses any potential market impact of transacting in

your desired size. Doing this rigorous analysis on each ETP’s underlying basket you’re

interested in can be labour intensive, but luckily there is a readily available metric

to take a lot of the work out of this process: ETP Implied Liquidity.

 

The Implied Liquidity metric is designed to answer the question “what’s the maximum

amount of a given ETP I could trade without having a price impact on any of the

underlying securities?” This is done by identifying the least liquid security in the ETP

basket, taking 25% of the ADV* and then using the securities weight in the basket to

infer the ETP’s Implied liquidity.

 

The implied liquidity of an ETP can be found on Bloomberg (via the ETFL function) or

easily provided by the capital markets team of any issuer and provides a reliable

indication of underlying liquidity. It’s always worth taking the time to assess the

underlying liquidity of an ETP before placing an order, especially if it’s the first

time you’re trading a particular ETP. This will provide you with confidence that there

will be sufficient liquidity available to support your trade.

 

*25% of the ADV is a conservative estimate for an amount a security that could be traded without having a price

impact.

 

Questions? 

 

Most ETF issuers have dedicated Capital Markets teams who are available to help with any

investor queries. Alternatively, don’t hesitate to get in contact with your broker or

IFA to help answer your questions.

 

You might also be interested in reading…
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+ Six trading best practices to improve your ETF execution

+ Utilising ETF Implied Liquidity to properly position ETFs in portfolios

+ 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=96B63AB024F046968E2AA7E63823494D&_z=z
https://wisdomtree.eu/~/link.aspx?_id=D86A3EF34C634BA3B251AEC889C1CC61&_z=z
https://wisdomtree.eu/~/link.aspx?_id=81A1F3BCECE44933A1930D41C905FDEC&_z=z
https://www.wisdomtree.eu/en-gb/blog/2018-01-09/the-truth-about-etp-liquidity


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.
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