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ETFs are simple products to understand, but sometimes, the behind-the-scenes on how they are brought to market and
traded is a bit confusing. To address this possible confusion and in the spirit of Financial Literacy Month, I have answered
below five of the most commonly asked questions about ETFs by investors.

 

1. What is the ETF primary market?

The ETF creation and redemption processes take place in the primary market. A creation or redemption takes place
between the ETF issuer and the authorized participant (“AP”). These transactions occur away from an exchange and are
not accessible to regular investors. An AP is a financial institution that offers basket liquidity in the primary market, which
is different from a market maker’s role as a liquidity provider in the secondary market. In times when an ETF market price
is not trading close to its intrinsic value, the AP also hopes to profit from an ETF via arbitrage when the ETF share price is
different from the underlying basket’s value.

 

2. Is liquidity just on-screen trade volume?

No. The “true” liquidity of an ETF is based on its underlying assets and is as liquid as its least liquid underlying security
in the basket. Hence, by themselves, the ETF’s average trading volume and total assets do not paint the full liquidity
picture.

 

3. What is the cost of an ETF?

The cost of an ETF is not just the annual expense ratio but also the bid/offer spread, premiums/discounts to the NAV and
commissions.

 

4. What exactly is the ETF’s bid/offer spread?

Simply, it incorporates all the trading costs (create/redeem fees, spreads of underlying securities in the basket, hedging
costs, trade financing costs and taxes) and gets passed on to the investor. Numerically, the investor should view the
spread as a fraction of the ETF price. For example, an ETF with a spread of 20 cents and a share price of $50 will be
considered to be more expensive (0.20/50 = 0.40% or 40 bps) than one with a share price of $100 (0.2/100 = 0.20% or 20
bps).  

The wider the spread, the more expensive it is to trade the ETF and the underlying basket. The tighter the spread, the
less expensive it is to trade the ETF and the underlying basket.

As an ETF grows and becomes more actively traded, its costs reduce, and generally, spreads tighten.

 

5. What are some ways to seek “best execution” for a trade?

It is always good to monitor the National Best Bid and Offer (“NBBO”), as it represents the tightest bid/offer spread for a
given ETF. Also, it is good to know the implied liquidity of that ETF to know if a client’s trade will be easily absorbed
into the market without any spike in price. When placing a trade order, a client should always place a “limit order,”
which tells the broker to transact the trade at a given price or better. A limit order differs from a market order because if
the requirements of the limit are not met, then the order does not have to be filled, whereas market orders rely on
immediate execution at the trade arrival’s price. Also, it is recommended to avoid trading at the open or close of a
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market session, as those times generally correspond to lower liquidity.

 

To learn more, visit our ETF Education page. 

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

Primary Market  : The primary market is the market where shares of an ETF are created or redeeme.

Baskets  : The composition of an ETF in terms one creation/redemption unit.

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.

Intrinsic value  : Value of a firm based on its operations, business practices and profitability, which may or may not be
closely related to the value of that same firm based on its equity share price.

Arbitrage  : The simultaneous purchase and sale of the same asset in different markets in order to profit from tiny
differences in the asset's listed price.

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.

Premium  : When the price of an ETF is higher than its NAV.

Discount  : When the price of an ETF is lower than its NAV.

Basis point  : 1/100th of 1 percent.

Limit Orders  : An order placed with a brokerage to buy or sell a set number of shares at a specified price or better.
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