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HEDJ LN: A Liquidity Case Study

It is the greatest myth in the ETF industry that trading volume equals liquidity when it comes to exchanged 

traded funds (ETFs). It is important for investors to understand:

Exchange volume and assets under management (AUM) rarely has an impact on the potential underlying 

liquidityof an ETF

ETF liquidity can be sourced from both the primary market (creation / redemption), the secondary market 

(stock exchange) and derivative markets

Investors are narrowing their horizons by flocking to the most traded products and not considering new 

products with lower traded volume

Traded volume is traded volume, not liquidity!

How investors use ETFs

Different types of ETFs can serve different purposes depending on the exposure they provide. Some 

ETFs are used primarily for hedging and intraday portfolio trading. These ETFs typically track major world 

benchmark indexes, and they can trade millions of shares per day. ETFs can also be structured more 

as investment vehicles and don’t typically have very high average daily trading volumes. Investors make 

investments into these products, hold their positions and eventually unwind the investment months or years 

down the road. While all ETFs can be held for prolonged periods or equally traded intraday, some ETFs 

experience more secondary market trading than others. At WisdomTree, we structure all our ETFs with 

liquidity screens to help provide sufficient implied liquidity (underlying liquidity), so even if the ETF has a 

low average daily volume in ETF terms, that does not mean the ETF is illiquid.

When an ETF is launched, it is typically launched at a low asset level. Once the ETF goes live, it has no 

trading history and a low AUM level. This however does not affect the potential underlying liquidity that 

inherently exists in the ETF. ETF liquidity can be sourced very efficiently through its underlying securities, 

and large trades can be done with ease for investors. Depending on the underlying basket, trades can 

often be executed efficiently which are greater than the average daily volume of the ETF and larger than 

the current assets under management of the ETF. This is because the ETF market makers or authorised 
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participants (APs) are sourcing the liquidity of the underlying basket and extrapolating that into ETF liquidity 

for the investor.

What are APs? APs have the right to create and redeem to demand. APSs buy and sell ETFs to demand 

and often in advance of a creation or redemption. By hedging in the underlying markets they can price 

ETFs dynamically to satisfy this demand and flatten the hedge by creating new units at the end of the day. 

This occurs many thousands of times a day in the ETF industry and there are many global leading trading 

firms with expertise in ETF trading that facilitate this for clients.

How it works in the real world

Even though the above is true, investors can still be sceptical that a large trade/investment can be done 

efficiently on an ETF with low daily volume and a low AUM level. This is because ETFs trade like equities 

so historically, the common approach to buying equities is to use the daily average volume as a threshold 

for making an investment that doesn’t impact the underlying prices. This thinking has been erroneously 

applied to ETFs. However, it should only be applied to the underlying equities or assets in the ETF basket 

which represent the index or benchmark being tracked. This measures true ‘implied liquidity’.

On Thursday, 10 December 2015, we saw a great real time example of what is possible in ETFs with 

deep underlying baskets.

Prior to this large trade, HEDJ LN had approximately $79.79m[1] in assets under management.

WisdomTree Europe Equity UCITs ETF – USD Hedged Ticker: HEDJ LN

Approx AUM on 10 December 2015: $81.6m[2]

[1] AUM: Source: Bloomberg (10 Dec 2015)

[2] AUM: Source: Bloomberg

[3] 30 Day ADV: Source: Bloomberg

30 Day ADV[1]: 20,645 shares (approx. $318,000) per day.

You can see below at 14:59:47 the exact print of 3 million shares of HEDJ LN (approx. $44.25M) in one 

single block trade. The entire block trade occurred one penny above the quoted spread and did not move 

the market of the ETF or the underlying stocks in the basket in the process. This is the power of the 

ETF structure and ETF liquidity. The AP was able to source the liquidity in the underlying securities and 

provide a single block ETF price to the client in the entire size they wanted to trade. The AP sold the ETFs 

before they owned them because they could hedge real time. If the daily traded volume of an ETF truly 

represented liquidity then this should have had a significant impact on the ETF’s pricing, but it did not.

On the below chart, you can see that following the large print, we saw a creation of new shares (increase 

in shares outstanding), which ultimately grows the assets under management of the ETF. This is a great 

example of the true untapped liquidity the exists in the ETF structure. It also clearly shows how ETFs can 

be bought or sold in significant numbers before the ETFs actually exist.
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ETFs v stocks

A low volume stock may be perceived by the market as an illiquid stock because market participants cannot 

create new shares of stocks based on demand they have only the shares available to trade unless the 

company has a new issue. However, ETFs operate differently. ETFs are open-ended vehicles and if the 

broker dealer community has increased demand of an ETF, they can create new shares on a daily basis 

to satisfy this new demand. That is a key differentiator between ETFs, close end funds and single stocks.

Investors also get concerned that it’s easy to get in but hard to get out. The creation and redemption process 

are the same but in reverse so there should be no issues with selling. Investors also need to recognise that 

the ETF’s average daily volume and on-exchange volume is not indicative of the true liquidity that exists 

in an ETF. There are many very sophisticated dealing desks and market makers in the marketplace that 

help clients’ source liquidity in ETFs on a daily basis. This means that you can always buy or sell an ETF 

even if there is no natural investor demand or supply.

ETF Implied Liquidity

To help investors quantify the potential underlying liquidity in an ETF, 3rd party data providers have recently 

been publishing an ETF implied liquidity figures based on the principles outlined above. Below, Bloomberg 

outlines that when looking at the underlying securities, you can trade approx. $213m USD of HEDJ LN 

without having a price impact on the underlying securities (not the ETF). While this is an estimation, it is 

helping investor quantify potentially how much they can trade of an ETF on a daily basis when looking 

through the ETF at the liquidity of the underlying securities. This is a third party validation of the structure.

In times of volatility, how do ETFs hold up?

During January 2016, volatility began to spike as various macro events began to shake the equity markets 

worldwide. Below you can see that during this increased volatility, an investor was still able to invest 

approximately $54m in the WisdomTree Europe Equity – USD Hedged (HEDJ LN). New shares were 

created between 8 January to 11 January 2016, leading to an increase in total assets in the product. At 

WisdomTree, we use liquidity screens when constructing our index methodologies and as well as keeping 

a close eye on liquidity when managing our ETFs so that our products will be well positioned during times 

of increased volatility.

Investors have access to key equity markets in real time and can watch the price of the ETF change and 

evolve intra-day, compared to most other structures that have NAV style executions (investors are subject 

to the end of day execution price with no transparency. The intra-day pricing of ETFs gives the execution 

power to the ETF investors. However, it is important to note that an ETF is an open-ended vehicle and is 

representative of the underlying securities and is priced on a daily basis based on the liquidity and access 

to the underlying securities. If the spreads in the underlying securities widen out, then it is likely that the 

ETF spreads will widen out.

So is traded volume beneficial at all?
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Yes, significant volumes indicate that lots of different investors are comfortable with the structure and the 

product. However, this is probably most useful in a standard beta product rather than an added value 

strategy, for example smart beta. Our view is investors should really avoid this way of benchmarking ETFs 

and focus on the liquidity pass-through benefits of the product and this will significantly broaden their 

investment horizons and opportunities.
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Important Risks Related to this Article

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 oer for sale nor a solicitation of an oer 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 aer seeking independent investment, tax 

and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent 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 aer 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 oering 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 

ailiate, nor any of their respective oicers, 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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