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Understanding ETF Liquidity
Exchange Traded Funds (ETFs) are funds quoted on the
Australian Securities Exchange (ASX) that seek to closely
track an underlying index. ETFs offer investors exposure
to a diversified basket of securities covering a particular
market segment.
To trade ETFs effectively it is essential to understand the
sources of ETF liquidity. This often misunderstood concept
can be simplified into two basic pillars:
1. primary market, and

ETF Applications and Redemptions
Two sources of liquidity to help improve execution
1. Application/redemption of ETF Units
2. Trading on the secondary market such as the ASX.
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2. secondary market.
Australian investors trade ETFs on the secondary market ie
the ASX. However, the application and redemption of ETF
units occurs in the primary market between the ETF Issuer
and an Authorised Participant.
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The process of applying for or redeeming units (the
application/redemption process) may only be carried
out by Authorised Participants (APs) in institutional sized
blocks. APs are able to continuously apply/redeem units
in support of investor demand – thus making APs key
liquidity providers.
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An ETF is similar to listed securities – the price goes up and
down throughout the trading day. If the ETF market price
over a period of time remains higher than that of its net
asset value (NAV1), APs will apply for more units available
for trading on ASX; in contrast, an AP will redeem units
when the ETF market price is lower than its NAV.

Buyers
on ASX

ETF units

STOCK EXCHANGE

ETF units bought and
sold on ASX throughout
the day

Sellers
on ASX

weighting and amounts required. The AP delivers those
securities to the ETF issuer who in turn issues ETF units
to the AP;

The application/redemption process helps keep ETF supply
and demand in balance and provides a layer of liquidity in
addition to that captured by on-screen trading volumes.
The APs can generally apply for ETF units from the ETF
issuer as follows:

2. cash – APs can apply for ETF units by exchanging the
appropriate amount of cash for ETF units; and

1. in-kind – The AP acquires the securities that make
up the index of the ETF based on their appropriate

3. hybrid – the AP delivers both securities and cash in
exchange for ETF units.

1

Net Asset Value (NAV) is total assets of the ETF minus total
liabilities divided by the number of units on issue.
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The AP then offers the ETF units for sale on the ASX.
The redemption process follows the same process but
in reverse.

•

On the “application” side of the equation, APs earn revenue
by acquiring ETF units in the primary market at the ETF’s
NAV and then selling those units (in their capacity as a MM)
in the secondary market at a margin above the NAV. On the
“redemption” side, MMs acquire large blocks of ETF units
in the secondary market below the ETF NAV and, in their
role as AP, redeem those units in the primary market to the
ETF issues.
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The majority of trading on ASX in ETFs is done through
either limit or market orders:
•

Limit orders – buy/sell ETF units at a pre-set price. To
assist you determine what price to enter a limit order
is to look at the estimated/indicative NAV (or ‘iNAV’)
which is the midpoint net asset value of the underlying
securities. Limit orders assist in best execution price
but runs the risk of the order of not being filled.

•

Market orders – is the more immediate option at
the prevailing offer price. Execution of such orders is
quicker compared to limited orders but the investor has
limited control over the execution price.

Secondary market trading cost and mechanics
Facilitating trading of ETF units on an exchange (ASX) is the
focus of institutions called Market Makers (MMs).
Once APs make ETF units available for secondary market
trading, MMs ensure a liquid level of tradable units on the
ASX. ASX liquidity rules require ETF Issuers to have at least
one MM in place to ‘make markets’ in the ETF units trading
on the ASX during trading hours.
MMs, like APs, trade ETF units on the ASX for profit.
Their profit is embedded in the bid/offer spread – the
gap between the highest price at which a buyer is willing
to buy units (the bid) and the lowest price a seller is
willing to sell the units (the offer). The spread is an indirect
cost of trading ETFs and is, in addition to any brokerage
cost, incurred directly by the investor. APs and MMs are
active market participants and earn revenue through the
bid/offer spreads and volumes that they trade, also known
as arbritrage.
•

Application/redemption fees – these fees are
incurred by APs for the processing of applying for and
redeeming ETF units;

•

Spread of the underlying securities – the bid/offer
spread and liquidity of the securities that make up the
ETF itself. Generally, the more liquid the underlying
securities the more liquid the ETF itself will be.
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Secondary market
This form of liquidity is what most investors are familiar
with and can be measured by the units available and
“on‑screen” trading depth.

Hedging costs – holding ETF units involves risks
borne by liquidity providers holding ETFs. Their hedging
costs are reflected in the bid/offer spread – lower
hedging costs typically means tighter spreads and vice
versa. Hedging cost vary between ETFs depending on
the underlying securities held by the ETF.

Alternatively, the ETF Issuer can assist an investor
who wants to buy/sell a very large number of units, by
connecting them with a liquidity provider.
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Important information:
This information is issued by Market Vectors Investments Limited ABN 22 146 596 116 AFSL 416755 (‘Market Vectors’). Market Vectors is
a wholly owned subsidiary of Van Eck Global based in New York. This information is general in nature and does not take into account your
objectives, financial situation or needs (‘your circumstances’). Before making an investment decision in relation to any exchange traded
funds (ETFs) you should read the relevant product disclosure statement (‘PDS’) and with the assistance of a financial adviser consider if
the ETFs are appropriate for your circumstances. ETFs are subject to investment risk, including possible delays in repayment and loss of
capital invested. No member of the Van Eck Global group guarantees the repayment of capital, the performance, or any particular rate of
return from any ETFs. More information about Market Vectors ETFs is available at www.marketvectors-australia.com Market Vectors® is
the registered trademark of Van Eck Global. © Market Vectors Investments Limited 2013.

