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The trades described above both have
the trading irm exiting through the
creation or redemption process.
However, it is also possible for the irm
to exit the trade by taking an offsetting
position. For example, if the NAV is
lower than the market price of the ETF
early in the trading day, a irm may buy
the basket of underlying stocks and
short the ETF. If later in the trading
day, however, the NAV rises to enough
of a premium to justify a trade, the
irm may buy to cover its short ETF
position and sell the basket of stocks it
had purchased earlier in the trading
day. It is important to note that both
transactions result in trades in the
shares of the underlying stock that are
not motivated by a fundamental
outlook on the individual stocks;
rather, the trades are executed to make
a short-term pro it.

Exploring the Impact of ExchangeTraded Funds on Volatility
A recent paper concludes that the price volatility of
individual stocks held widely by passive exchangetraded funds has increased with the popularity of
ETFs. TABB Group’s head of derivatives Russell Rhoads
examines what it means for investors.
The irst article in the most recent issue of the Journal
of Finance, “Do ETFs Increase Volatility?” immediately
caught my attention, as exchange-traded funds and
market volatility are two of my favorite inancial
market topics. The speci ic question addressed in the
article is if individual stocks now experience higher
price volatility due to arbitrage trading between ETFs
and the shares that are held by the funds.

In 2000, 0.14% of the market capitalization of the S&P
500 was held by passive exchange-traded funds. By
2015, the latest data cited in the paper, this igure had
grown to 7.05%. For the members of the Russell 3000,
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volatility. The authors in this paper
make an argument that liquidity
seekers, such as the traders engaging
in the sort of activity described above, actually heighten
the volatility of the stocks involved in this arbitrage
trading.
At a high level, the inding of the paper is that the price
volatility of stocks held widely by passive ETFs has
increased with the popularity of these trading products.
But the authors also mention that there are bene its for
investors due to the proliferation of exchange-traded
funds, with a major bene it being low-cost diversi ication
for individual investors.
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The price of an ETF and the actual net asset value
(NAV) of the fund will diverge over the course of a
trading day. What keeps this divergence from widening
too much is a potential arbitrage play that institutions
can execute. A brief and high-level example of how this
sort of arbitrage trade comes about appears on the
table below. In order to fully participate in the
An abstract of the article, “Do ETFs Increase Volatility?” can following example, institutions need to be what is
referred to as an “authorized participant” that often is
be found here.
acting as a market marker or specialist in shares on the
ETF.
Exchange-traded products continue to transform the
markets, with global ETF assets hitting $5 trillion in 2018 on
their way to $12 trillion by 2023, according to BlackRock.
Meanwhile, the derivatives markets are experiencing an
acceleration of innovation, powered by new methods of
managing risk and new asset classes – including bitcoin
derivatives. TabbFORUM’s ETPs & Derivatives Weekly
Newsletter will deliver the most important news and analysis – curated by TABB Group’s head of derivatives Russell
Rhoads – right to your inbox. Update your TabbFORUM pro ile now to sign up for our weekly ETP and Derivatives
roundup or any of our other great e-newsletters.
The bottom line: Individual stocks may now be more
volatile due to ETF arbitrage trading, but that extra
volatility is well worth the bene its of the growing
exchange-traded fund portfolio of the inancial
marketplace.
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