
TPA ETF LIQUIDITY ALERT – UNDERSTAND AND DEAL WITH 

THE PROBLEM NOW 

 

A Major Market Mechanics Problem 

Stocks have been performing very well.  The economy is in good 

shape and unemployment is at historic lows.  Corporate profits 

are strong and interest rates are very accommodative.  Technically, markets are showing a 

predominance of uptrends and fairly good breadth.  The problem with the market, however, is not 

fundamental, economic or technical.  The problem with the market is that the mechanics of ETFs and 

passive investing have created a situation of extreme illiquidity.  

 

ETF Stock Illiquidity 
TPA’s analysis of stocks in ETF’s reveals widespread illiquidity that could cause major dislocations in the 

next market downturn.  Many large and small cap stocks have multiple days of average trading volume 

tied up in ETFs.  In a fast market, managers usually will sell first what they can to raise cash.  Normally, 

the most likely candidates are large cap stocks.  ETFs will also be used to raise cash as (1) they are 

perceived as liquid and (2) managers have little allegiance to ETFs as they serve as means to gain 

exposure rather than a bet on fundamental analysis.  A declining, fast market will create situations of 

“forced illiquidity” as investors, liquidity providers, market makers, and authorized participants are 

forced to act to satisfy the requirements of the ETF structure. 

 
We specifically focus on trading volume, because this is the best measure of liquidity when the 
underlying stocks in an ETF have to be bought or sold.  Many market participants (liquidity providers, 
market makers, and authorized participants) point to percentage of outstanding shares or float to satisfy 
investor concerns about the liquidity of stocks in an ETF, but the outstanding or float shares will not 
matter on the day when many owners of an ETF decide to sell simultaneously while the market is 
declining. 
 
How Bad Is The Problem? 
TPA’s new report, ETF Liquidity Alert, calculates the number of days of average trading volume for over 
1800 stocks held in ETFs.  Although the some of the figures needed are hard to acquire, the calculation is 
rather straightforward… 
[A STOCK’S NUMBER OF DAYS VOLUME IN ETF = SHARES IN ETFS / 30 DAY AVERAGE DAILY VOLUME] 
 
U.S. - There is widespread illiquidity in the U.S. relative to average trading volume for stocks in ETFs.  TPA 
found that out of all U.S. stocks with market caps above $1 billion (over 1862 stocks): 

• 122 stocks (6%) have 30 or more days trading volume in ETFs 
• 210 stocks (11%) have 25 or more days trading volume in ETFs 
• 345 stocks (19%) have 20 or more days trading volume in ETFs 
• 613 stocks (33%) have 15 or more days trading volume in ETFs 
• 981 stocks (53%) have 10 or more days trading volume in ETFs 
• The average days trading volume in ETFs for all U.S. stocks with market cap above $1 billion is 13 

days. 
 
 

https://www.turningpointanalyticsllc.com/etf-liquidity-alert


International - The illiquidity in non-U.S. stocks is even worse.  TPA’s analysis using the S&P1200 Global 
Index with the U.S. stocks removed, found that of the close to 684 international stocks remaining: 

• 91 stocks (13%) have 30 or more days trading volume in ETFs 
• 138 stocks (20%) have 25 or more days trading volume in ETFs 
• 222 stocks (33%) have 20 or more days trading volume in ETFs 
• 349 stocks (51%) have 15 or more days trading volume in ETFs 
• 484 stocks (71%) have 10 or more days trading volume in ETFs 
• For all the international stocks the average market cap (U.S.$) is $31 billion and average trading 

volume in ETFs is 17 days 
 
There Is A Growing Concern 
TPA is not alone in its concern.  There is a growing concern among experienced strategists that the 
market is set up for a large problem and that most market participants are either unaware of or are 
ignoring the issues.  Below are 5 well-known, high-level, successful strategists who have voiced their 
concern over the past 10 months: 
 

Mohamed El-Erian, Allianz chief economic advisor, and former co-CEO of PIMCO : 

"Risk has become embedded into the system as to the proliferation of instruments that look 

extremely attractive, because they are very cheap — ETFs — but are overpromising liquidity…It 

is a huge risk of contagion… " 11/28/17 

 

Marko Kolanovic, PhD, Global Head Macro Quantitative and Derivatives Strategy, JP Morgan: 

“We think the main attribute of the next crisis will be severe liquidity disruptions resulting from 

market developments since the last crisis.” 10/14/17 

 

Peter Dixon, the Commerzbank economist: 

"My concern would have to be that they give the impression that there's lots of liquidity out 

there. But if everybody is trying to get out at the same time, the question has to be, do ETFs 

exacerbate or magnify the impact of the decline?" 11/28/17 

 

Jim Reid, the Deutsche Bank Strategist: 

"ETFs and ETPs have not yet been fully tested in a sustained bear market. So, the real test could 

be when we see the next downturn and these products are faced with heavy redemptions.” 

11/28/17 

 

Dean Barr, Managing Partner at Crisis Risk Off Partners, former Global CIO of Deutsche Asset 

Management and former CEO of Citi Alternative Investments Liquid Alternatives 

“I am a fan of ETF’s but I am afraid they have become too large and too influential in the 

underlying increasing volatility of equities they hold and the impact of the arbitrage mechanism 

that aligns the NAV of the ETF with the underlying security prices. I am not suggesting in this 

article that ETF’s will cause a market crash. What I am suggesting is that when that day comes, 

ETF’s will be blamed for facilitating a much larger dislocation than what would have occurred 

otherwise.” 4/17/17 

 
 
 



The Threat Is Not Theoretical 
The concerns of these strategists are not misplaced, since there have already been instances of major 
dislocations associated with automated trading and ETFs.  These periods are well explained in the recent 
Barrons article entitled, “Black Monday 2.0: The Next Machine-Driven Meltdown”.  Most recently, 
August 24, 2015 saw huge price declines and trading halts directly connected with the trading of ETFs. 
 
August 24, 2015 was the first real test of a large quick market decline and it produced huge dislocations 
due to the inability of market participants to arbitrage ETFs vs. the many underlying stocks in volatile 
environment.  
 
S&P500 

 
 
On the morning of 8/24/15 markets around the world and U.S. futures were down between 3% and 5% 
before the U.S. markets open.  During the morning, many ETFs were halted for trading. Per the WSJ, 
trading halts reported on 8/24/15 were almost 40 times the daily average for the year (see table 
below).  In the morning there were huge dislocations such as the ETFs DVY trading down 35% (AUM 
$13B), RSP trading down 43% ($10B), and HACK trading down 32% (AUM $1.2B).  There were over 400 
stock halts in the morning.  
 

 
“ETF Performance in the Highly Volatile Equity Market of August 24, 2015” – Blackrock 

http://www.zerohedge.com/news/2017-10-16/black-monday-20-next-machine-driven-meltdown


Stocks eventually recovered, but it took 3 months.  They then made new lows in February 2016 as the 
hangover from the crash lingered, but the potential problem has only increased.  There are now 33% 
more assets in ETFs than in 2015 (see table below).   
 

 
 

 

Recent Changes In Market Structure Have Led To The Current Situation 

 

1. Growth in ETF assets – as mentioned above, in August 2015 there were $2.87 trillion in ETFs, but 

now there are 33% more assets in ETFs ($3.84 trillion).  That can only lead to a worse outcome 

during the next sharp decline. 

 

2. Growth in passive investing – this serves to exacerbate the problem of forcing stocks to trade in 

predetermined baskets.  Bloomberg News reported in May 2017 that for the first time ever the 

number of U.S.  indexes exceeded the number of U.S stocks (chart below).  This fact highlights the 

problem.  It used to be stocks that moved indexes.  It can be argued now that indexes, passive 

investing, and ETFs move stocks. 



 
Bloomberg 12/21/17 

 

3. The universe of stocks has fallen dramatically - just as the number of ETFs and assets in ETFs has 

exploded.   The chart below shows that the number of listed firms has fallen about 50% since 1996.  

In addition, stock buybacks have reduced the number of outstanding shares for many listed 

companies.  All of this means less shares available to trade and less liquidity. (3/22/17) 

 



4. ETF trading as a percentage of all trading has risen dramatically.  ETFs account for approximately 

20.77% of all U.S. trading. 

 
 

5. HFT trading as a percentage of all trading has risen dramatically.   HFT trading accounted for 

approximately 50% of trading in 2017.  The real question comes down to HFT’s willingness to 

provide liquidity in a fast market decline.  Will they really provide liquidity or add to the pressure on 

a big down day? 

 



6. HFT’s are the force behind ETF trading.  ETF’s account for approximately 60% of HFT trading (Credit 

Suisse and Rosenblatt).  Once again, how will HFT’s, algorithms, and automation react to a fast 

market decline?  If 2015 is any indication, they will not perform well. 

 

7. HFT trading has driven the increased liquidity in large cap stocks and the growing illiquidity in small 

cap stocks since 2005.  Small Cap stocks carry less weight in ETFs, but are still necessary to trade 

ETFs. Since HFT’s trade a lot of ETFs and since they mostly trade the large liquid ETFs, much of the 

liquidity HFTs provide is for large cap stocks.  The Credit Suisse analysis below of Bid-Ask spreads 

since 2004 shows that the disparity between small and large cap stocks has grown over time.  This 

poses a problem in volatile environments for ETFs that have underlying illiquid small cap stocks. 

 

 
 

8. The final problem has to do with the timing of liquidity.  Trading of small cap stocks is now heavily 

weighted to the end of the day, making the beginning of the day even more illiquid.  Unfortunately, 

if a scenario similar to August 24, 2015 reoccurs, the markets will be illiquid at just the time when 

liquidity is most needed.  Credit Suisse’s chart below shows the huge difference between Russell 

2000 volume during the day in 2007 and in 2016. 



 
From the Credit Suisse March 15, 2017 report: 
“More Naturals in Smallcaps Mean Volumes Concentrate at EOD The relative absence of market makers in smallcap 
stocks has also caused smallcap volumes to become increasingly skewed towards the end of the day. The mostly-
natural (non-HFT) trading community has come to expect that there will be substantially more volume at the end of 
the day, so many of these traders simply wait until then to trade. That creates a self-reinforcing cycle whereby 
more and more smallcap volume shifts to the EOD” 

 
 
Why Worry? 
TPA agrees with Dean Barr that ETFs will not be the cause of the next decline, they will just make it 
much worse.   The risks the world faces today range from terrorism, international conflicts and Brexit to  
OPEC and U.S tax and interest rate policy.  It is probably more a question of “when” than “if” the 
markets get a jolt in the next few months.  One example of the possible risk was explained, on 12/14/17 
by Senator Lindsey Graham, who sits on the Armed Services Committee.  He was asked about the 
chance of a military option in North Korea.  He answered, "I would say there's a three in 10 chance we 
use the military option." 
 
TPA feels that clients should be prepared and understand the risks inherent in the new market 
mechanics of ETFs and passive investing.  For this reason, TPA created the ETF Liquidity Alert.  This 
report is available on-line for a low monthly subscription. 
 

http://www.cnn.com/2017/12/14/politics/lindsey-graham-chance-of-war-with-north-korea/index.html
https://www.turningpointanalyticsllc.com/etf-liquidity-alert


It is impossible for clients to avoid stocks that are associated with ETFs, but the ETF Liquidity Alert can 
be used in the following ways: 

1. DIFFERENTIATE - To choose between two fundamentally equivalent securities when one 
has less ETF liquidity risk 

2. SCAN FOR LIQUIDITY - To scan U.S and International stocks for those with less ETF 
liquidity risk 

3. MONITOR - To monitor the problem over time and determine if it worsening or 
improving 

4. STRATEGIZE - To learn from 2015, recognize the problem, and invest accordingly once 
the liquidity event occurs 

 

VISIT TPA TO LEARN MORE 
 
Turning Point Analytics, LLC 
225 Main Street, Suite 301 
Westport, CT 06880 
203-917-3531 
Jeffrey.Marcus@TurningPointAnalyticsllc.com 

 

https://www.turningpointanalyticsllc.com/etf-liquidity-alert

