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Overview  

Since the introduction of ETFs in 1990 there have been many myths surrounding several aspects of these 
relatively new products. In 2018, Bristol Gate launched actively managed ETFs and based on the feedback 
from advisors we wanted to provide insight into a common misconception: liquidity. 

Liquidity of common equities is represented by the amount of buyers and sellers in a marketplace, and to 
what degree they are willing to transact on a security. The more market participants willing to buy and sell 
a security, the faster, easier, and cheaper it becomes to complete a transaction.  

Even though ETFs are traded on the secondary market, like common shares of a public company, their 
liquidity is often much greater than what meets the eye. This is attributed to ETFs construction and 
characteristics.  

Myth #1: Low Daily Trading Volume Translates to Low Liquidity 

Unlike common shares of a public company, an ETF’s liquidity is not based on its daily trading volume. 
Rather, it is dependent on the liquidity of the underlying basket of securities that make up the ETF. To 
further distinguish the liquidity characteristics of stocks and ETFs; stocks have a fixed number of shares 
outstanding. Conversely, ETFs are open-ended vehicles. Their units can be created and/or redeemed on 
request to meet investor demand. 

One of the many roles of the Designated Broker, also known as a Market Maker, is assisting in the creation 
of ETF units. When an investor wishes to purchase an ETF they can approach the Market Maker and 
request those units on demand. Then on the open market, the Market Maker will purchase the basket of 
stocks that make up the ETF and deliver the securities to the ETF provider (which is the creation basket) in 
exchange for units of the ETF. This is called the Creation of Units. As mentioned above, this process can be 
completed on demand. 

As the ETF Unit Creation process involves the Market Maker first purchasing the underlying securities on 
the open market, we can see how ETF liquidity is determined by the liquidity of the individual securities, 
and not the daily volume traded of the ETF. In the case of Bristol Gate’s ETFs, which are comprised of large 
cap stocks that are frequently traded, the creation of units to satisfy demand is done quickly with little 
market impact. 

While Buyers and Sellers trade ETFs on the secondary market, the price they pay is based on the value of 
the basket of underlying securities that make up the ETF, not the supply and demand of the ETF itself.      
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Myth #2: ETF Liquidity is Reflective Entirely by What is ‘On Screen’ 

Further to the misconceptions surrounding the underlying liquidity of ETFs, many believe Bid/Ask sizes 
are limited to what is posted and seen ‘on screen’. The reality is that many Market Makers will only post a 
fraction of their total inventory. The market makers post these smaller sizes to manage their risk and 
exposure to events occurring throughout the day. A Market Maker is likely willing to trade substantially 
more than what is represented on the order book. 

Myth #3: Spreads on Actively Managed ETFs are Wider 

The width of spreads (the difference between the bid and ask prices) are dependent on the liquidity of the 
underlying basket of securities. If the portfolio is made up of esoteric, illiquid securities, spreads will be 
much wider to reflect the risk to the Market Maker. However, if the underlying basket is made up of liquid, 
highly traded securities then spreads will be smaller. Below helps explain how an ETF spread is 
determined. 
 

 

 

In the case of the Bristol Gate ETFs, the underlying portfolios are made up of S&P500 and S&P/TSX 
companies which are constantly traded and very liquid. Therefore, the value of the underlying basket can 
be as the value of the basket plus small auxiliary costs explained above. This reduces the risk to the Market 
Maker’s exposure and results in narrow spreads.   
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Tips for Placing ETF orders: 

• Use limit orders. Ensure the bid-ask spread makes sense and then put in an appropriate limit 
order. 

• Due to the potential for increased ETF price volatility in the first and last 30 minutes of market 
hours, investors may consider avoiding trading at these times. 

• For orders over 10,000 units, contact the Bristol Gate Relationship Management Team or our 
Market Makers.  

 

 

Important Disclosures 

There is a risk of loss inherent in any investment; past performance is not indicative of future results. 
Prospective and existing investors in Bristol Gate’s pooled funds or ETF funds should refer to the fund’s 
offering documents which outline the risk factors associated with a decision to invest. Separately 
managed account clients should refer to disclosure documents provided which outline risks of investing. 
Pursuant to SEC regulations, a description of risks associated with Bristol Gate’s strategies is also 
contained in Bristol Gate’s Form ADV Part 2A located at www.bristolgate.com/regulatory-documents. 

This piece is presented for illustrative and discussion purposes only. It should not be considered as 
personal investment advice or an offer or solicitation to buy and/or sell securities and it does not consider 
unique objectives, constraints, or financial needs of the individual. Under no circumstances does this piece 
suggest that you should time the market in any way or make investment decisions based on the content. 
Investors are advised that their investments are not guaranteed, their values change frequently, and past 
performance may not be repeated. References to specific securities are presented to illustrate the 
application of our investment philosophy only, do not represent all of the securities purchased, sold or 
recommended for the portfolio, it should not be assumed that investments in the securities identified 
were or will be profitable and should not be considered recommendations by Bristol Gate Capital Partners 
Inc. A full list of security holdings is available upon request. For more information contact Bristol Gate 
Capital Partners Inc. directly. The information contained in this piece is the opinion of Bristol Gate Capital 
Partners Inc. and/or its employees as of the date of the piece and is subject to change without notice. 
Every effort has been made to ensure accuracy in this piece at the time of publication; however, accuracy 
cannot be guaranteed. Market conditions may change and Bristol Gate Capital Partners Inc. accepts no 
responsibility for individual investment decisions arising from the use of or reliance on the information 
contained herein. We strongly recommend you consult with a financial advisor prior to making any 
investment decisions. Please refer to the Legal section of Bristol Gate’s website for additional information 
at bristolgate.com. 

A Note About Forward-Looking Statements 

This report may contain forward-looking statements including, but not limited to, statements about the 
Bristol Gate strategies, risks, expected performance and condition. Forward-looking statements include 
statements that are predictive in nature, that depend upon or refer to future events and conditions or 
include words such as “may”, “could”, “would”, “should”, “expect”, “anticipate”, “intend”, “plan”, “believe”, 
“estimate” and similar forward-looking expressions or negative versions thereof. 

These forward-looking statements are subject to various risks, uncertainties and assumptions about the 
investment strategies, capital markets and economic factors, which could cause actual financial 
performance and expectations to differ materially from the anticipated performance or other 
expectations expressed. Economic factors include, but are not limited to, general economic, political and  
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market factors in North America and internationally, interest and foreign exchange rates, global equity 
and capital markets, business competition, technological change, changes in government regulations, 
unexpected judicial or regulatory proceedings, and catastrophic events. Readers are cautioned not to 
place undue reliance on forward-looking statements and consider the above-mentioned factors and other 
factors carefully before making any investment decisions. All opinions contained in forward-looking 
statements are subject to change without notice and are provided in good faith. Forward-looking 
statements are not guarantees of future performance, and actual results could differ materially from 
those expressed or implied in any forward-looking statements. Bristol Gate Capital Partners Inc. has no 
specific intention of updating any forward-looking statements whether as a result of new information, 
future events or otherwise, except as required by securities legislation. 
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