
What is Liquidity?

Liquidity is a term often used in the market that investors have 
probably read about in the press. It is reasonable to make a 
connection between liquidity and volume traded, and while 
there is a connection between them, liquidity and volume are 
not the same thing.

Volume obviously means the traded volume you can observe 
from trades that have occurred. Professional investors use the 
term liquidity in a broader sense – where liquidity is a measure 
of whether they can trade without the trade having a significant 
impact on the market price. The more liquid a market is, the 
more volume they can transact in that market without impacting 
it in a significant way in price terms.

For example, a fund manager wants to trade $1 million of a 
certain share on ASX in a single day, and the average daily 
volume of those shares on ASX was $100 million per day, over 
the last year. In this example, the fund manager could conclude 
there was enough liquidity on ASX to do the $1m trade, without 
moving the price significantly.

However, if the fund manager had $200m of the same shares 
to transact in a single day, then they would probably conclude 
there wasn’t enough liquidity to do this trade on ASX in a day. 
For equities, investors tend to look at what volume is on the 
screen at a point in time and recent historic daily volumes on 
ASX and Chi-X as a guide to the liquidity available at any given 
time.

Professionals also search for off-market liquidity in stocks, but 
for this Fact Sheet we’re focusing on what investors can access 
on screen via their broker or financial adviser.

Investors may have experienced liquidity problems trying to 
transact in shares in very small companies, where there is 
limited supply of, or demand for shares and where trading on 
ASX is patchy, or even non-existent on particular days or even 
weeks. The market in these shares is viewed as illiquid.

There are no official Market Makers for equities on ASX. In 
fact the Australian equity market has never adopted a Market 
Making model. If there are no natural buyers or sellers on the 
ASX or Chi-X screens, or where the volume shown is very ‘thin’, 
that’s just the nature of the market in that company’s shares.

  The first classes of XTBs commenced trading on 
ASX on 14 May 2015. 

  Each Class of XTB offers exposure to the returns 
from a different senior corporate bond issued by 
some of the largest ASX listed companies, or their 
subsidiaries.

  XTBs are not a fund investment, they are individual 
securities trading on ASX, each based on a different 
underlying bond. XTBs pay out 100% of the relevant 
underlying bond’s coupons and principal.

  The ability to buy and sell XTBs on ASX is facilitated 
by a Market Maker on ASX, who acts as a buyer and 
seller of XTBs on ASX. Market Makers are usually 
banks or professional trading firms.

  Market Makers provide ‘liquidity’ in securities on 
ASX. Liquidity is a market term describing the 
degree to which trading occurs without significant 
impact on the market.

  Markets are considered ‘liquid’ if larger volumes can 
be traded without much impact on the price. They’re 
considered ‘illiquid’ when you can’t trade, or your 
trading activity has a significant impact on pricing.

  Liquidity of XTBs on ASX is driven primarily by 
the liquidity the Market Maker can access in the 
underlying bond market.

  Market Makers can create new XTBs at any stage 
provided they can access the bonds. This means 
the volume of XTBs you can access on ASX is 
not limited to what’s on the screen, or recent XTB 
volumes.

  This open-ended, create-on-demand feature of XTBs 
is common to most ETFs and similar products like 
XTBs. It’s fundamentally different to shares, where 
what’s on screen, is often all you can access.

  It’s not uncommon for ETFs and products like XTBs 
to suddenly have large volume transactions, which 
are well above their historic daily trading volumes, as 
a result of the create on demand capability.

  XTB liquidity is limited by underlying bond liquidity. 
If that fell, or completely dried up, then XTB liquidity 
on ASX would most likely fall or completely dry up.
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So while liquidity is constrained for equities because you 
cannot create new shares out of thin air, the opposite is true 
of these investment products, because the Market Maker 
can create new securities at any time provided it can access 
the underlying shares, bonds, currencies or commodities the 
particular product relates to.

The Market Maker can also unwrap or redeem all of these 
investment products back into their underlying securities.  
For XTBs this means the Market Maker will buy XTBs back 
when you want to sell, provided there is a market in the 
underlying bonds.

Examples of investment products with these features and with 
Market Makers on ASX are:

1.  Exchange Traded Funds (ETFs): Index tracking Managed 
Investment Schemes or funds giving access to indices over 
very liquid markets such as S&P/ASX 200 equities, and 
S&P500 equities (US equities).

2.  Exchange Traded Products: Very similar to ETFs but rather 
than tracking an index or broad basket of assets, these 
products usually track single assets, such as commodities, 
bonds, or currencies. XTBs that track individual senior 
corporate bonds are an example, and the first security 
on ASX providing access to the returns from individual 
corporate bonds.

3.  Warrants and Options: Very specialised and usually highly 
leveraged products, which provide leveraged access to 
liquid equity, index, currency and commodity markets. 

The range of these investment and trading products is very 
diverse and they have very little in common with each other 
apart from the structural features that support continual 
creation & redemption (or equivalent term) and therefore 
Market Making. They are of course fundamentally different 
products when it comes to investment objectives, risk profiles, 
degree of leverage, if any, investment timeframe or maturity, if 
any, and asset class exposure.

You’ll note that Listed Investment Companies (LICs) aren’t on 
the list above. While LICs are similar in many respects to ETFs 
in that they also provide access to broad baskets of securities – 
they are companies, and companies are ‘closed-ended’.

This means LIC shares cannot be issued or created on a 
continual basis, and so they cannot have Market Makers. Or 
rather, no Market Maker would take the risk of having to buy 
and hold LIC shares it cannot sell or redeem (cancel) back into 
the LIC’s constituent equities.

LICs are constrained therefore by the same supply & demand 
equation as regular equities. Liquidity of LICs on ASX is 
sometimes an issue, but many are liquid, and LICs have many 
features that many brokers, advisers, investors and promoters 
have been attracted to for decades.

Market Makers

The variable liquidity in equity markets is driven by basic supply 
and demand constraints. This is unavoidable with equities, 
particularly when the issuer has a small market capitalisation 
and low number of shares on issue. You can’t create liquidity if 
shares are tightly held and nobody wants to buy or sell.

But there is a very large group of investment & trading 
securities on ASX where the supply & demand equation is 
fundamentally different to listed equities. These investment 
products are brought to ASX by banks, fund managers and 
other product manufacturers, and some are ASX products. 
From the outset ASX requires that there are Market Makers in 
place to support liquidity in the market for these investment 
products, because they are not constrained in the same way as 
equities in terms of supply and demand.

All of these investment products tend to give investors easy 
access to a security or basket of securities, asset class, 
currency, commodity or index that generally isn’t available, or is 
hard to access for regular investors. 

The two key features these investment products all 
have in common that allows ASX to adopt a Market 
Making model are:

1.  They’re all based on a broader underlying market 
(such as the bond market for XTBs), which has its 
own entirely separate supply & demand dynamics, 
and which may provide liquidity for the Market 
Makers to access.

2.  The products all have ‘open-ended’ structures – 
meaning that rather than having a fixed number 
of securities on issue, they’re set up in a way that 
means new securities can be created and redeemed 
continually as new demand emerges, and where the 
Market Maker can access the underlying market’s 
liquidity. For example, there could be 100,000 Telstra 
XTBs on issue one day and 5,000,000 the next.

A direct consequence of these features is that both the 
apparent liquidity on the ASX screen, and the historic average 
daily value of these investment products (the guides of liquidity 
for most equities) are far less relevant to actual liquidity 
available compared to:

1.  What liquidity can the Market Maker(s) access in the 
underlying market, and

2.  How quickly can the Market Maker(s) convert or translate 
this underlying liquidity into on-screen liquidity in the 
investment product on ASX.
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The creation process 

In practice the XTB creation process by the Market Maker can 
occur at any time throughout the trading day. For example, if a 
Market Maker is offering $200,000 on ASX of a Telstra XTB at 
10am, and these are all bought by a broker’s client at 10.30am, 
then the Market Maker can simply buy more Telstra bonds in 
the underlying market, and essentially swap these with the 
Trust for XTBs, and start offering $200,000 again.

This all happens reasonably quickly if there are bonds available 
in the wholesale market. And as a matter of practicality, Market 
Makers usually manage their inventory so that when it looks 
like they’re running low of XTBs they can create new XTBs, so 
there is no gap in XTB liquidity on ASX.

So what happens if a broker/adviser client wants to buy $1m 
or $5m of XTBs, but there’s only $200,000 on the screen?

1.  A clunky or inefficient way of managing this is to keep 
loading $200,000 into the market and the Market Maker 
will keep hitting the recurring orders until the full amount is 
executed,

2.  A much more efficient way is to contact the Market Maker 
and let them know about the client demand at $1m or $5m. 
The Market Maker can then create the XTB supply needed 
(if they don’t have it already on XTB inventory) to execute 
the trade for the larger amount in a single or small number 
of transactions.

For ETFs that are very well established, it is common for very 
large trades to go through that are many times the average 
daily volumes for that ETF. For example, a large Superfund may 
decide to move $100m from one fund manager to another, 
and while they’re in the transition period, they want to put the 
$100m into some vehicle or security that still provides them 
with equity market exposure.

The Superfund can put the $100m into an equity ETF – for 
example, the S&P/ASX 50 ETF, even if the average daily 
volume in the ETF prior to this large trade was only $5m per 
day. This is possible because the ETF manager and Market 
Maker simply creates $100m of new ETF units by buying the 
stocks in the ASX 50 index. The ETF will jump in market cap, 
or FUM by $50m that day. When the Superfund is ready, it 
can reverse the process and move its money to the new fund 
manager. The $50m of ETF units would be redeemed and the 
ETF would fall in market cap or FUM by $50m that day.

Similarly for XTBs. If demand existed for say $20m of XTBs, 
then subject to the Market Maker sourcing the bonds in 
question, these XTBs can be created and distributed to meet 
that demand.

There are limitations to this liquidity. For example, if there was 
only $600m of a bond on issue then this obviously places an 
upper theoretical limit on liquidity. And let’s say that $400m of 
the bond is tightly held by fund managers with no intention of 
selling, then the XTB would be limited to some portion of the 
$200m of bonds that are up for trading. Market Making isn’t a 
panacea for liquidity in XTBs. It is limited by actual liquidity the 
Market Maker can access in the bonds.

Liquidity & Market Making in practice

With XTBs, the Market Maker can create new XTBs at any 
stage during the trading day. They do this by:

1. Buying the relevant bonds,

2.  Putting them into the Australian Corporate Bond Trust (the 
Trust) – which holds the bonds on behalf of XTB investors,

3.  The Trust issues XTBs to the Market Maker in return.  
The Trust is the vehicle that is quoted on ASX.

4.  Market Makers generally hold an inventory of XTBs to  
sell on ASX.

ASX sets the standard for Market Makers in ASX traded 
products and it makes an assessment of each product to 
determine where to set the bar for Market Making. For XTBs, 
the spreads provided by the Market Maker in XTBs on ASX 
between launch in mid-May and mid-August 2015 (when this 
XTB Fact Sheet was developed), were comparable to the 
spreads in the underlying bond market. 

As an example of the standard of Market Making 
in XTBs: At 3pm on 18 August 2015, the live 
spreads in XTBs on ASX ranged from 7 cents to 
39 cents for XTBs trading at prices from $103.91  
to $125.51.

In other words, the difference between the prices you could 
buy XTBs at, and the prices you could sell XTBs at, ranged from 
7 cents to 39 cents depending on the XTB at that point in time 
with the average spread being approximately 19 cents.

Prices and spreads fluctuate with the market, but these spreads 
are typical of the standard of Market Making in XTBs from May 
to August 2015. In terms of volume on the screen, the Market 
Maker had consistently shown $200,000 of XTBs on both the 
bid and the offer throughout the May to August period. As this 
XTB Fact sheet outlines, this volume is not the limit of XTBs that 
can be traded.

All XTBs on the day this snapshot was taken were trading at 
prices well north of the bond’s par value of $100 (as expected 
given interest rates were at historic lows at that time). The 
range of 7 cents to 39 cents bid-offer (buy-sell) spreads in XTBs 
was approximately 0.05% to 0.37% of the XTB price, depending 
on the XTB, or spreads of 5bps to 37bps of the price.

These spreads would generally be considered to be good 
or ‘tight spreads’ in ASX securities by market professionals 
and they were approximately the same as the spreads in the 
underlying bonds at that time, and in many cases even tighter 
than the underlying bond spread.
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DISCLAIMER Australian Corporate Bond Company Ltd (ABN 34 169 
442 657, Authorised Representative No.: 469037) (“ACBC”) is an 
Authorised Representative of Theta Asset Management Ltd (ABN 37 
071 807 684, AFSL No.: 230920) (“Theta”). Theta is the Responsible 
Entity of the Australian Corporate Bond Trust (ARSN 603 010 779) and 
the issuer of the Exchange Traded Bond Units (“XTBs”). ACBC is the 
Securities Manager of the XTBs. ACBC and Theta will earn fees for 
making the XTBs available to investors, which is payable at the time 
that an Authorised Participant applies for an XTB. ASX have approved 
the XTBs for quotation on ASX pursuant to the AQUA Rules. Further 
a Product Disclosure Statement (“PDS”) dated 6 May 2015 has been 
lodged with ASIC. Further Classes of XTBs may be made available 
pursuant to separate PDS, those Classes of XTBs will be made 
available once they have been approved for quotation by ASX and the 
relevant PDS has been lodged with ASIC. Investors should read the 
PDS that relates to that Class of XTB prior to making an investment 
decision, with or without the assistance of their professional legal, 
accounting and financial advisers. ACBC is solely responsible for the 
contents of this email. The contents of a PDS and this Fact Sheet are 
subject to change and ACBC makes no warranty, express or implied, 
as to the completeness of any statement contained herein nor does 
it represent that this email contains all of the information that an 
investor may require in order to assess the merits of an investment in 
XTBs. The distribution of this Fact Sheet or any other material relating 
to XTBs, including a PDS, to persons outside of Australia may be 
restricted by law and any person who comes into possession of such 
documents should seek their own advice on, and observe any such 
restrictions. The information contained in this Fact Sheet is general in 
nature and does not take into account any particular investors personal 
circumstances, objectives or needs. It is not personal financial advice. 
You should read the PDS and consider, with or without the assistance 
of your professional advisers, whether an investment in XTBs is 
appropriate, having regard to your own personal circumstances.

© Copyright 2015 Australian Corporate Bond Company Ltd  
ABN 34 169 442 657. All rights reserved 2015

An important consideration for investors is always: ‘Can I get 
out?’ Being able to exit your investment is important. The ability 
for the Market Maker to buy your XTBs from you, unwrap them 
back into the underlying bonds, and to sell those bonds in the 
wholesale bond market helps in this regard.

If the Market Maker had to hold onto any XTBs it bought, then 
the risk for it would be greater, which would limit its willingness 
or ability to be a Market Maker. The open-ended structure 
works both ways, and the redemption or unwrapping ability 
helps ensure the Market Maker will buy back XTBs on ASX, 
subject to it being able to sell the bonds in the wholesale bond 
market.

As at mid-August 2015 Deutsche Bank was the main Market 
Maker in XTBs, with the Responsible Entity, through an agent, 
proposing to provide additional on-market liquidity in XTBs 
from late August 2015. Potentially this means more liquidity and 
while a single Market Maker is commonplace, it is not unusual 
to have several.

Conclusion

Securities like XTBs and ETFs have open-ended structures that 
means they can be created and redeemed on a day-to-day 
basis to meet demand. They have Market Makers, who support 
liquidity on ASX by providing liquidity for end investors in the 
form of buy and sell orders on ASX.

Because Market Makers can always create new supply of XTBs, 
and redeem XTBs back into bonds to meet investor demand – 
the liquidity of XTBs may not be the apparent liquidity of XTBs 
on the ASX screen at any point in time, or what recent historic 
volumes have been.

XTB liquidity is driven by, and indeed limited by, the liquidity 
available to the Market Maker in the underlying institutional 
bond market. If the Market Makers(s) can buy or sell bonds, 
it can create or redeem XTBs. So the actual liquidity in XTBs 
may be far greater than what can be seen on ASX. The Market 
Maker will buy back XTBs on ASX, as stipulated by ASX. It can 
do so readily because it can always redeem any XTBs back into 
underlying bonds that it can sell into the underlying wholesale 
market.

Brokers and Advisers can contact the Market Maker when 
they have demand for XTBs at a level that’s considerably 
above the apparent liquidity available on the ASX screen. The 
Market Maker can create the new XTBs based on that demand, 
provided it can access the relevant bonds in the wholesale 
market.

To view the range of available XTBs visit  
xtbs.com.au/available-xtbs.

For more information  
E: advisers@xtbs.com.au 
T: 1800 995 993 
W: xtbs.com.au 

 Follow us on LinkedIn 
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