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1. Two Mechanisms

2. Main Results: Mechanisms Co-exist, But New ETFs Increase Volatility
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of ETF secondary market trading [3]
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of ETF secondary market trading [3]

consistent with the transmit mechanism

consistent with the absorb mechanism

Instrument for ETF count: 
historical median expense ratio of tracking ETFs 

between 2-quarter-ago to 2-year-ago 
(median lead time for new ETFs 223 days [4]) 

The estimated increase in stock daily volatility
 from 2011 to 2021 for an average stock is 

between 5 (OLS) to 36 (IV) basis points
(the median ETF count increased from 26 to 50)

ETFs increase stock volatility 
When demand shocks drive up ETF prices over the value of ETFs, 

ETF traders transmit shocks via arbitrage -  
selling ETFs and buying ETF portfolio.

ETF decrease stock volatility
ETF traders supply liquidity and absorb shocks,
 by bearing inventory risk from incoming orders 

until offsetting orders arrive.

I reconcile the seemingly opposing evidence (e.g. [1] and [2]), 
by taking into account two forms of ETF activities – 

ETF ownership and ETF trading.

3. Sample & Stylized Facts

Sampling period: 2011 – 2021

• ETFs: US ETFs that invest in domestic equity

• Stocks: US common stocks

• ETF total market cap is only ~5% of stock total 
market cap, but ETF total dollar volume is ~25% of 
stock total dollar volume.

• 4 ETFs (SPY, QQQ, DIA, IWM) drive ~25% of ETF 
total market cap but ~85% of ETF total dollar 
volume.
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ETFs transfer volatility from intra-day to inter-day

• ETF count is negatively associated with daily price 
range (the difference between daily high and low 
prices, scaled by mid prices).

Both mechanisms co-exist even within one ETF

• Volatility increases for newly included stocks in the 
NASDAQ 100 index, relative to matched NYSE 
stocks.

• The inclusion effects are positively associated with 
the QQQ size but negatively with the QQQ volume.

the fraction of stock shares owned by ETFs

the standard deviation of stock daily returnsthe number of ETFs holding a stock

the hypothetical increase in stock trading if ETF trades 
were replaced by pro rata stock trades
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