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This paper uses equal-weighted and volume- weighted effective
spreads as proxies for bid—ask spread to observe the impact of
adopting decimalization by AMEX on bid-ask spreads and spread
components of the two exchange-traded funds (ETFs): DIA and QQQ.
While the literature holds that the bid—ask spreads of ETFs are smaller
than those of individual stocks, the work presented here finds that the
bid—ask spreads of ETFs decline significantly after decimalization.
The extent of this decline is greater for the QQQ with higher trading
volume, implying that higher trading volume significantly reduces the
spread. After decimalization, the order processing costs of both ETFs
and all the inventory holding costs evaluated by option pricing theory
also decline. Under ETFs have contained rich information, the values of
adverse selection cost in ETF spread estimated by option approach are
very close to zero, reflecting that the informed trading in ETF market is
less, and have not showed obvious change around decimalization. The
impact of inventory holding costs on the ETF spread weakens
apparently in both samples after decimal quoting, the same as that of
order processing costs for the QQQ sample with high trading volume.
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