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Abstract

We study the impact on market liquidity of the introduction of a penalty

for high order-to-trade ratios (OTRs), implemented by the Italian stock ex-

change to curtail high-frequency quote submission. We find that the fee is

associated with a collapse in the quoted depth of the stocks that make up

the bulk of trading in Italian equities and an increase in price impacts of

trading across the treated stocks. Spreads do not change, however. Stocks

from a pan-European control sample show no such liquidity changes. Thus,

the Italian OTR fee had the effect of making Italian stocks markets more

shallow and less resilient. Large stocks are more severely affected than mid-

caps. We also find evidence of a limited decrease in turnover. Consolidated

liquidity, constructed by aggregating across all electronic trading venues for

these stocks, decreases just like that on the main exchange. Thus, liquidity

was not simply diverted from the main exchange, it was reduced in aggregate.

�A study forming part of the body of evidence generated by the UK Government’s
Foresight project “The Future of Computer-based Trading in Financial Markets” was the
basis for this paper. We thank Fanny Declerck, Ian Marsh, Sébastien Pouget and two
anonymous reviewers for their comments. All errors are our own.
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