
Author’s Accepted Manuscript

The impact of fragmentation, exchange fees and
liquidity provision on market quality

Michael Aitken, Haoming Chen, Sean Foley

PII: S0927-5398(16)30117-7
DOI: http://dx.doi.org/10.1016/j.jempfin.2016.10.002
Reference: EMPFIN943

To appear in: Journal of Empirical Finance

Received date: 31 January 2016
Revised date: 15 September 2016
Accepted date: 4 October 2016

Cite this article as: Michael Aitken, Haoming Chen and Sean Foley, The impact
of fragmentation, exchange fees and liquidity provision on market quality,
Journal of Empirical Finance, http://dx.doi.org/10.1016/j.jempfin.2016.10.002

This is a PDF file of an unedited manuscript that has been accepted for
publication. As a service to our customers we are providing this early version of
the manuscript. The manuscript will undergo copyediting, typesetting, and
review of the resulting galley proof before it is published in its final citable form.
Please note that during the production process errors may be discovered which
could affect the content, and all legal disclaimers that apply to the journal pertain.

www.elsevier.com

http://www.elsevier.com
http://dx.doi.org/10.1016/j.jempfin.2016.10.002
http://dx.doi.org/10.1016/j.jempfin.2016.10.002


1 

 

The impact of fragmentation, exchange fees and liquidity 

provision on market quality  

Michael Aitken
a
, Haoming Chen

b
, Sean Foley

c1
 

 

a
Macquarie Graduate School of Management, Macquarie University, NSW, Australia 

b
UNSW Business School, University of New South Wales, NSW, Australia 

c
Finance Discipline, Faculty of Business, University of Sydney, NSW, Australia 

Abstract 

We analyse the impact of two major financial frictions on market quality in a high-frequency environment: 

market fragmentation and exchange fees. We find fragmentation significantly improves market quality, with 

benefits increasing with greater fragmentation. Fragmentation significantly reduces spreads for stocks that are 

least constrained by the minimum tick size, whilst constrained stocks experience significant increases in 

depth. Using high-frequency data we document cross-market liquidity dynamics, demonstrating that entrant 

markets need to trade (not only quote) in order to improve liquidity, and that endogenous liquidity suppliers 

increase their usage of the alternate market when queues on the incumbent exchange are long and quoted 

spreads are constrained by the minimum tick size, consistent with queue-jumping order duplication. 
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1. Introduction 
 

Explicit and implicit costs are two of the major financial frictions facing traders today. The 

proliferation of alternative trading venues has led to a global fragmentation of order flow, bringing 

competition to bear on both of these financial frictions. While equity market competition can drive explicit 

trading fees down, the positive network externalities of trading liquidity suggest a consolidated venue may be 

the optimal structure for liquidity. We examine the impact of the reduction in these frictions due to the 

introduction of competition for equity trading in the Australian market.   

We examine the separate impact of two mechanisms which Foucault and Menkveld (2008) argue may 

result in lower spreads when additional trading venues are present. Specifically, these two mechanisms are: 

competition between market makers duplicating their limit order schedules across market places; and reduced 
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