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  Abstract
  Consistent with prior literature, we find that average relative effective spreads are higher for venues that pay for order flow (PFOF) than for venues utilizing the maker-taker (MT) model. This relation becomes more nuanced when liquidity fees are incorporated into liquidity cost measures. For the majority of options, PFOF venues offer lower average liquidity costs net of taker fees. Net liquidity costs for the high-priced options, however, are lower for MT venues. Overall, our results suggest that the inclusion of fees and rebates can rationalize the routing of most, but not all, marketable orders to PFOF venues.


 


   
    
	
Type

	Research Article


 	
Information

	Journal of Financial and Quantitative Analysis
  
,
Volume 51
  
,
Issue 5
  , October 2016  , pp. 1637 - 1662 
 DOI: https://doi.org/10.1017/S0022109016000582
 [Opens in a new window]
 
  


   	
Copyright

	
Copyright © Michael G. Foster School of Business, University of Washington 2016 




 Access options
 Get access to the full version of this content by using one of the access options below. (Log in options will check for institutional or personal access. Content may require purchase if you do not have access.)  


    
 References
  
 

 Anand, A.; Hua, J.; and McCormick, T.. “Make-Take Structure and Market Quality: Evidence from the U.S. Options Markets.” Management Science, 62 (2016), 3271–3290.CrossRefGoogle Scholar


 
 

 Angel, J.; Harris, L.; and Spatt, C.. “Equity Trading in the 21st Century.” Quarterly Journal of Finance, 1 (2011), 1–53.CrossRefGoogle Scholar


 
 

 Barclay, M.; Hendershott, T.; and McCormick, D. T.. “Competition among Trading Venues: Information and Trading on Electronic Trading Networks.” Journal of Finance, 58 (2003), 2637–2666.CrossRefGoogle Scholar


 
 

 Battalio, R.“Third Market Broker-Dealers: Cost Competitors or Cream Skimmers?” Journal of Finance, 52 (1997), 341–352.Google Scholar


 
 

 Battalio, R.; Corwin, S.; and Jennings, R.. “Can Brokers Have It All? On the Relation between Make-Take Fees and Limit Order Execution Quality.” Journal of Finance, 71 (2016), 2193–2238.CrossRefGoogle Scholar


 
 

 Battalio, R.; Greene, J.; and Jennings, R.. “Do Competing Specialists and Preferencing Dealers Affect Market Quality?” Review of Financial Studies, 10 (1997), 969–993.CrossRefGoogle Scholar


 
 

 Battalio, R.; Greene, J.; and Jennings, R.. “Order Flow Distribution, Bid–Ask Spreads, and Liquidity Costs: Merrill Lynch’s Decision to Cease Routinely Routing Orders to Regional Stock Exchanges.” Journal of Financial Intermediation, 7 (1998), 338–358.CrossRefGoogle Scholar


 
 

 Battalio, R.; Hatch, B.; and Jennings, R.. “Toward a National Market System for U.S. Exchange-Listed Equity Options.” Journal of Finance, 59 (2004), 933–962.CrossRefGoogle Scholar


 
 

 Battalio, R., and Holden, C.. “A Simple Model of Payment for Order Flow, Internalization, and Total Trading Cost.” Journal of Financial Markets, 4 (2001), 33–71.CrossRefGoogle Scholar


 
 

 Battalio, R.; Jennings, R.; and Selway, J.. “The Relationship among Market-Making Revenue, Payment for Order Flow, and Trading Costs for Market Orders.” Journal of Financial Services Research, 19 (2001), 39–56.CrossRefGoogle Scholar


 
 

 Battalio, R., and Schultz, P.. “Regulatory Uncertainty and Market Liquidity: The 2008 Short Sale Ban’s Impact on Equity Option Markets.” Journal of Finance, 66 (2011), 2013–2053.CrossRefGoogle Scholar


 
 

 Bessembinder, H.“Selection Biases and Cross-Market Trading Cost Comparisons.” Working Paper, University of Utah (2003).Google Scholar


 
 

 Bessembinder, H., and Kaufman, H.. “A Cross-Exchange Comparison of Execution Costs and Information Flow for NYSE-Listed Stocks.” Journal of Financial Economics, 46 (1997), 293–319.CrossRefGoogle Scholar


 
 

 Boehmer, E.“Dimensions of Execution Quality: Recent Evidence for US Equity Markets.” Journal of Financial Economics, 78 (2005), 553–582.CrossRefGoogle Scholar


 
 

 Chakravarty, S.; Jain, P.; Upson, J.; and Wood, R.. “Clean Sweep: Informed Trading through Intermarket Sweep Orders.” Journal of Financial and Quantitative Analysis, 47 (2012), 415–435.CrossRefGoogle Scholar


 
 

 Colliard, J., and Foucault, T.. “Trading Fees and Efficiency in Limit Order Markets.” Review of Financial Studies, 25 (2012), 3389–3421.CrossRefGoogle Scholar


 
 

 Davidoff, S.“S.E.C.’s Review of Stock Trading Will See Some of Its Own Work.” New York Times DealBook, available at http://goo.gl/V0LtJa (Feb. 11, 2014).Google Scholar


 
 

 De Fontnouvelle, P.; Fishe, R.; and Harris, J.. “The Behavior of Bid–Ask Spreads and Volume in Options Markets during the Competition for Listings in 1999.” Journal of Finance, 58 (2003), 2437–2464.CrossRefGoogle Scholar


 
 

 Easley, D.; Kiefer, N.; and O’Hara, M.. “Cream-Skimming or Profit-Sharing? The Curious Role of Purchased Order Flow.” Journal of Finance, 51 (1996), 811–833.Google Scholar


 
 

 Easley, D., and O’Hara, M.. “Price, Trade Size, and Information in Securities Markets.” Journal of Financial Economics, 19 (1987), 69–90.CrossRefGoogle Scholar


 
 

 Goldstein, M.; Shkilko, A.; Van Ness, B.; and Van Ness, R.. “Competition in the Market for NASDAQ Securities.” Journal of Financial Markets, 11 (2008), 113–143.CrossRefGoogle Scholar


 
 

 Harris, L.“Minimum Price Variations, Discrete Bid–Ask Spreads, and Quotation Sizes.” Review of Financial Studies, 7 (1994), 148–179.CrossRefGoogle Scholar


 
 

 Hu, J.“Does Option Trading Convey Stock Price Information?” Journal of Financial Economics, 111 (2014), 625–645.CrossRefGoogle Scholar


 
 

 Jameson, M., and Wilhelm, W.. “Market Making in the Options Markets and the Costs of Discrete Hedge Rebalancing.” Journal of Finance, 47 (1992), 765–779.CrossRefGoogle Scholar


 
 

 Lee, C.“Market Integration and Price Execution for NYSE-Listed Securities.” Journal of Finance, 48 (1993), 1009–1038.Google Scholar


 
 

 Malinova, K., and Park, A.. “Subsidizing Liquidity: The Impact of Make/Take Fees on Market Quality.” Journal of Finance, 70 (2015), 509–536.CrossRefGoogle Scholar


 
 

 Petersen, M., and Fialkowski, D.. “Posted versus Effective Spreads: Good Prices or Bad Quotes?” Journal of Financial Economics, 35 (1994), 269–292.CrossRefGoogle Scholar




 

           



 
  	24
	Cited by


 

   




 Cited by

 
 Loading...


    


 













Cited by





	



24




	


















Crossref Citations










This article has been cited by the following publications. This list is generated based on data provided by
Crossref.









Christoffersen, Peter
Goyenko, Ruslan
Jacobs, Kris
and
Karoui, Mehdi
2012.
Illiquidity Premia in the Equity Options Market.
SSRN Electronic Journal,


	CrossRef
	Google Scholar






Christoffersen, Peter
Goyenko, Ruslan
Jacobs, Kris
and
Karoui, Mehdi
2018.
Illiquidity Premia in the Equity Options Market.
The Review of Financial Studies,
Vol. 31,
Issue. 3,
p.
811.


	CrossRef
	Google Scholar






Roseman, Brian S.
Van Ness, Bonnie F.
and
Van Ness, Robert A.
2018.
Odd-lot trading in U.S. equities.
The Quarterly Review of Economics and Finance,
Vol. 69,
Issue. ,
p.
125.


	CrossRef
	Google Scholar






Tham, Wing Wah
Sojli, Elvira
and
Skjeltorp, Johannes A.
2018.
Cross-Sided Liquidity Externalities.
Management Science,
Vol. 64,
Issue. 6,
p.
2901.


	CrossRef
	Google Scholar






Andersen, Torben G.
Archakov, Ilya
Grund, Leon Eric
Hautsch, Nikolaus
Nasekin, Sergey
Nolte, Ingmar
Pham, Manh Cuong
Taylor, Stephen J.
and
Todorov, Viktor
2019.
A Descriptive Study of High-Frequency Trade and Quote Option Data.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Chakrabarty, Bidisha
Cox, Justin
and
Upson, James
2019.
Tick Size Pilot Program and the Information Structure of US Stock Markets.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Li, Yubin
Zhao, Chen
and
Zhong, Zhaodong
2019.
Price discrimination against retail Investors: Evidence from mini options.
Journal of Banking & Finance,
Vol. 106,
Issue. ,
p.
50.


	CrossRef
	Google Scholar






Griffith, Todd G
Van Ness, Robert A
and
Karolyi, Andrew
2020.
Order Cancellations, Fees, and Execution Quality in U.S. Equity Options.
The Review of Financial Studies,
Vol. 33,
Issue. 4,
p.
1534.


	CrossRef
	Google Scholar






Brolley, Michael
and
Malinova, Katya
2020.
Maker-Taker Fees and Liquidity: The Role of Commission Structures.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Mishra, Suchismita
and
Zhao, Le
2021.
Order Routing Decisions for a Fragmented Market: A Review.
Journal of Risk and Financial Management,
Vol. 14,
Issue. 11,
p.
556.


	CrossRef
	Google Scholar






Battalio, Robert
Griffith, Todd
and
Van Ness, Robert
2021.
Do (Should) Brokers Route Limit Orders to Options Exchanges That Purchase Order Flow?.
Journal of Financial and Quantitative Analysis,
Vol. 56,
Issue. 1,
p.
183.


	CrossRef
	Google Scholar






Andersen, Torben
Archakov, Ilya
Grund, Leon
Hautsch, Nikolaus
Li, Yifan
Nasekin, Sergey
Nolte, Ingmar
Pham, Manh Cuong
Taylor, Stephen
and
Todorov, Viktor
2021.
A Descriptive Study of High-Frequency Trade and Quote Option Data*.
Journal of Financial Econometrics,
Vol. 19,
Issue. 1,
p.
128.


	CrossRef
	Google Scholar






Adams, Samuel
Kasten, Connor
and
Kelley, Eric K.
2021.
Do Investors Save When Market Makers Pay? Retail Execution Costs Under Payment for Order Flow Models.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Adams, Samuel
and
Kasten, Connor
2021.
Retail Order Execution Quality under Zero Commissions.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Grauer, Caroline
Schuster, Philipp
and
Uhrig-Homburg, Marliese
2022.
Option Trade Classification.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Ernst, Thomas
and
Spatt, Chester S.
2022.
Payment for Order Flow and Asset Choice.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Chakrabarty, Bidisha
Cox, Justin
and
Upson, James E.
2022.
Tick Size Pilot Program and price discovery in U.S. stock markets.
Journal of Financial Markets,
Vol. 59,
Issue. ,
p.
100658.


	CrossRef
	Google Scholar






Hu, Edwin
and
Murphy, Dermot
2022.
Competition for Retail Order Flow and Market Quality.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Hendershott, Terrence J.
Khan, Saad
and
Riordan, Ryan
2022.
Option Auctions.
SSRN Electronic Journal ,


	CrossRef
	Google Scholar






Brauneis, Alexander
Mestel, Roland
Riordan, Ryan
and
Theissen, Erik
2022.
The anatomy of a fee change — evidence from cryptocurrency markets.
Journal of Empirical Finance,
Vol. 67,
Issue. ,
p.
152.


	CrossRef
	Google Scholar





Download full list
















Google Scholar Citations

View all Google Scholar citations
for this article.














 

×






	Librarians
	Authors
	Publishing partners
	Agents
	Corporates








	

Additional Information











	Accessibility
	Our blog
	News
	Contact and help
	Cambridge Core legal notices
	Feedback
	Sitemap



Select your country preference




Afghanistan
Aland Islands
Albania
Algeria
American Samoa
Andorra
Angola
Anguilla
Antarctica
Antigua and Barbuda
Argentina
Armenia
Aruba
Australia
Austria
Azerbaijan
Bahamas
Bahrain
Bangladesh
Barbados
Belarus
Belgium
Belize
Benin
Bermuda
Bhutan
Bolivia
Bosnia and Herzegovina
Botswana
Bouvet Island
Brazil
British Indian Ocean Territory
Brunei Darussalam
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Cape Verde
Cayman Islands
Central African Republic
Chad
Channel Islands, Isle of Man
Chile
China
Christmas Island
Cocos (Keeling) Islands
Colombia
Comoros
Congo
Congo, The Democratic Republic of the
Cook Islands
Costa Rica
Cote D'Ivoire
Croatia
Cuba
Cyprus
Czech Republic
Denmark
Djibouti
Dominica
Dominican Republic
East Timor
Ecuador
Egypt
El Salvador
Equatorial Guinea
Eritrea
Estonia
Ethiopia
Falkland Islands (Malvinas)
Faroe Islands
Fiji
Finland
France
French Guiana
French Polynesia
French Southern Territories
Gabon
Gambia
Georgia
Germany
Ghana
Gibraltar
Greece
Greenland
Grenada
Guadeloupe
Guam
Guatemala
Guernsey
Guinea
Guinea-bissau
Guyana
Haiti
Heard and Mc Donald Islands
Honduras
Hong Kong
Hungary
Iceland
India
Indonesia
Iran, Islamic Republic of
Iraq
Ireland
Israel
Italy
Jamaica
Japan
Jersey
Jordan
Kazakhstan
Kenya
Kiribati
Korea, Democratic People's Republic of
Korea, Republic of
Kuwait
Kyrgyzstan
Lao People's Democratic Republic
Latvia
Lebanon
Lesotho
Liberia
Libyan Arab Jamahiriya
Liechtenstein
Lithuania
Luxembourg
Macau
Macedonia
Madagascar
Malawi
Malaysia
Maldives
Mali
Malta
Marshall Islands
Martinique
Mauritania
Mauritius
Mayotte
Mexico
Micronesia, Federated States of
Moldova, Republic of
Monaco
Mongolia
Montenegro
Montserrat
Morocco
Mozambique
Myanmar
Namibia
Nauru
Nepal
Netherlands
Netherlands Antilles
New Caledonia
New Zealand
Nicaragua
Niger
Nigeria
Niue
Norfolk Island
Northern Mariana Islands
Norway
Oman
Pakistan
Palau
Palestinian Territory, Occupied
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Pitcairn
Poland
Portugal
Puerto Rico
Qatar
Reunion
Romania
Russian Federation
Rwanda
Saint Kitts and Nevis
Saint Lucia
Saint Vincent and the Grenadines
Samoa
San Marino
Sao Tome and Principe
Saudi Arabia
Senegal
Serbia
Seychelles
Sierra Leone
Singapore
Slovakia
Slovenia
Solomon Islands
Somalia
South Africa
South Georgia and the South Sandwich Islands
Spain
Sri Lanka
St. Helena
St. Pierre and Miquelon
Sudan
Suriname
Svalbard and Jan Mayen Islands
Swaziland
Sweden
Switzerland
Syrian Arab Republic
Taiwan
Tajikistan
Tanzania, United Republic of
Thailand
Togo
Tokelau
Tonga
Trinidad and Tobago
Tunisia
Turkey
Turkmenistan
Turks and Caicos Islands
Tuvalu
Uganda
Ukraine
United Arab Emirates
United Kingdom
United States
United States Minor Outlying Islands
United States Virgin Islands
Uruguay
Uzbekistan
Vanuatu
Vatican City
Venezuela
Vietnam
Virgin Islands (British)
Wallis and Futuna Islands
Western Sahara
Yemen
Zambia
Zimbabwe









Join us online

	









	









	









	









	


























	

Legal Information










	









	Rights & Permissions
	Copyright
	Privacy Notice
	Terms of use
	Cookies Policy
	
© Cambridge University Press 2024

	Back to top













	
© Cambridge University Press 2024

	Back to top












































Cancel

Confirm





×





















Save article to Kindle






To save this article to your Kindle, first ensure coreplatform@cambridge.org is added to your Approved Personal Document E-mail List under your Personal Document Settings on the Manage Your Content and Devices page of your Amazon account. Then enter the ‘name’ part of your Kindle email address below.
Find out more about saving to your Kindle.



Note you can select to save to either the @free.kindle.com or @kindle.com variations. ‘@free.kindle.com’ emails are free but can only be saved to your device when it is connected to wi-fi. ‘@kindle.com’ emails can be delivered even when you are not connected to wi-fi, but note that service fees apply.



Find out more about the Kindle Personal Document Service.








To Pay or Be Paid? The Impact of Taker Fees and Order Flow Inducements on Trading Costs in U.S. Options Markets








	Volume 51, Issue 5
	
Robert Battalio, Andriy Shkilko and Robert Van Ness

	DOI: https://doi.org/10.1017/S0022109016000582





 








Your Kindle email address




Please provide your Kindle email.



@free.kindle.com
@kindle.com (service fees apply)









Available formats

 PDF

Please select a format to save.

 







By using this service, you agree that you will only keep content for personal use, and will not openly distribute them via Dropbox, Google Drive or other file sharing services
Please confirm that you accept the terms of use.















Cancel




Save














×




Save article to Dropbox







To save this article to your Dropbox account, please select one or more formats and confirm that you agree to abide by our usage policies. If this is the first time you used this feature, you will be asked to authorise Cambridge Core to connect with your Dropbox account.
Find out more about saving content to Dropbox.

 





To Pay or Be Paid? The Impact of Taker Fees and Order Flow Inducements on Trading Costs in U.S. Options Markets








	Volume 51, Issue 5
	
Robert Battalio, Andriy Shkilko and Robert Van Ness

	DOI: https://doi.org/10.1017/S0022109016000582





 









Available formats

 PDF

Please select a format to save.

 







By using this service, you agree that you will only keep content for personal use, and will not openly distribute them via Dropbox, Google Drive or other file sharing services
Please confirm that you accept the terms of use.















Cancel




Save














×




Save article to Google Drive







To save this article to your Google Drive account, please select one or more formats and confirm that you agree to abide by our usage policies. If this is the first time you used this feature, you will be asked to authorise Cambridge Core to connect with your Google Drive account.
Find out more about saving content to Google Drive.

 





To Pay or Be Paid? The Impact of Taker Fees and Order Flow Inducements on Trading Costs in U.S. Options Markets








	Volume 51, Issue 5
	
Robert Battalio, Andriy Shkilko and Robert Van Ness

	DOI: https://doi.org/10.1017/S0022109016000582





 









Available formats

 PDF

Please select a format to save.

 







By using this service, you agree that you will only keep content for personal use, and will not openly distribute them via Dropbox, Google Drive or other file sharing services
Please confirm that you accept the terms of use.















Cancel




Save














×



×



Reply to:

Submit a response













Title *

Please enter a title for your response.







Contents *


Contents help










Close Contents help









 



- No HTML tags allowed
- Web page URLs will display as text only
- Lines and paragraphs break automatically
- Attachments, images or tables are not permitted




Please enter your response.









Your details









First name *

Please enter your first name.




Last name *

Please enter your last name.




Email *


Email help










Close Email help









 



Your email address will be used in order to notify you when your comment has been reviewed by the moderator and in case the author(s) of the article or the moderator need to contact you directly.




Please enter a valid email address.






Occupation

Please enter your occupation.




Affiliation

Please enter any affiliation.















You have entered the maximum number of contributors






Conflicting interests








Do you have any conflicting interests? *

Conflicting interests help











Close Conflicting interests help









 



Please list any fees and grants from, employment by, consultancy for, shared ownership in or any close relationship with, at any time over the preceding 36 months, any organisation whose interests may be affected by the publication of the response. Please also list any non-financial associations or interests (personal, professional, political, institutional, religious or other) that a reasonable reader would want to know about in relation to the submitted work. This pertains to all the authors of the piece, their spouses or partners.





 Yes


 No




More information *

Please enter details of the conflict of interest or select 'No'.









  Please tick the box to confirm you agree to our Terms of use. *


Please accept terms of use.









  Please tick the box to confirm you agree that your name, comment and conflicts of interest (if accepted) will be visible on the website and your comment may be printed in the journal at the Editor’s discretion. *


Please confirm you agree that your details will be displayed.


















