








the United States’ “Tick Size Pilot” and stocks that change
between below and above $1. These examples are particularly
illustrative because, in the frst, the pilot provided an ideal test
and control setup to see the efects of a change in spreads
where the comparison between the test and control groups
should eliminate other potential factors. In the second, the “Sub-
Penny Rule” in the United States constrains any stocks priced
above $1 to a minimum spread of $0.01 while those priced
below $1 can have a spread as small as one one-hundredth of
that size. This means that the spreads for any stocks that are
tick constrained when barely above $1 and which move below
$1 can collapse only due to that price change.

The U.S. Securities and Exchange Commission (SEC), created
the Tick Size Pilot (TSP) “to allow the Commission, market
participants, and the public to study and assess the impact of

wider minimum quoting and trading increments — or tick sizes

- on the liquidity and trading of the common stocks of certain
small-capitalization companies.”® The SEC created pilot groups
of stocks where the minimum tick size was moved from 1 cent
to 5 cents (along with certain other specifcs which are beyond
the scope of this paper) as well as a control group which was
left unchanged. While the pilot itself was not successful in
creating more liquidity and trading in pilot groups,” it did create
an environment with pilot and control groups to show the efects
of wider spreads on messaging and cancellation rates.

As expected, when the TSP went into efect, the bid-ask
spreads of the pilot groups relative to the control group
increased substantially (by defnition).2 At the same time, cancel
messages decreased substantially for the pilot group relative to
the control (by ~20%). This is shown in the below exhibit:

TSP Test vs. Control Group - Shares Canceled vs. Spread
Start of Tick Size Pilot
2016-07-12 to 2017-02-17

@
o
=
(]
[}
£
o
&

Jul10,16 Jul24,16 Aug7,16 Aug21,16 Sep4,16 Sep 18,16 Oct2,16 Oct16,16 Oct30,16 Nov 13,16 Nov 27,16 Dec 11,16 Dec 25,16 Jan8,17 Jan22,17 Feb5,17 Feb 19,17

M Spread %Difference M Shares Canceled %Difference

6._https://www.sec.gov/ticksizepilot

7. https://www.sec.gov/fles/TICK%20PILOT%20ASSESSMENT%20FINAL%20Aug%202.pdf
8. Note: all spreads shown in this paper are relative spreads (i.e., spreads as a percent of stock price)



 https://www.sec.gov/ticksizepilot
https://www.sec.gov/files/TICK%20PILOT%20ASSESSMENT%20FINAL%20Aug%202.pdf

Because the pilot was implemented for diferent stocks over the
course of several weeks, there is a slight lag between the start
of the pilot and when spreads increased and cancels decreased.
Nonetheless, the trend is clear: the increasing spreads resulted
in fewer cancels as market makers no longer had to adjust their
prices as frequently around a changing intrinsic price.

When the TSP was ended 2 years later, and the spreads of
the pilot group returned to a minimum of 1 penny, the opposite
efect occurred: the spread diference between the pilot and
control groups collapsed back towards 0 and cancels of the
pilot group increased to around parity with the control group:

TSP Test vs. Control Group - Shares Canceled vs. Spread
End of Tick Size Pilot
2018-07-12 to 2019-02-15
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Because the pilot ended on a set date for all stocks (unlike the
experience in the launch of the pilot), the spreads declined rapidly
and the cancel messages increased back to the level of the
control group.

A second example is driven by US equity market microstructure.
When the SEC implemented Regulation NMS in the United States
in 2005, it included a rule that the minimum price increment for
stocks trading above $1 on an exchange was a single penny and
that stocks trading below $1 could trade at one one-hundredth of
a penny (Rule 612 or the “Sub-Penny Rule”). For stocks trading at
exactly $1, this would mean their spread is at least 1% (100bps),
which is signifcant. As a result of this rule, the spread for liquid

stocks trading just above $1 which move below that threshold
can decrease substantially (to as low as $0.0001 from $0.01) only
due to the price movement and vice versa.

A good illustration of this phenomenon occurs in Evofem
Biosciences (EVFM) in mid-2021. In April and early May 2021,
EVFM was trading above $1 with a spread of ~80bps in early
May. On May 18, EVFM lost approximately 1/3 of its value and
moved from a closing price of $1.28 on May 17 to $0.8426 on
May 18. Because the stock moved below $1, the spread could
decline and did indeed collapse (to 5-10bps from 80bps). As
expected, the cancellation rates increased dramatically: from ~30
million a day to 40-60 million, an increase of 33-100%. Then, less



than one month later (on June 7), EVFM moved back above $1
and the spread moved to nearly 100bps. After trading volumes
subsided a few days later (trading volume was ~10x of average
volume after it moved above $1), the cancellation rates collapsed
back down towards its starting point.

These three examples illustrate the point that cancel rates and
spreads are two sides to the same coin. When market makers
have the opportunity to compete more aggressively they do so.
Tighter spreads inherently drive higher cancellation rates, but the
value created in the form of lower bid-ask spreads, better price
discovery, and ultimately a lower cost of capital for issuers are a
huge beneft to both investors and the broader economy.

CONCLUSION

As we outline in this paper, rather than being indicative of
any problems, healthy quote cancellation rates have become
not only normal, but also integral to the proper functioning of

modern markets, resulting in greater e¥ciency, narrower bid-ask
spreads, and more robust price discovery. The narrower spreads
beneft investors and the market as a whole in the form of better
pricing and therefore more proftable investing. These benefts
result in lower capital costs for issuers, creating value for the
whole economy.

This paper provides additional evidence on the inextricable
relationship between bid-ask spreads and cancel rates, why
high levels of order cancellations ft into a healthy market
structure, and how this ultimately benefts investors.



