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ETF Rebalancing Cascade - Mechanism
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ETF Rebalancing as a Source of Noise Trading

Theory:

I ETF rebalancing activities induce propagation of shocks from one
stock to another.

I Stocks that are on the edge of rebalancing for more ETFs are more
likely to be hit by ETF rebalancing cascades.

I The net direction of these induced shocks is unpredictable.
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ETFs
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ETF Rebalancing as a Source of Noise Trading

Empirics:

I M&A announcement of one stock induces increased ETF rebalancing
volume on “unrelated” stocks.

I It’s hard to predict the direction (buy versus sell) of the resulting
demand shocks?

I Liquidity is higher for the “cascade-prone” stocks.
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Empirical Design

A stock Z is unrelated to A if A → B → C → Z or longer.
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Empirical Design
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Alternative empirical strategy

I Define some “distance” from A to Z.

I The effect of cascades dissipates as Z moves further away from the
initial shock.
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ETF Order Imbalance
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ETF Order Imbalance

Wang (2018) Rodney L. White Center 9



Buy or Sell?
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What if the direction were predictable?

I Other investors may front-run on stock Z.

I Front-running effectively “frontloads” some of the ETF rebalancing
volume.

I Liquidity of Z may increase even before the date of M&A
announcement of A.
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Liquidity
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Summary

I ETF rebalancing cascades can be large and far reaching.

I Thoughtful empirical analysis.

I Two suggestions:

• An alternative empirical strategy.

• A closer look at the predictability of the direction of ETF rebalancing
cascade.
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