
5. Conclusion 

This paper investigates the liquidity and the bid-ask spread component of the 

Taiwan Stock Exchange Capitalization Weighted Stock Index (TX) futures contracts, 

Taiwan Stock Exchange Electronic Sector Index (TE) futures contracts, and Taiwan 

Stock Exchange Banking and Insurance Sector Index (TF) futures contracts traded on 

the Taiwan Futures Exchange (TAIFEX), which switched from an electronic periodic 

call auction market to an electronic continuous auction market on July 29th 2002. It is 

a rare opportunity to deeply examine the liquidity and transaction cost components of 

financial derivatives under different trading mechanisms. The empirical results show 

that quote spreads, effective spreads, percentage effective spreads, and 

dollar-weighted percentage effective spreads of the new system are all significantly 

lower in the new system than those in the old system for all of the three futures 

contracts. However, other liquidity measures do not illustrate the same patterns for 

each product. Two of the measures, including trade size and trade number, may not be 

suitable for comparing the liquidity improvement in this study since that part of the 

changing of these measures is due to different structure characteristics of the old and 

new trading systems, not due to the liquidity improvement purely. Overall this paper 

shows a liquidity improvement under the electronic continuous auction mechanism, 

although not very consistently. However, since liquidity measures demonstrate 
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different patterns, this paper indicates the multifacet of liquidity. Moreover, the 

adverse selection is the most important component for TX, TE, and TF in the call 

auction market, which decreases for all of the three products in the continuous auction 

market. This paper shows that electronic continuous auction mechanism protects 

uninformed traders from being hurt by informed traders. However, the changing of 

order processing cost and order persistence components for three products is not 

consistent. For TX, the order processing cost increases and the order persistence 

decreases. For TE, both of the order processing cost and order persistence components 

increase. For TF, the order processing cost decreases and the order persistence 

increases. Therefore, this paper indicates that each product has its own specific 

component structure under different trading mechanisms. 

There is some limit in this study. For example, macroeconomic variables are not 

controlled in this study. Some of the liquidity improvement may be due to the 

different economic situation of the two sample periods, not only the enforcement of 

new trading system. There are still other directions to investigate how the 

enforcement of new trading mechanism influences the spread components of contracts. 

For example, we may examine that if the changing of components differs among 

different trade sizes. In addition, spread components and the changing patterns may 

differ among contracts of different months of the same product. Future evidence in 
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confirmation of these statements is left for future studies. 
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