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Abstract

We show that ETF arbitrage distorts the market reaction to fundamental shocks. 
We con�rm this hypothesis by creating a new measure of the intensity of arbitrage 
transactions at the individual stock level and using an event study analysis to es-
timate the market reaction to economic shocks. Our measure of the intensity of 
arbitrage is the probability of simultaneous trading of ETF shares with shares of 
underlying stocks estimated using high frequency data. Our approach is direct, and 
it accounts for statistical arbitrage, passive investment strategies, and netting of ar-
bitrage positions over the day, which the existing measures cannot do. We conduct 
several empirical tests, including the use of a quasi-natural experiment, to con�rm 
that our measure captures �uctuations in the intensity of arbitrage transactions. 
We focus on oil shocks because they contain a large idiosyncratic component which 
facilitates identi�cation of our mechanism and interpretation of the results. Oil 
shocks are identi�ed using weekly oil inventory announcements.
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