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Mandatory (post-trade) transparency

Several OTC markets recently subject to mandatory transparency

» corporate bonds, agency/asset-backed securities (TRACE)
» CDS, interest rate swaps, CDO (Dodd-Frank Act)
» Similar regulatory reforms in Europe (MiFID I1)



Regulatory Debate |

Benefits: improved market power, decreased price dispersion

“[Increased] market participation means more trading, more
liquidity, and perhaps even new business for bond dealers.”

SEC commissioner Arthur Levitt (1999)




Regulatory Debate |

Benefits: improved market power, decreased price dispersion

“[Increased] market participation means more trading, more
liquidity, and perhaps even new business for bond dealers.”

SEC commissioner Arthur Levitt (1999)

Evidence: transparency reduces transaction costs

» Bessembinder, Maxwell, and Venkataraman (2006)
» Goldstein, Hotchkiss, and Sirri (2007)
» Edwards, Harris, and Piwowar (2007)
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(Costs: dealers hold less capital in illiquid assets

Censoring trade size information “[...] allows dealers |[...] to re-
duce inventory imbalances [...] with less concerns that the size
of a trade [...] will be used to the bargaining advantage of their
next counterparties”

Darrell Duffie (2012)
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(Costs: dealers hold less capital in illiquid assets

Censoring trade size information “[...] allows dealers |[...] to re-
duce inventory imbalances [...] with less concerns that the size

of a trade [...] will be used to the bargaining advantage of their
next counterparties”

Darrell Duffie (2012)

Evidence: drop in trading volume (Asquith et al. (2013))
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What we do

We build a model of an OTC market with bilateral bargaining:

» Trade details unknown before execution (asymmetric info)

» Law of one price does not hold (continuum of types)



What we do

We build a model of an OTC market with bilateral bargaining:

» Trade details unknown before execution (asymmetric info)

» Law of one price does not hold (continuum of types)

We find that transparency affects:

» allocative efficiency, inventory costs ()

» market participation and welfare (ambiguous)
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Setup: Assets

1. Risk-freerater >0
2. Risky asset with price Py, paying dividends at the rate

th = mddt + O'ddBt
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Setup: Investors
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» Endowment at the rate

» Time-varying exposures

dZf = 0, dBf trading

[Total exposure = aan+9H/
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Setup: Trading
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Setup: Trading
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» Bargaining over § and P

if b finds it optimal, she quotes a price

% (in equilibrium: iff 7 > 7) %

a b
Sa= Xza+ (1 — X)(,

with X ~ B(1,7),
Cr~p
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a b
Sa = Xza + (1 — X)(,

a chooses a quantity

with X ~ B(1,7),
C~p



Setup: Trading

» Bargaining over § and P
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% exchange takes place %
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Large traders favor opacity
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Large traders favor opacity

Greater Transparency:

i) narrows the types distribution at rate 3/\(1 + 72)
i) decreases the threshold T

Which effect dominates?
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Large traders favor opacity

transparency increases the % of adversely affected traders

T T
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5% | |
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% of traders

but increases welfare altogether
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Who enters the market?

Gross benefits to entering the OTC market:
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Who enters the market?

Net benefits to entering the OTC market:

B(z) = az@(z—E[zo])2 +CE ;Var[20]+bgiga§  GCost

T
+
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02 > C\Var[z,]: agents are strategic complements

Eqg. I: Transparency leads to full participation
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02 > C\Var[z,]: agents are strategic complements

realized §

Eqg. /I: Transparency is welfare decreasing

expected §

entrants

welfare
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