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1 Introduction

The structure of financial markets is crucial in determining their efficiency and liquidity. A key aspect
of the market structure is the degree of fragmentation, interpreted as the number of venues in which an
asset is traded. Under this interpretation, most financial markets are fragmented. The conventional
example of fragmented markets are over-the-counter (OTC) markets, in which trading is typically
bilateral. However, fragmentation is also prevalent in equity markets. For instance, transactions at
the NYSE account only for 25 of the trading volume of its listed assets, with the remaining volume

being split over 12 other exchanges and 30 dark pools and other electronic platforms.

In many
fragmented markets, participants have market power when they trade, and typically, a few large
dealers intermediate a large share of the trading volume. Recently, market fragmentation has sparked
the interest of regulators and has put the market structure at the center of recent regulatory discussions
and proposals. Still, a fundamental question remains unsettled. What are the determinants of market
fragmentation?

To address this question, we develop a model that emphasizes the role of investors in determining
the market structure in which an asset is traded. The main insight from our analysis is that market
fragmentation arises when there is little disagreement among strategic investors. In our model,
investors have market power and disagree about the value of an asset. The value for an investor
of trading in a particular market depends on the number of participants in that market and on the
disagreement among them. A larger market has a lower cost of trading, since investors face a lower
price impact. However, when disagreement is low, all investors trade on the same side of the market
against a dealer. In this case, a larger market also increases the competition for the liquidity provided
by the dealer. An investor has incentives to trade in a smaller market only when the benefit from a
larger share of the gains from trading with the dealer, i.e., when disagreement among investors is low,
dominates the increase in trading costs from having a higher price impact. In this case, investors’
choices to trade in smaller markets give rise to fragmented market structures.

Our model has three dates and a finite number of strategic investors and dealers. Investors are
ex-ante homogeneous, but ex-post disagree about the value of an asset that is in zero-net supply. The
degree of disagreement in the market is captured by the correlation between investors’ priors about the
value of the asset. Dealers are homogeneous and do not value the asset intrinsically. Before investors’
priors about the asset value are realized, investors choose a dealer with whom to trade and their choices
determine the market structure. After the market structure is decided, trade takes place sequentially.
First, each dealer and the investors that chose her trade in a local market. Second, dealers participate
in an interdealer market. We model both investors’ and dealers’ trading strategies as quantity-price
schedules. When each agent chooses her trading strategy, she understands the impact of her trade on
the price (taking all other agents’ strategies as given). Each investor also understands that her choice
of dealer affects the market structure. Thus, investors act strategically both when markets form, as
well as when they trade.

There are three main assumptions in our model: a) the heterogeneity in priors, b) the timing, and

!See Rostek and Yoon (2020); Cespa and Vives (forthcoming) and Rostek and Yoon (2020).



¢) the trading protocol. First, a pervasive feature of financial markets is to have traders trading against
each other based on opposing views about the future value of an asset. Both academics and regulators
consider disagreement among investors to be an inherent attribute of financial market participants,
and frequently track disagreement to gauge the health of the financial system.? However, our model
is also consistent with other interpretations of heterogeneity in investors’ private valuations based on
liquidity needs, the use of the asset as collateral, or risk management constraints.

Second, in our set-up investors choices determine a market structure. This is consistent with end-
users who prefer to trade through intermediaries in many asset markets, as argued by Spatt (2017).
For example, about 80% of U.S. investment-grade corporate bond trading is initiated by investors
who choose dealers from whom to request quotations (see Bessembinder, Spatt and Venkataraman
(2020)). Similarly, in swap execution facilities customers typically initiate requests for trade as Riggs
et al. (2018) document. Moreover, most dealer intermediated markets have a tiered structure as
documented in Afonso, Kovner and Schoar (2013) and Li and Schurhoff (2018). For instance, Collin-
Dufresne, Junge and Trolle (2018) and Duffie, Scheicher and Vuillemey (2015) find evidence that in
the CDS market dealers use interdealer markets to manage inventory risk after trading with clients.
In the corporate bond market, interdealer trades account for up to 70% of the total trading volume
(see Hollifield, Neklyudov and Spatt (2020)). More generally, as discussed in Bessembinder, Spatt and
Venkataraman (2020), many fixed-income securities are traded in two-tiered markets with interdealer
trades accounting for a significant amount of total volume. By assuming that trade takes place
sequentially, we can study the role of the interdealer market in determining the degree of market
fragmentation.

Third, representing agents’ strategies as quantity-price schedules allows us to capture common
elements of the increasingly diverse set of trading protocols that are used in practice in decentralized
markets. For instance, in the swap markets, customers interested in trade receive indicative quotes
from dealers. However, the final terms of trade adjust to reflect the quantity that the customer
wishes to trade. More importantly, a common characteristic of most decentralized markets is that
a relatively small number of dealers intermediate a vast proportion of transactions and that trading
outcomes reflect dealers’ market power relative to other dealers as well as relative to investors (Rostek
and Yoon (2020)). By allowing agents to trade strategically in quantity-price schedules, our model
reflects these features.

The main insight from our paper is that a fragmented market structure is an equilibrium when
disagreement among investors is low. When choosing to trade in a larger market, investors benefit
from a lower price impact but potentially have lower gains from trade with the dealer. The gains from
trading with a dealer in a larger market depend on the correlation between investors’ priors. When
disagreement is low, investors take similar positions against the dealer. This increases the competition
among investors, which allows the dealer to exploit her position in the market better. In consequence,
the investors’ gains from trading with the dealer decrease. The decrease in gains from trade with a
dealer in a larger market dominates any improvement in the price impact when investor priors are

sufficiently correlated. In this case, market fragmentation is sustained in equilibrium.

2See Hong and Stein (2007) for a survey on the topic.



Even though the investors’ choices determine the market structure, the dealers’ strategic behavior
in the interdealer market is crucial for supporting market fragmentation. We show this by studying
two limiting cases of our baseline model: the case of no interdealer market and the case in which
the interdealer market is perfectly competitive. To begin with, we show that fragmentation arises
in equilibrium even in the absence of an interdealer market when disagreement among investors is
low. In addition, we show that fragmentation unravels as the interdealer market becomes perfectly
competitive. These polar cases show that the dealers’ strategic trading behavior is necessary for
market fragmentation to arise. Moreover, we study an extension of our model with dealer entry to
examine the maximum degree of fragmentation that can be supported in equilibrium, and find that
it is decreasing in the disagreement among investors.

Moreover, we use our model to explore the implications of market fragmentation and disagreement
on liquidity and welfare. Our results are consistent with the intuition that assets that are traded
in fragmented markets have intrinsically low liquidity, as proxied a by a high correlation between
investors’ priors. However, a fragmented market structure itself further contributes to lowering the
traded volume. Indeed, trading volume is lower in fragmented markets than in centralized ones keeping
the degree of disagreement among investors constant. We analyze investor and dealer welfare when
they trade in a fragmented market and compare it to the welfare they would attain if they were to
trade in a centralized market. We show that although dealers benefit from trading in a fragmented
market provided investors disagreement is high enough, investors are always better off trading in a
centralized market. Thus, trading in a fragmented market can be inefficient.

Lastly, we extend our model to allow for learning from prices. The principal difference with the
main set-up is that dealers do not observe the aggregate market sentiment and can only infer it from
prices. We find that a fragmented market structure can still be supported in equilibrium. However,
learning from prices weakens investors’ incentives to trade in fragmented markets. Although investors
face the same trade-off between a lower price impact in a larger local market versus lower expected
gains of trading with the dealer, the decrease in gains from trading with the dealer is lower when
dealers learn from prices. This implies that the increase in competition among investors is lower when
dealers have imperfect information and either a higher correlation in investor valuations or fewer active
dealers are needed to support a symmetric fragmented market structure.

In practice, the mechanism we present in this paper interacts with other characteristics associated
with fragmented markets, such as asymmetric information, search frictions, or execution fees. However,
by focusing on investors’ incentives, our approach brings a novel perspective that complements other
theories that seek to explain market fragmentation through the lens of trading services providers, such

as dealers, exchanges, and other trading platforms.

Literature Review

This paper relates to several strands of literature. The more relevant studies are those on endogenous
market structure and intermediation in decentralized markets.
A series of papers have developed models where the market structure in which assets are traded

is endogenously determined. Most of these works emphasize the role of trading services providers,



focusing on transaction costs or fees charged by exchanges, or on the competition between venues as
potential explanations for market fragmentation. An early contribution is Pagano (1989) who studies
a set-up in which traders can choose to enter one of two exchanges in which the same asset is traded.
In Rust and Hall (2003) buyers and sellers choose between trading with a market maker at publicly
observable bid and ask prices, or with middlemen at privately observed quote prices. In both models,
traders concentrate in one market in the absence of fees or transaction costs.®> In contrast, in our
model markets fragmentation arises in equilibrium even when there are no fees or exogenous trading
costs.

A related set of papers studies competition between venues. In Pagnotta and Philippon
(2018) when two venues compete in the speed with which traders can find counterparties, markets
fragmentation arises. Competition also plays a role in segmenting markets in Lester, Rocheteau and
Weill (2015), as dealers compete to attract order flow by posting the terms at which they execute
trades.? Baldauf and Mollner (2019), Cespa and Vives (forthcoming), and Chao, Yao and Ye (2019)
propose models in which exchanges compete in the fees charged for trading services and evaluate the
impact of fragmentation on market quality. We abstract from competition between venues. Instead,
in our model investors choose a dealer with whom to trade based on the size of her local market, which
is, in turn, determined by the other investors’ choices.

The market structure has also been linked to informational asymmetries. For instance, in Zhu
(2014) exchanges attract informed traders who want a fast execution of their order, while uninformed
traders, who only have idiosyncratic liquidity needs, trade in dark pools. In contrast, in Kawakami
(2017) trading in multiple venues is optimal to avoid excessive information aggregation as revealed
risk cannot be traded away. Most recently, Lee and Wang (2018) propose a model in which informed
investors trade in exchanges and uninformed hedgers select themselves to trade in OTC markets as
dealers are able to attract them with targeted quotes. In our baseline model, there are no information
asymmetries, and market fragmentation is driven by the investors’ disagreement about the asset value.

Recently, Dugast, Weill and Uslu (2019) explore how heterogeneity in investors’ types affects the
market structure in which trade occurs. Their model trades off risk sharing and earning intermediation
profits. When the latter force dominates, trade takes place in decentralized, over-the-counter markets.
In our paper, investors choosing to trade in a fragmented market trade off lower competition for the
liquidity in the market, as proxied by the gains from trade with a dealer, and a higher price of that
liquidity, as proxied by their price impact. When the former force dominates, trade takes place in
fragmented markets.

Some recent papers explore the efficiency of trade in different market structures. In Malamud
and Rostek (2017) agents, who take into account their price impact, may benefit from trading in
interconnected venues relative to a centralized market. Similarly, in Manzano and Vives (forthcoming),

trading in segmented markets may be beneficial to privately-informed investors that trade strategically.

3In Rust and Hall (2003) consumers and producers are indifferent between trading against a single middleman

(concentration), or against a middleman and the market maker (fragmentation) at the Walrasian price.
4Although not directly concerned with studying market fragmentation, some other papers analyze models of

competition between venues. These studies include Biais (1993), Glosten (1994), Hendershott and Mendelson (2000),
Parlour and Seppi (2003), and Santos and Scheinkman (2001).



Duffie and Wang (2016) show that OTC markets can be efficient if agents write contingent bilateral
contracts. Glode and Opp (2020) illustrate that a market in which agents face costly trading delays
can be more efficient than a centralized market in which trade occurs without delays. In contrast
to our paper, these models take the market structure as given while we focus on endogeneizing the
market structure.

There is a growing literature that studies the role of intermediaries in decentralized markets.
Hugonnier, Lester and Weill (2015), Neklyudov (2014), and Chang and Zhang (2016) propose models
in which intermediaries facilitate trade between counterparties that otherwise would need to wait a
long time to trade. Other papers explore the informational role of intermediaries. In Glode and Opp
(2016) the role of intermediaries is to restore efficient trading by reducing adverse selection, while in
Boyarchenko, Lucca and Veldkamp (2016) interdealer information sharing improves risk sharing and
welfare. Our model complements these works by highlighting the intermediaries’ strategic trading
behavior as a key determinant of market fragmentation.

The rest of the paper is organized as follows. We present the model in Section 2. In Section 3,
we define and characterize the equilibrium of the model when markets are fragmented. In Section 4
we investigate the role of interdealer trading in determining the degree of market fragmentation. We
analyze the welfare and liquidity properties in fragmented markets relative to centralized markets in
Section 5. Section 6 extends the baseline model to allow for learning from prices. Finally, we conclude

in Section 7. All omitted proofs are in the Appendix.

2 The model

There are three dates, t = 0,1,2, and a finite number of agents that trade a risky asset in zero-net
supply. There are two types of agents, dealers and investors. There are np > 3 dealers indexed by
{=1,...,np. We denote by Np the set of dealers. The utility of a dealer who holds x units of the
asset at time date 2 is given by

Up(x) = —%an.

For tractability, we implicitly normalize the dealers’ intrinsic value for the asset to zero.
There are also n; = ng - np investors indexed by ¢ = 1, ...,ny, where ng is an integer and ng > 3.

The set of investors is denoted by N7. An investor ¢ derives utility

from holding z units of the asset at time 2. # represents the value of the asset for an investor, which is
random and is realized at date 2. The quadratic term in the utility functions for dealers and investors
can be interpreted as the cost of holding the asset.

Investors disagree about the value of the asset. At date 1, investors have heterogeneous priors
about 6 given by
0~ N (ei,ag) :

where
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Figure 1: Timing
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with 0 ~ N(0,03), 1’ N (0,0727), and 6 L n'. Investors’ priors over the value of the asset have
a common component #, which can be interpreted as the market sentiment for the asset, and an
idiosyncratic component 7’ that governs the heterogeneity in beliefs. Both components of the investors’
valuations are realized at date 1. The market sentiment € is observed by all agents when it is realized,
while the idiosyncratic component 7’ is private information of investor i. Investors take their priors as
given and do not learn from the price since they observe §.° We adopt this information structure in the
baseline model to focus on the agents’ strategic trading behavior as a driver of market fragmentation.
In Section 6 we extend our analysis to consider the case in which there is learning from prices.

The degree of disagreement among investors is given by the dispersion in the idiosyncratic
component of priors, 0’%. When o2 = 0, there is no disagreement and investors have common priors.

n
When 02 — oo disagreement is maximal. It is helpful to map the degree of disagreement among

n
investors to the correlation in their priors. In the remainder of the paper we will measure the extent
to which investors disagree about the value of the asset by 1 — p, where
. . 0'2
p=Corr (9’,09) = 2792 Vi, j € Nyi,i # j.
oy + (o

When 0727 = 0, the heterogeneity among investors vanishes and p = 1. When disagreement is maximal
0727 — 00, which implies p = 0.°

Figure 1 illustrates the timing of the model. Before any heterogeneity among investors is realized,
the structure of the market is determined by the investors’ choices. At date 0, each investor chooses
a dealer with whom to trade. An investor can choose at most one dealer. However, multiple investors
can choose the same dealer.” Once investors make their dealer selection, markets open and trade

takes place in two rounds. At date 1, each dealer ¢ trades with the investors that chose her at date

SHeterogeneous beliefs are featured in a large literature following De Long et al. (1990) and Scheinkman and Xiong

(2003). Our formulation using heterogeneous priors is closest to Davila and Parlatore (forthcoming).
5The heterogeneity in investors’ priors leads to heterogeneous perceived valuations which can also be attributed to

differences in liquidity needs, in the use of the asset as collateral, in risk management constraints. While these factors
may play a role in dealers valuation for an asset, we consider that heterogeneity across dealers is relatively less marked

than across investors.
"Trade in many markets relies on relationships that are very concentrated. Hendershott et al. (2020) document that

an investor in the corporate bond market trades on average with six dealers over the course of more than a decade.
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Figure 2: Fragmented market structure

0, in a local market . At date 2, dealers trade in an interdealer market. There is a finite number
of participants in the local markets and in the interdealer market. Hence, all market participants act
strategically and take into account their price impact when making their trading decisions.

The investors’ choices at date 0 determine a market structure, m, in which each dealer ¢ interacts
with nf > 2 investors. When an investor i chooses a dealer ¢, we say that i¢ € m. We denote by Ny ()
the set of investors that choose dealer £. A fragmented market structure exists when there are at
least three local markets each with nf > 2 investors. A fragmented market is symmetric when in each
local market ¢ there is the same number of investors ng. We denote by m,,, a symmetric fragmented
market. Figure 2 illustrates a symmetric fragmented market structure.

Dealers and investors submit quantity-price schedules when trading, as in Kyle (1989) and Vives
(2011). Each investor i with a prior #° submits a demand function X%, which maps each price p{ in

the local market ¢, into a quantity 2} she wishes to trade
xXi (pf;07) = 21 (1)

When trading in local market ¢ at date 1, the demand function of a dealer £ who observes 6, is a

function Q{ which maps each price pl{ in the local market ¢ into a quantity q{ she wishes to trade
Qt (ph:0) = df. (2)

At date 2, a dealer £ who observed # and acquired ¢{ units of the asset in the local market submits
a demand function Qé that maps each possible price in the interdealer market, ps, into a quantity qé
she wishes to trade
Q% (p2:0,0) = ab. (3)
Finally, given a market structure m, the expected payoff for an investor ¢ at date 0, when the
demands submitted by the dealers and investors are {X 1Q, Qg}, is
€N, LeENpD

Vi (m) = Eo [Hin (phse") — 3 (i (ph:6)" — xi (o) pﬂ , (4)
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where p‘i is the price at which local market ¢ clears, i.e., p{ is such that
Qf(phi0) + > xi(pl:0) =0, teNp. (5)
1ENT(L)

Similarly, the expected payoff of a dealer £ at date 0 is
y 2
VL (m) = Bo | -2 (Qf (54:0) + Q4 (pi0.40))" — Q8 (ps0raf) - 22 - Q4 (41:0) 41| (©)
where po is the price at which the interdealer market clears

> @b (pi0.af) =0. (7)

leNp
3 Equilibrium

In this section, we define and characterize the equilibrium of the model. We start by computing the
equilibrium in the interdealer market at date 2 taking as given a market structure m and the dealers’
choices in their local markets at date 1. Then, we characterize the equilibrium in the local market
given a market structure m. Lastly, we look at the equilibrium conditions in the market formation

game which determines the equilibrium market structure, m. All omitted proofs are in the Appendix.

Definition 1. (Equilibrium) An equilibrium is a market structure m and demand functions
{ ‘ Qg}geND for dealers and {X i } Ny for investors such that given the pricing functions in Equation
(5) and Equation (7)

1. Q5 solves each dealer £’s problem in the interdealer market at date 2

max {—g (qie + QQ)Q - szé} (8)

taking as given the other dealers’ demand functions in the interdealer market {Qé}l N l#;
€NDp,

2. QY solves each dealer £’s problem in her local market at date 1
y 2
max [— (@1 + @5 (p2:0,Q1))" — P2 (p2:0, Q’f)} - Qs (9)
@ 2

taking as given investors’ demand function in local market ¢ {X i}ze Ni(0)

3. X1 solves each investor i’s problem in the local market at date 1

o N\ 2 :
max [ezxi -2 (xi) - prd (10)
Xi 2
taking as given dealer ¢’s and the other investors’ demand functions in local market ¢, Qf and

j .
{X1 }jeNI(E),j;«éi’ respectively; and



4. no investor ¢ in local market ¢ benefits from deviating and joining a different local market
0 # ¢, for all £,/ € Np, i.e., the expected payoff an investor receives from deviating to the
market structure (m — il 4 i¢') is not larger than the expected payoff she obtains in the market

structure m, for any ' # ¢,

Vi (m—il+il') <Vi(m) Vi€ Ni(¢),¥ € Np. (11)

Our notion for the equilibrium market structure, described in condition 11 in Definition 1, is related
to the concept of pairwise stability introduced in Jackson and Wolinsky (1996). Since there is a
finite number of agents, all agents trade strategically and take into account their price impact when
submitting their demand. For the same reason, when an investor evaluates the benefit of leaving the
local market ¢ and joining the local market ¢/, she understands that trading outcomes in the market
structure m — il + i’ are different than in the market structure m. To keep our analysis tractable, we
restrict our attention to equilibria in which the market structure is symmetric and agents have linear
trading strategies. We discuss the existence of asymmetric market structures in equilibrium at the

end of this section.

3.1 Interdealer market

At date 2, after each dealer trades with the investors that chose her, the interdealer market opens. A
dealer ¢ enters the interdealer market with an inventory ¢} of the asset, which she acquired in local
market £. In the interdealer market, dealers choose their trading strategies taking as given the other
dealers’ demand functions, as well as the distribution of their inventories acquired at date 1.

As it is usual in demand submission games, we simplify the optimization problem in Equation (8),
which is defined over a function space, to finding the functions Qé (pg; 0, q{) point-wise. To do this,
we fix the realization of the set of idiosyncratic shocks to priors {772}Z eNy- This maps into a realization
of inventories {qf}geND that dealers bring to the interdealer market. Then, we solve for the optimal
quantity that dealer £ demands in the interdealer market as she takes as given the demand functions
of the other dealers. This procedure allows us to derive the optimal demand function of dealer ¢ point
by point. We follow this approach below.

The first order condition for dealer ¢ is

3232 —L
4 14 L 1
¥ + + + ’ =0, 2

<QI QQ) p2 9L q2 ( )

where py _, is the inverse residual demand of dealer ¢ implied by

> Qb (paital) +d5=0.

IEND,I£L

Since holding the asset has no intrinsic value for dealers, each dealer ¢ chooses ¢4 to minimize her cost
of holding the asset, net of any cash transfers in the interdealer market. The first two terms on the
left-hand side of Equation (12) represent the direct costs of demanding an additional unit of the asset

in the interdealer market. The first term represents the marginal increase in the holding cost whereas

10



the second term is the cost of purchasing an additional unit of the asset. Since the interdealer market
is strategic, there is an additional, indirect cost of increasing the quantity demanded: the impact this
quantity has on the market clearing price. The third term in the first order condition for dealers
captures this indirect cost. The following proposition establishes the existence and uniqueness of the

equilibrium in the interdealer market.

Proposition 1. (Existence and Uniqueness) Given a market structure m and inventories

{qf}éeN , there exists a unique symmetric equilibrium in linear strategies in the interdealer market.
D

The equilibrium in the interdealer market is straightforward. The first order condition in Equation

(12) implies that the demand function of a dealer ¢ is

Q5 (p:0.4f) = (vat +2). (13)

Y
Op2,—¢
8(15
market implies that the equilibrium price ps is given by

where )\g = is dealer £’s price impact in the interdealer market. Market clearing in the interdealer

l
_VZIEND q1. (14)
np

D2 =

From Equation (13) and Equation (14) it follows that the equilibrium quantity traded by dealer ¢

when the dealers’ inventories are {qll}l N is
€Np

l
¢ Y ZleND q1 ¢
pe— —_— . 15
qs 7_}_)\% ( "o CI1> ( )

A dealer trades in the interdealer market to off-load some of her inventory as she faces quadratic
holding costs. The interdealer market allows dealers to smooth idiosyncratic shocks they face in local
markets. The term between parenthesis in Equation (15) captures the gains from trading in the
interdealer market for an individual dealer. The larger the difference between the average inventory
in the market and an individual dealer’s inventory, the larger the amount the individual dealer will
trade. If all dealers hold the same amount of inventory at the beginning of date 2, there are no gains
from trading in the interdealer market.

However, even when there is scope for off-loading inventories, a dealer restricts her trade because
she has an impact on the price. As the first term in Equation (15) shows, a larger price impact )\g
makes dealers less willing to trade. The price impact captures how strategic the interdealer market
is and it depends on the market structure only through the number of dealers participating in the
market. The larger the number of dealers in the interdealer market, the less strategic (the deeper) the
interdealer market is, and the lower the price impact of each dealer. Therefore, for a given level of
heterogeneity in inventories, dealers will trade more in deeper markets. As np — oo, and the market
becomes perfectly competitive, all dealers hold the same amount of the asset at the end of period 2
irrespective of their inventory choice at date 1. In this case, dealers can share the idiosyncratic shocks

they face in the local markets perfectly.
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3.2 Local markets

At date 1, after each investor chooses a dealer with whom to trade and all idiosyncratic priors are
realized, strategic local (investor-dealer) markets open. Each market ¢ is comprised of dealer ¢ and
the n’ investors who chose to trade with her. Each of these market participants chooses her demand
optimally taking the other participants’ demands as given. As in the interdealer market, we solve
for the demand functions that solve the optimization problems in Equation (10) for investors and
Equation (9) for dealers point-wise.
Investors. The first order condition for an investor ¢ in local market £ is

i 3]9{7—1‘

1= ; mz1 =0, (16)
ox’,

i (4
0" —p1 — vz
where pf’ﬂ- is the inverse residual demand function for investor i implied by

> X (vl i)+l +Qf (bl _i:0) = 0.
JENI(0),57#i
Each investor 4 demands a quantity x} so that her marginal utility equalizes her marginal cost of
trading. The first term in Equation (16) is the marginal benefit of increasing the final asset holdings
for an investor i, which is given by her prior §°. The following three terms in Equation (16) represent
investor i “s marginal cost of increasing her demand. The second and third terms represent the price
the investor pays to acquire an additional unit of the asset and the marginal increase in her holding
costs, respectively. The last term is investor i’s price impact, which captures the cost of trading in a
strategic market.
Dealer. The first order condition for dealer ¢ in the local market is
dvy (q{) ¢ 0Py,

) 17

where VZ"Z (q{ ) represents the payoff that dealer ¢ expects to receive in the interdealer market given by

VE (af) =B |~ (@4 (pi00t) + af)” ~ padh (i)

0.4t (18)

where ps is the equilibrium price and ¢4 is the equilibrium quantity traded by dealer £ in the interdealer
market.
Since all agents are strategic, each dealer £ takes into account the effect of her trade on the inverse

residual demand function, pf?z, in her local market which is implied by

> XI(ph -0 0') +af =0
JEN(0)
Analogous to the investor’s problem, dealer ¢ will demand a quantity ¢{ to equalize the marginal
benefit and the marginal cost associated with increasing the quantity demanded. Dealers do not
attach any intrinsic value to the asset. However, since dealers can access both the local and interdealer

markets, they can benefit from the price differences across both markets. The first term in Equation

12



(17) is the expected marginal benefit of increasing the quantity that the dealer acquires in the local
market, which is given by the dealer’s expected value of increasing her inventory in the interdealer
market. The second term captures the pecuniary cost of increasing ¢} by one unit and the third term
captures the cost of trading in strategic markets, measured by the dealer’s price impact. The next

proposition establishes the existence and uniqueness of the equilibrium in the local markets.

Proposition 2. (Existence and uniqueness) Given a market structure m, there exists a unique

symmetric equilibrium in linear strategies at date 1.

To compute the equilibrium at date 1, we derive the equilibrium trading strategies of the investors
and the dealer in each local market ¢. The first-order condition in Equation (16) implies that the

demand function of an investor ¢ in local market ¢ is

) ) 92 _pf
Xi (pf;0") = 7+V1, (19)
1

81’[1 —i
ox}

dealer ¢ in her local market in Equation (17) implies that the demand function of the dealer ¢ is

L (avi(df)
=\ V7 P> (20)
Al dqy

where 1] = is investor ¢’s price impact in local market ¢. Similarly, the first-order condition for

@t (pf:0)

o '
g1q,1—e represents dealer £’s price impact in her local market. The quantity that an agent

where \f =
trades in a local market is proportional to her perceived marginal gain of holding the asset, which
is given by the difference between her expected marginal valuation for the asset at date 1 and the
price of the asset in the local market. An investor’s marginal valuation is simply her prior #¢, while a

dealer’s marginal valuation for the asset is given by her expected payoff from bringing an additional

dvy
) W
local market restricts the amount traded by dealers and investors. The following lemma characterizes

unit of the asset to the interdealer market As in the interdealer market, the price impact in the

the investors’ and dealer’s equilibrium price impact in the local market.

Lemma 1. (Equilibrium price impacts) In each local market ¢, the investors’ and the dealer’s

equilibrium price impact satisfy the following system of equations

v+ v

1
Vf: and )\{: i

nf—1 YA
l 2
TEL (AN AN+

; (21)

where N5 = nDﬂ/—2' Moreover, the price impacts satisfy the following properties
oy O} o} O
— b)— — d d)— .
a) ot <0, )87# <0, ¢ . <0, an )8nD <0

Lemma 1 shows that investors and dealers trade more aggressively when local markets are larger,
and when the interdealer market is less strategic (i.e., deeper). As it is usual in models of strategic
trading, the larger the number of investors in the local market, the lower the price impact of a market

participant and the more investors and dealers react to the price. When the interdealer market is less

13



strategic, it is less costly for the dealer to unload her inventory at date 2, which makes the dealer
trade more aggressively in her local market. In turn, the dealer’s lower sensitivity to the price implies
that investors face a flatter inverse residual demand and have a lower price impact.

Using Equation (21) in Lemma 1 and the definition of A, it can be seen that the price impact
in local market ¢ for the investors, v{, and for the dealer, X, depend on the market structure m
only through the number of dealers participating in the interdealer market, np, and the number of
investors in the local market ¢, nf, but not through the number of investors in other local markets.

The demands of investors and dealers depend on the structure of the market in different ways. The
investors’ equilibrium demand functions depend on the market structure m only through an investor’s
price impact v}, as can be seen from Equation (19). The dealer’s equilibrium demand function in her
local market in Equation (20) depends on the market structure through her price impact \¢, as well
as through the dealer’s valuation for the asset in her local market, as given by the marginal value of
bringing an additional unit to the interdealer market C(%Z' The dealer’s price impact determines the
slope of the dealer’s inverse demand while her valuation for the asset determines its intercept.

The dealer’s valuation for the asset in her local market depends on the market structure through
her price impact in the local market and through the equilibrium in the interdealer market. More
specifically, the dealer’s marginal valuation of the asset depends on the gains from trade she expects
to attain in the interdealer market, which depend on number of dealers and on the distribution of
investors across local markets. Differentiating Vi, using Equation (12) and substituting in dealer £’s
demand function in the local market in Equation (20), as well the price in the local market in Equation

(26), we obtain that the dealer’s expected marginal valuation for the asset at date 1 is given by

0 0 7
dVqu({%) _ ngievaL,zw) 0 N (1 _ wz) 7_:’)\51@ [p2| g’pﬂ : (22)

where the weight wt is given by
Py
1 YA2

w = .
v (2A] + NG 4+ 2X6N8

As one can see from Equation (22), dealer £’s marginal valuation of the asset has two components.

) 0
%ﬁ(“, represents the benefit from trading with the investors in her local

market, while the second component, ﬁ
2

market. The weight the dealer attaches to these two components depends on her price impacts in

The first component,

E [p2| 0, pﬂ, is the benefit from trading in the interdealer

the local and interdealer markets. When the dealer’s price impact in the local market A{ increases,
the dealer weighs the gains from trade in the local market less in her marginal valuation of the asset,
i.e., w’ decreases. Analogously, when the dealer’s price impact in the interdealer market )\g increases,
the dealer weighs the gains from trade in the interdealer market less in her marginal valuation of the

¢ increases. If trading in the interdealer market is perfectly competitive and )\é = 0, the

asset, i.e., w
dealer only cares about her trades in the interdealer market and w’ = 0.
The expected price at date 2 is determined by the extent of the opportunities to re-trade among

dealers in the interdealer market, which depends on the market structure. More specifically, dealer ¢
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expects the price in the interdealer market to be

E [pg\@,qﬂ = —% ¢ + Z E {qll‘ﬁ} : (23)
IEND,I#L
The expected price in Equation (23) depends on dealer ¢’s trade in her local market and on all the
other dealers’ expected trades in their local markets, which, in turn, depend on the conditions in their
local markets. Therefore, the market structure affects dealer ¢’s valuation for the asset beyond the
conditions in local market £.

All the equilibrium outcomes at dates 1 and 2 are conditional on the market structure m. Similarly,
the payoffs of investors and dealers depend on the correlation among investors’ priors, p. So far, we
have omitted the dependence on these objects to simplify the notation. In the next section, we make
this dependence explicit at times to highlight the trade-offs faced by investors when choosing a dealer

with whom to trade.

3.3 Market Formation

At date 0, before any uncertainty is realized, each investor ¢ chooses a dealer with whom to trade.
Since each investor ¢ takes the other investors’ choices as given, from investor ¢’s perspective, choosing
a dealer with whom to trade is the same as choosing between two market structures.

The expected utility of an investor of participating in a local market with n’ investors when the

market structure is m is given by

4
. ¥ N2 X —+ v . 2
Vi (m) = ( + yf) Eq {(x’i) } = 278121[30 (92 —pei (m,@)) , (24)
2 (v +11)

where 14 and p{ (m, 0) are, respectively, the price impact and the equilibrium price in local market, ¢
when the aggregate component of the priors is 6 and the market structure is m.

For a symmetric fragmented market to be an equilibrium, it must be the case that no investor
wants to deviate from her local market to a larger one. Formally, a symmetric fragmented market

structure m,  can be supported in equilibrium if
A (p;np) = Vi (mng) — Vi (mpg —il+il') >0, Vie N,V # 0,00 € Np, (25)

where A’ (p;np) represents the marginal benefit for investor i of participating in symmetric market
structure, my,, relative to participating in market structure (m,g — ¢+ i¢’), when the correlation
across investor priors is p and when there are np dealers. When choosing a dealer, an investor weighs
the benefit of trading in a local market ¢ against one dealer and other ng — 1 investors, against the
benefit of trading in a local market ¢’ against one dealer and other ng investors, while taking into
account the effect of each market structure on the equilibrium in the interdealer market and on the
dealers’ behavior in the local markets.

Equation (24) shows that there are two ways through which the market structure m affects the
investors’ expected utility. First, the number of investors in the local market determines the price

impact she will face in her local market (see Lemma 1). Second, the price at which an investor expects
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to trade in the local market depends on the whole market structure. To see this, note that substituting
the investors’ and dealer’s demand functions, respectively in Equation (19) and Equation (20), into
the market clearing condition in Equation (5), and using the expression for the dealer’s price impact

in Equation (21), the price in the local market can be written as

_n’ - 1 00 ; o0
¢ im.0) — 2jen; 0¥’ oo dVy <Q17m) 1 Zjen® | dVs (fh,m) 26
p1(m,0) = e 1 nt +— 1 da’ ) Y + dd’ . (26)
e T A T G &

Equation (26) shows that the equilibrium price in the local market is a weighted average of each market
participant’s marginal valuation, where each weight is given by the relative slopes of an agent’s demand
function and the aggregate demand. Everything else equal, when the price impact of an agent increases,
her demand becomes less responsive to the price. In consequence, the agent’s marginal valuation puts
less weight on the equilibrium price. Using Lemma 1 one can see that the dealer’s demand is as
elastic as the aggregate demand of investors and, hence the equilibrium price in the local market is an
average of the investors’ average priors, M, and the dealer’s valuation of the asset, Z—g. From
the characterization of the equilibrium in the local market, we know that a dealer’s valuation for the
asset at date 1 depends on the equilibrium in the interdealer market, which in turn depends on the
distribution of investors across dealers.

Using the expression for the equilibrium price in the local market in Equation (26) in Equation
(24) we have that the expected utility of an investors of participating in a local market ¢ when the

market structure is m can be written as

2
ol V4 ) Jj avé (¢t.m
) 1 . 0 1 ) q1,
Vigm)= 271 gy |2 <9$ _ e @ ) +- o -2 ( . ) . (27)

The first term in the investor’s expected utility captures the cost of trading in a strategic market.
Intuitively, everything else equal, an investor’s expected utility is higher when her price impact in the
local market, z/f , is lower. The second term in Equation (27) captures the expected gains from trade

in the local market for an investors 7. The expected gains from trade have two components. The term

. . 07
0" — Z]€+(Z) captures the gains that the investor obtains from trading with other investors in her
. 14
local market, while the term 6* — W#(Em) captures the gains that the investor obtains from trading
1

with the dealer.

The gains from trading with other investors are increasing in the size of the local market. However,
the gains from trading with the dealer may decrease with the size of the market. As we have explained
in Section 3.2, a lower price impact in the local market tilts the dealer’s marginal valuation for the
asset towards the average investor prior. Everything else equal, this effect decreases the investor’s
gains from trading with the dealer. At the same time, in a larger market the average prior of the
investors is closer to the common component of the priors which increases the gains from trading with
the dealer. Hence, there may be a trade off between lower price impacts and higher gains from trade
with investors, and lower gains from trade with the dealer that determines an investor’s incentives to
deviate from a market structure m. The following theorem states when symmetric market structures

may arise in equilibrium.
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Theorem 1. (Market fragmentation) There exists a threshold n}y, > 3 such that for all np < nj,
there exists a threshold p* (np) < 1 such that a symmetric fragmented structure with ny = npng

investors and np dealers can be supported in equilibrium if and only if p > p* (np).

Theorem 1 shows that when the interdealer market is sufficiently strategic and investor priors are
sufficiently positively correlated, a fragmented market structure is an equilibrium and no individual
investor has incentives to deviate to a larger local market. When choosing to trade in a larger market,
the investor benefits from a lower price impact and higher gains from trade with the other investors
at the cost of receiving a lower share of the gains from trade with the dealer.

The change in the gains from trading with the dealer in a larger market is easiest to understand
in the limiting case in which investors have common priors and p — 1. In this case, an additional
investor in the local market will trade the exact same amount as the other investors. While this does
not affect the average prior in the local market, it decreases the gains from trading with a dealer.
This is because a dealer’s price impact will be lower in a larger local market which will shift the
dealer’s marginal valuation closer to . Put differently, the competition among investors increases,
which allows the dealer to better exploit her position in the market. Hence, even though a dealer’s
lower price impact increases the amount she trades, the increase is less than proportional to the size
of the market.

As p departs from 1 and investors disagree about the value of the asset, the loss in gains from
trading with a dealer in a larger local market decreases. However, this loss in gains from trade still
outweighs the benefit from having a smaller price impact and higher gains from trading with more
investors, as long as the correlation in investors’ priors is high enough, i.e. p > p*. In this case,

deviating from a fragmented symmetric market structure is not profitable for any investor.

Remark. (Asymmetric market structures) Although the trading equilibrium in the interdealer
and the local markets were derived for an arbitrary market structure, the main result in Theorem 1
characterizes the existence of symmetric market structures. However, there are also equilibria in the
class of asymmetric market structures. That is, market structure in which at least one local market
is larger than the other local markets. For example, a market structure in which there are np = 3
dealers, two local markets each with 6 investors and a third local market with 16 investors can be
sustained in equilibrium for p € (0.895,0.897), when v = 1 and 7p = 1. This example suggests that
while local markets with different number of participants can co-exist, these equilibria may not be as
robust as symmetric markets structures absent of other forces. The heterogeneity in dealers’ customer
base in various OTC markets could be explained by other factors, such as reputation, that are beyond

the scope of our paper.

4 Interdealer trading and market fragmentation

The strategic behavior of dealers plays a crucial role in determining the equilibrium market structure.
As we mentioned in the introduction, most dealer intermediated markets have a tiered structure.
However, the number of participants in the interdealer markets varies, and so does their capacity

to move prices. For instance, in the Treasury market there are only 23 dealers (see Afonso, Kovner
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and Schoar (2013)), while in the muni bond market there are 10 to 30 core dealers and up to 2000
periphery dealers (see Li and Schurhoff (2018)). In this section we examine the role of the interdealer
market for market fragmentation. We start by analyzing two polar cases: the case of a perfectly
competitive interdealer market, and the case of no interdealer market. As we explain below, the first
case is equivalent to taking the limit of dealer £’s price impact in the interdealer market )\g — 0 in our
main model, while the second case is equivalent to taking the limit of dealer £’s price impact in the

interdealer market /\5 — 00. We end this section by extending the model to allow for dealer entry.

4.1 Perfectly competitive market

In our framework the interdealer market becomes perfectly competitive when the number of dealers
grows large, i.e., when np — oco. The following proposition shows the effect of interdealer trading on

the equilibrium market structure in this limit.

Proposition 3. (Competitive interdealer market) No fragmented symmetric market structure

can be supported in equilibrium as np — oo.

Proposition 3 shows that dealers strategic trading behavior is a key determinant of market
fragmentation. Indeed, as np — oo and the interdealer market becomes perfectly competitive, the
price impact of each dealer in the interdealer market goes to 0. This implies that the marginal cost of
unloading inventories in the interdealer market is independent of the size of the inventories. Therefore,
it becomes cheaper for dealers to trade an additional unit and dealers are willing to trade more in
larger local markets. Joining a larger local market becomes desirable for an investor, as she benefits
from a lower price impact and higher gains from trade with other investors without facing lower gains

from trade with the dealer. Formally, we have that lim,,, ., A’ (p;np) < 0 for all p.

4.2 No interdealer market

The other limiting case is when there is no interdealer market. The set-up is identical to the one
described in Section 2, except that dealers do not have any opportunity to trade at date t = 2. Thus,
at t = 0 investors choose a dealer with whom to trade, and at ¢ = 1 each dealer trades with the
investors that chose her in a local market. Even though they do not value the asset intrinsically,
dealers are willing to trade with investors provided the price is favorable to them. In particular, each

dealer ¢ chooses a demand function, Q{ (pli; 9), to maximize her objective function®
Yot €.>2_z e(z,
I%?X 5 (Ql <p170 ) 1@ P179)7
taking into account the effect of her trade on the inverse residual demand function, pf’_e, in her local

market which is implied by

> X (pl,—e;&?f) +qf =0.
JENI(2)

8Since the case of no interdealer market is a special case of the general model, and to avoid burdening the reader, we

keep the same notation as above.
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The first-order condition for dealer ¢ implies that her optimal demand function is

4

P
Qf (pl:0) = ——". 28
L Y (28)
where \{ = a?q’[ £ represents her price impact in local market ¢. The investors’ optimization problem
1

is the same as described in Section 3.2. That is, the optimal demand of an investor i in local market

{ is given by

) ) gF — 4
xi (pfi07) = =11,
Yty
apt .
where v{ = PL—i is investor i’s price impact in the local market. As before, the price impact of the

(9:):%
dealer and of the investors in the local market ¢ are equilibrium objects. In equilibrium, the price

impacts are given by

i
y{:A{:ng_l. (29)

The model without an interdealer market is equivalent to taking the limit of the model presented
in Section 2 when the price impact in the interdealer market goes to infinity, i.e., A5 — oo for all
¢ € Np. In this case, since dealers no longer access an interdealer market, the marginal value of the
asset for each dealer ¢ is simply the expected marginal benefit of increasing the quantity that the

dealer acquires in the local market and is given by

Vi Yien0 ¥

lim =
M—oo dgy n

14
where w¢ = limAg oo wt = 5 ;é)\g and % is given by Equation 22. The investor ¢’s value function

1 1

given by Equation (27) becomes
0 j i\ 2
Vi = 27 g (L (g 2@ ®) 1 g e dienin (30)
1 (’y + V{)Q 2 TLK 2 nf :

The market formation stage is just as in the setup with the interdealer market, described in Section
3.3. That is, an investor in a symmetric market structure, m,, weighs the benefit of trading in a
local market ¢ against one dealer and other (ng — 1) investors, against the benefit of trading in a local

market ¢/ against one dealer and other ng investors. We obtain the following result.

Proposition 4. (No interdealer market) There exists a threshold p(ng) € [0,1) such that for all
p > p(ng) a fragmented symmetric market structure with np dealers and ny = ngnp investors is an

equilibrium.

Proposition 4 shows that fragmentation can be supported in equilibrium even in the absence of an
interdealer market. When dealers do not have access to an interdealer market, the dealer’s willingness
to intermediate in each local market is limited. Access to an interdealer market provides a dealer the
opportunity to re-trade, which increases her willingness to intermediate. Thus, the presence of the

interdealer market weakens the incentives of investors to trade in fragmented markets as it makes the
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dealer’s demand more elastic to the size of their local market and decreases the competition among
investors for the dealer’s liquidity.

While an interdealer market is not necessary to support market fragmentation in equilibrium, the
role of dealers’ strategic trading behavior can only be examined if we allow dealers to intermediate
through the interdealer market. The results above imply that allowing dealers to intermediate acts
as a force against market fragmentation, while both dealers’ and investors’ market power represent a

force that supports market fragmentation.

Remark. (Asymmetric market structures with no interdealer market) As in the model with
an interdealer market, asymmetric market structures may arise in equilibrium. When there is no
interdealer market, local markets of different sizes can coexist in equilibrium. In this case, a market
structure in which there are np = 3 dealers, two local markets each with 6 investors and a third local
market with 16 investors can be sustained in equilibrium for p € (0.881,0.886), when v = 1 and 7 = 1.
Moreover, an asymmetric market structure with np dealers, np — 1 local markets with 6 investors
and a very large perfectly competitive local market with n’ — oo can be sustained in equilibrium
for p € (0.903,0.911).” These asymmetric market structures are consistent with equity markets, in
which alternative trading systems and exchanges with large players coexist (see Frazzini, Israel and
Moskowitz (2018)).

4.3 Dealer entry and the degree of market fragmentation

A key determinant of market fragmentation is dealers’ strategic behavior. Outside of the two polar
cases presented above (competitive interdealer market and no interdealer market) the degree of
fragmentation depends on the number of dealers np that provide intermediation services. To provide
insights about the degree of fragmentation that prevails, we extend our model to allow for dealer entry.

More specifically, we consider a large number of dealers @ that can enter the market. Let
e! € {0,1} be an indicator function that takes the value 1 if dealer ¢ enters the market. Denote

by e = (el, e, ... ,eﬁ) the vector of ex-post entry decisions. For a given vector of entry decisions

e, let Np = {€|e€ = 1} be the set of dealers that decided to enter. After dealers make their entry
decision, the game is identical to the one described in Section 2. At ¢ = —1 dealers make their entry
choice, at t = 0 investors choose a dealer with whom to trade, at t = 1 each dealer trades with the
investors that chose her and at ¢ = 2 all dealers that provided intermediation services at ¢ = 1 trade
in the inter-dealer market. The market structure is determined by the dealers’ decision at t = —1
and by the investors’ decisions at ¢ = 0. While investors’ choices determine whether fragmentation is
an equilibrium, as we discuss in Section 3.3, the dealers’ choices to enter the market determine the
maximum degree of market fragmentation.

At date —1, a dealer £ that enters expects to receive a payoff that depends on the market structure
that is formed at date 0. We assume that dealers with no investors in their local market at date 1
are not allowed to participate in the interdealer market. This is in line with the main role of the

interdealer market that stands to provides intermediation services between investors in local markets.

9We explicitly characterize these bounds in the Appendix.
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Thus the payoff of a dealer £ that enters and has n, investors in the market structure m at date 0, is
given by Eq. 6, while a payoff of a dealer that enters and has no investors obtains a payoff of 0.
Dealers have rational expectations and understand that investors make optimal choices at date O.
This implies that dealers understand that their payoff upon entry will depend on the market structure
that arises in equilibrium at date 0. However, there are two challenges. First, when there are a finite
number of investors and a finite number of dealers, a strictly symmetric market structure, one in which
all dealers have the same number of investors, does not always exist. To address the non-divisibility
of investors we will focus on market structures in which the dispersion in the distribution of investors

across dealers is minimized. We refer to these market structures as generalized symmetric.

Definition 2. A generalized symmetric market structure, m¢, with n; investors and all np active
dealers in the set Np C Np is a market structure in which all z dealers in the set N C Np have

{%J investors and all np — « dealers in the set Np \ N, have {ﬂJ + 1, where

np
T =np <L?:IJ —1—1) —nj.
D

Under the generalized symmetric market structure m¢ the remaining Np \ Np dealers are not chosen

by any investors and remain inactive.

Second, as Theorem 1 shows, there can be multiple symmetric market structures supported in
equilibrium given a dispersion in investors beliefs p (the number and identity of active dealers is not
uniquely determined). The dealers’ payoffs from entering depend on the equilibrium that will be
played in the market formation game at date 0. Therefore, the dealers’ decisions to enter depends on
the likelihood of each equilibrium being played. To simplify the analysis, we will assume that there
is a random variable £ (ND), on which investors coordinate their beliefs about the other investors’
choices (sunspot), that determines the equilibrium generalized symmetric market structure that will
be played at date 0 when the set of dealers N p chooses to enter. To be more specific, each realization
of £ (WD> determines which dealers will be active and the size of their local markets in the market
formation game.

Thus, at date t = —1, a dealer’s expected utility of entering the market is
VP4 (Np) = Egvy) [V (ma)] (31)
where the expectation ES(ND) is taken over the realization of £ (WD).

Definition 3. An equilibrium of the dealer entry game is a random variable £ (WD) that determines
the probability with which each equilibrium generalized symmetric market structure is played at date

0 and a vector of entry decisions for dealers, e, such that a dealer ¢ chooses to enter if V¢ (ND) > 0.

If dealer entry is free, it is straightforward that all dealers decide to enter as their expected payoff in
Equation (31) is (weakly) positive. Therefore, it follows that any (generalized) symmetric fragmented
market structure that can be supported in equilibrium can also be sustained with free entry provided

the number of dealers that can enter, N, is sufficiently large relative to the number of investors. Figure
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Note: Figure 3 shows the maximum number of active dealers in a generalized symmetric market structure as a function

of the correlation in investor’s priors, p, for n; = 100, v = 1, and o7 = 1.

Figure 3: Maximum degree of fragmentation

3 illustrates the maximum degree of fragmentation as a function of the correlation between investors’
valuations. As the figure shows, the maximum degree of fragmentation increases the more correlated
investors’ valuations are. The higher the correlation between investors’ valuations, the more attractive
it is for investors to trade in small local markets. Thus, a market structure with many small local
markets can be supported in equilibrium if p is high enough.

If dealers cost of entry is > 0 , a dealer will choose to enter if
VD’Z (WD) >

In this case, if the entry cost for dealers is high enough, the maximum degree of fragmentation in
Figure 3 may not be sustained in equilibrium.

Even though our model focuses on the role of investors in determining the market structure in
which an asset is traded, our analysis above shows that our results are robust to allowing for dealer
entry. While the dealers’ behavior undoubtedly plays a role in the determining the degree of market
fragmentation that can be attained, analyzing this channel is beyond the scope of this paper. Models
like Cespa and Vives (forthcoming) that specifically address dealer entry are better suited to perform
this task.

22



5 Liquidity and welfare in fragmented markets

In this section we analyze the welfare and liquidity properties of the equilibrium when markets
are fragmented and contrast it with finding in the empirical literature. To provide a meaningful
characterization, we start by studying the most natural benchmark of a centralized market before
analyzing the liquidity and welfare in fragmented markets. For all the numerical illustrations in this

section, we consider the case with np =7, ng =10, v =1, and 03 =1.

5.1 Centralized market

A useful benchmark to study the implications of market fragmentation is a centralized market. We
consider that in a centralized market structure, m.., trade takes place between all investors and dealers
only at date 1. Just as in the case of fragmented markets, the agents’ trading strategies in a centralized
market are represented by price-quantity schedules. The results in this section are standard and have
been analyzed in the existing literature.'” We present them for completeness.

The strategy of an agent is a map from her information set to the space of demand functions,
as follows. The demand function of an investor i with prior ' is a continuous function X’ : R — R,
which maps the price p$ that prevails in the centralized market into a quantity % she wishes to trade.
Similarly, the demand function of dealer £ who observes the common component # is a continuous
function Q% : R — R, which maps the price p¢, into a quantity ¢¢ she wishes to trade. The expected
payoff for an investor i at date 0, corresponding to the strategy profile {Xé, Qﬁ}ieNI,EGND is

Ve (me) =B |02 (pe8) — 7 (X2 (s8') ) = X! (i)
while the expected payoff of a dealer ¢ at date 0 is
V! (me) = Eo [—; (Qﬁ (pe; 9))2 - peQ (pe; 9)} :

where each p. is the price at which the market clears, and it is given by

> X (peib) + D QL) =0
1€ENT leNp
In a centralized market, all of the n; + np market participants solve the same problem as the one
solved by an investor in a fragmented market structure. It is straightforward to show that there is
a unique equilibrium at date 1 in a centralized market structure. In this equilibrium, the demand

function for an investor i is given by

i j 01 — Pc
X (pc;Ol) = (32)
where \. = ag;; * is the price impact of an investors in the centralized market. The demand function
for a dealer / is given by
14 DPec
10) = — 33
QL) = 15 (33

10See for example Vives (2011), Malamud and Rostek (2017), and Manzano and Vives (forthcoming).
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where /\ﬁ = 8%222 is the price impact of a dealer in the centralized market. In equilibrium, the price
impacts are given by
i Y
No=N=—"—"|
¢ ¢ nyr+np—2
and the price is ‘
_ Yjen, ¥
Pe= ", (34)
ny+np

As in the interdealer market, the equilibrium price in Equation (34) in the centralized market is
equal to the average priors of the market’s participants. Putting together Equation (32) and Equation
(34) we can see that a market participant h will hold a larger position the larger the difference between
her prior 6" and the average prior in the market, where #* = 0 for dealers. The detailed derivations

are presented in the Appendix.

5.2 Liquidity

As we discussed in the sections above, disagreement among investors is a key determinant of market
fragmentation in our model. Implicitly, disagreement also influences the liquidity in the local and
interdealer markets. Empirically, disagreement and volume are tightly related. For example, it
has been well established that trading volume and disagreement are correlated in equity markets
(see Diether, Malloy and Scherbina (2002) and Garfinkel (2009)). More recently, the relationship
between volume and disagreement has also been documented in over-the-counter markets. For
instance, Oehmke and Zawadowski (2017) find that disagreement is a strong determinant of trading
volume in the CDS market. Similarly, Carlin, Longstaff and Matoba (2014) document that increased
disagreement is associated with larger trading volume in the mortgage-backed security market.

In this section, we study the implications of our model for market liquidity. We start by looking at
the liquidity of the interdealer market, which measures the amount of intermediation in the economy,
and then focus on the liquidity of date 1 markets both in fragmented and centralized markets.
Consistent with the empirical findings described above, in our model, volume in the interdealer and
local markets are positively associated with disagreement among investors. Our model shows that
there are two channels that gives rise to this relation. First, assets that are traded in fragmented
markets have intrinsically low fundamental liquidity, proxied by low disagreement. Second, market
fragmentation itself also contributes to low volumes associated with decentralized markets. Lastly,
our model suggests that disagreement also affects the ratio between interdealer volume and the local
market volume, which can be measured empirically by the volume in the interdealer market relative

to the volume in the customer-dealer market.

Intermediated volume

Dealers act as intermediaries between investors in different local markets through the interdealer

market. The amount traded in the interdealer market is the intermediated volume in a fragmented
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market structure. The expected average trading volume in the interdealer market is

l
v ( ) 1E ZEEND ‘q2’
m = - —_—mm
D ns 2 0 np
As argued above, the dealers’ willingness to intermediate decreases as the correlation in investors’
priors approaches 1. Lemma 2 formalizes this intuition and shows that intermediated volume decreases

with the correlation in investor priors and goes to zero as this correlation goes to 1.
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Note: Figure 4 shows traded volume in the interdealer market in a symmetric market structure as a function of the
correlation in investor valuation, p. The dashed vertical line represents the threshold p* above which a symmetric market

structure is an equilibrium. The parameters for the figure are np =7, ns = 10, y = 1, and o3 = 1.

Figure 4: Intermediated volume

Lemma 2. (Intermediated Volume) In a symmetric fragmented market structure, the volume
intermediated by dealers in the interdealer market increases with the level of disagreement (1 — p),

&2 <0 with lim, 1 Vp = 0.

When markets are fragmented, a higher correlation in investor priors leads to a smaller price
dispersion in local markets. This smaller dispersion implies a smaller dispersion in dealer inventories
and, thus, decreases the gains from trade in the interdealer market, which leads to a lower interdealer
volume, as shown by Lemma 2. As the correlation in investor priors approaches 1, price dispersion
among local markets is 0 and intermediated volume goes to 0.'! As we discuss in Section 5.3, when
p = 1 and intermediated volume is zero, dealers do not profit from intermediation and they are better
off in a centralized market than in a fragmented one. Figure 4 shows intermediated volume as a

function of the correlation in investor priors p.

"Note that the observation that intermediated volume goes to 0 as p goes to 1 holds only in a symmetric fragmented
market. Typically, trade in the interdealer market is positive if there is a different number of investors in each local

market, even when p = 1.
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Note: Figure 5 shows the traded volume at date 1 in fragmented and centralized market structures as a function of the
correlation in investor priors, p. The solid line represents aggregate volume in local markets in a symmetric fragmented
market structure and the dashed line represents volume in a centralized market structure. The dashed vertical line
represents the threshold p* above which a symmetric market structure is an equilibrium. The parameters for the figure
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Figure 5: Volume

Volume

The liquidity of the markets at date 1 depends on the market structure. In a fragmented market

structure, expected average trading volume in local market £ is given by

1’1‘{‘ + Lieny o 14i]
2 nt+1 '

Analogously, in a centralized market structure, expected average trading volume is given by

VZ (mns) =

1 20eNp ‘fcﬁ + Yien; |4l
Ve=> :
2 nr+mnp

The amount of trade in local markets also depends on the level of disagreement between investors.
Lemma 3 shows that volume decreases with the correlation in investor priors in symmetric market

structures, regardless of whether the market is fragmented.

Lemma 3. (Volume) Ezpected trading volume in local markets increases with the level of

disagreement in the market (1 — p) a) in the local markets in a fragmented symmetric market structure,

Ve
8p <O .

% <0, and b) in a centralized market structure,

As can be seen from Lemma 3, the less disagreement among investors, the lower the gains from

trade and, thus, the lower the incentives to trade in the market at date 1. Figure 5 depicts date 1
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trading volume in centralized and fragmented symmetric market structures. The solid line represents
the expected average volume in a fragmented market at date 1 measured as the average of the expected
volume in all local markets, 35y, %. The dashed line is the expected average volume in a centralized
market and the dotted black line is the threshold p* above which a symmetric fragmented market is an
equilibrium. Lemma 3, together with Theorem 1, confirms the intuition that assets that are traded in
fragmented markets have intrinsically low fundamental liquidity, proxied by high p. However, Figure
5 shows that the market structure itself also contributes to low volumes associated with decentralized
markets. For a given level of disagreement (1 — p), the volume traded is lower in fragmented markets

than in centralized ones.

5.3 Welfare

Over the past decade, there have been proposals for a substantial regulatory overhaul of fragmented
markets, with many calling for centralizing trade. While price transparency and counterparty risk
have been the main targets of these reforms, their effect on dealer and investor welfare has been an
important consideration. In this section, we compare the investor and dealer welfare in fragmented
and centralized market structures. We find that while dealers may prefer to trade in a fragmented
market, investors always benefit from trading in a centralized market structure. However, without
the ability to coordinate, investors may not be able to trade in the centralized market. This lack of
coordination is reminiscent of the problem faced by customers for many OTC derivatives who choose
to trade in the venue currently providing the greatest level of liquidity, but cannot move to a welfare
improving market structure without the intervention of a higher level authority (see Spatt, Duffie and
Kyle (2010)).

Investor welfare

The expected welfare of an investor ¢ who chooses a dealer ¢ in a symmetric market structure m,

when the level of disagreement is 1 — p is given by
i ii V(i e i
Vi (ming) = Eo 027 — 5( 1) —PiTy,
where z% and p{ are, respectively, the quantity of the asset the investor purchases and the price she

pays for this quantity in equilibrium. The investor’s expected welfare in a centralized market is

. o N2 .
ch (mc) = Eo |:91ch — % (l’é) — pc$lc:| ,
where 2% and p,. are, respectively, the quantity of the asset the investor purchases and the price she

pays for this quantity in equilibrium.

Lemma 4. (Gains from trade) For a given symmetric fragmented market structure my,g, an
investor’s welfare is continuous and monotonically increasing in the level of disagreement (1 — p),

Vi n
ie., %’st) <0.
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Lemma 4 shows that the lower the disagreement in the market, the lower the investors’ expected
welfare in a symmetric fragmented market. A higher correlation in investor priors implies lower gains
from trade between investors in the local markets and between dealers in the interdealer market. The
lower these gains from trade, the lower the investors’ expected welfare.

Let AV = V¥ (m.) — Vi (myg) be the difference between investors’ expected utility in centralized
and fragmented numbers with the same number of dealers. The following proposition compares

investor welfare in centralized and fragmented markets.

Proposition 5. (Investor welfare) Investors are always better off in a centralized market structure,
i.e, AV >0 Vp.

As Proposition 5 shows, investors are always better off in a centralized market structure than in a
fragmented one. Figure 6 illustrates this result. The solid line represents investor welfare in fragmented
markets, the dashed line represents investor welfare in centralized markets, and the vertical dotted
line is the threshold p* above which the symmetric fragmented market structure is an equilibrium. A
centralized market structure reduces the investors’ price impact and it increases the expected gains
from trade. When all investors trade in the same market, the expected gains from trade for an
investor are larger than when her trade with investors in other local markets is intermediated by
dealers. Though the effect on the expected gains from trade disappears when p = 1, the lower price
impact associated with trading in a bigger market is always present and investors are always strictly

better off in a centralized market structure.

Dealer welfare

A dealer’s expected welfare in a symmetric fragmented market structure is

¥ 2
Vi (mng) = Eo {—2 (af +45) —plaf - péqﬁ} :
where ¢f and ¢4 are, respectively, the quantities the dealer buys in the local market at price p{ and

in the interdealer market at price p2, in equilibrium. In a centralized market structure, a dealer’s

expected welfare is

Ve (me) = Eq [—; (a) - pcqﬁ} :

where qf; is the quantity the dealer purchases at price p. in the market, in equilibrium.

Lemma 5. (Gains from intermediation) For a given symmetric fragmented market structure

. . . . . . Ve (mn,
Mpg, a dealer’s welfare is continuous and monotonically decreasing in p, i.e., % < 0.

Lemma 5 states that dealer welfare is increasing in the level of disagreement in the market, (1 — p).
A higher correlation in investors’ priors leads to a smaller price dispersion among the local markets.
The only difference among dealers in their local markets in a symmetric market structure is the
local price they face. Therefore, the more similar the prices in the local markets, the more similar
the inventories dealers carry to the interdealer market and the smaller the gains for dealers from

intermediating trade between the local markets through the interdealer market.
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Note: Figure 6 shows investor welfare in centralized and fragmented markets as a function of the correlation in investor
priors, p. The solid line represents dealer welfare in a symmetric fragmented market structure and the dashed line
represents dealer welfare in a centralized market structure. The dashed vertical line represents the threshold p* above
which a symmetric market structure is an equilibrium. The parameters for the figure are np = 7, ng = 10, v = 1, and

g5 =1.

Figure 6: Investor welfare

Let AVP = V¥ (m.) — V{ (mng) be the welfare gain for dealers from trading in a centralized

market. The following proposition compares dealer welfare in centralized and fragmented markets.

Proposition 6. (Dealer welfare) There exists a py € (0,1) such that for p < pw dealers are better

off in symmetric fragmented markets and for p > pw dealers are better off in centralized markets, i.e.,

>0 if p>pw
AVP S =0 if p=pw
<0 if p<pw

Proposition 6 shows that dealers benefit from trading in a fragmented market structure when
disagreement among investors is high and in a centralized market when disagreement is low. Trading
in a fragmented market structure allows dealers to profit from intermediating trades between investors
in different local markets through the interdealer market. The profits from intermediation disappear
when the market structure is centralized. However, a centralized market offers a lower price impact
than a fragmented one, making it cheaper for dealers to achieve their desired positions. When investor
priors are very dispersed, p < pw, the dealers’ profits from intermediation are high and overcome the
higher price impact associated with trading in fragmented market structures. In this case, dealers are

better off in fragmented markets. When investor priors are very correlated and p > pyw, the dealers’
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Note: Figure 7 shows dealer welfare in centralized and fragmented markets as a function of the correlation in investor
priors, p. The solid line represents dealer welfare in a symmetric fragmented market structure and the dashed line
represents dealer welfare in a centralized market structure. The dashed vertical line represents the threshold p* above
which a symmetric market structure is an equilibrium. The parameters for the figure are np = 7, ns = 10, v = 1, and

of = 1.

Figure 7: Dealer welfare

profits from intermediating are small and the effect on price impact dominates. In this case, dealers
are strictly better off trading in a centralized market.

Figure 7 illustrates a dealer’s expected welfare in a fragmented market structure and in a centralized
market structure. The solid line represents dealer welfare in fragmented markets which, consistent
with Lemma 5, is decreasing in p. The dashed line represents dealer welfare in centralized markets and
the vertical dotted line is the threshold p* above which the symmetric fragmented market structure
is an equilibrium. The threshold py above which dealers are better in a centralized market is given

by the intersection of the dotted and solid lines.

Efficiency

From Propositions 5 and 6 it follows that investors and dealers benefit differently from different market
structures. When there is enough disagreement in the market, so that p < py, dealers are better off
in fragmented markets, while investors are better off in centralized ones. If there is little disagreement,
so that p > pw, both investors and dealers are better off trading in a centralized market than trading
in a fragmented one, and a fragmented symmetric market structure is inefficient. If p* > pw, a
fragmented market is inefficient even if it is supported in equilibrium. The inefficiency is due to a

coordination failure which prevents investors from choosing to trade in a centralized market structure.
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Indeed, when p > p*, there is no benefit for an individual investor from deviating from a fragmented
market structure m,, given that all other investors trade in the structure m,,. Naturally, our model
abstracts from regulatory changes, that could have a major impact on how various assets are traded.
However, if one thinks of regulatory reforms as a coordination device between market participants,
centralization can arise when market fragmentation is inefficient. If this is the case, assets for which

investors have very highly correlated priors could be traded in centralized markets.

6 Learning from prices

So far, we have assumed that there is perfect information about the aggregate state of the economy. In
this section, we modify the information structure in our baseline model to consider the case in which
there is learning from prices.

The model is the same as the baseline with the difference that neither investors nor dealers observe
the aggregate sentiment in the market, 6. After choosing a dealer, each investor ¢ observes her prior
about the value of the asset, #°, but cannot distinguish the idiosyncratic component in her beliefs 7’
from the aggregate sentiment #.'> We assume that each investor’s prior is private information of the
investor. Before trading in her local market, each dealer ¢ observes a private signal of the aggregate
sentiment in the economy given by s = 6 + £ where &° Ml N (07‘752)-13 Note that the model with
02 = 0 is exactly the model with full information presented in Section 2.

As in the model with perfect information, the price in the interdealer market and, hence, the
dealers’ valuation for the asset in their local markets depend on 6. While dealers do not observe 6
directly, they learn about it from their private signal and from the price in their local market. Since
each investor trades based on her prior, #°, the price in the local market reflects the priors of the
investors in that market and contains information about 6. Therefore, dealers learn from the price
in their local market to predict the price in the interdealer market. The informativeness of the local
price p§ about @ depends on the number of investors in that local market and on the dispersion of
their priors. In particular, the larger the number of investors in the local market, the more precise
the signal contained in the price. Moreover, if all investors share the same prior, the price in the local
market is fully revealing and the dealer infers 6 perfectly from the price. However, the equilibrium
in this case is not the same as in the case with full information since dealers learn from prices, and
therefore, react less to prices than they would if they observed 6 directly. On the other extreme, if the
investors’ priors are uncorrelated, the local price is not helpful in predicting the price in the interdealer
market and there is no learning from prices.

An investor’s problem in the local market and a dealer’s problem in the interdealer market are
analogous to the ones in the baseline model. The definition of equilibrium is analogous to the one in
the baseline model. The equilibrium in the interdealer market is exactly the same as in the model

without learning, characterized in Proposition 1. There is no learning in the interdealer market. Since

2Whether investors observe  is irrelevant since their utility, and therefore their demand, depends only on 6°.
3 Alternatively, dealers could observe a public signal. The analysis below does not depend on the dealers’ information

being private.
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Note: Figure 8 shows price impacts in the local markets in a symmetric equilibrium in the local market for a symmetric
fragmented market structure for the baseline model and the model with imperfect information as a function of the
variance of the dealers’ signals, 2. Panel a shows the price impact of a dealer and Panel b shows the price impact of
an investor. The dotted lines represent the price impacts in the baseline model and the solid lines represent the price
impacts in the model imperfect information. The parameters for the figure are np = 7, ng = 10, v = 1, p = 0.9, and

of = 1.

Figure 8: Price Impacts

dealers do not value the asset intrinsically, they only care about the value of 6 to predict po. Then,

the dealer’s problem in her local market ¢ when she observes a signal s‘is

14 YN 4
m%XVvQ (q17p173 7m> — P14y,
51

where now VQZ (qf, p{, st m) is the expected payoff of participating in the inter-dealer market for dealer
f and it is given by

Vi (af.pfs"m) =E {—g (@5 (p2:at) +af)” — 2225 (o)

s‘f,pf,qﬂ , (35)

with Qé (pg;q{) given by Equation (13). The main difference between a dealer’s problem in this
section and the one with full information is the information set over which the dealers condition their
expected utility. When dealers do not observe 6, they learn about it from their signals s’ and from
the price in the local market pt.

The demand functions of investor 7 and dealer ¢ in local market ¢ are

: (L 0 L
Xi_GZ—p‘f and Q@_i avy (Q1>p1737m) oy
oyt DY dqt P
YT 1 41
: 0 apli —i )4 8p§ — ) . S s ) :
respectively, where v = 5o and Al = por are the dealer’s and investors’ price impacts in the local
1 1

market,and po is the equilibrium price in the interdealer market in Equation (14). Market clearing in
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the local market implies that the equilibrium price in the local market solves

; (0 0 ot
o1 Xjeny? N dv, ((haphs ,m) (36)
f=Z )
2 nt dg

p

Differentiating Equation (35) and using the expression for ¢4 in Equation (15) we have that

L‘ff:_ A5 ¢ T g ZIENDq%ISE o
dqf F+ X N np )

¢ _ Opa_yp
where \5 = 2
2 aqé

benefit of trading in the interdealer market for dealer ¢ depends on the dealer’s trades in her local

is the price impact of dealer ¢ in the interdealer market. The expected marginal

market and on her forecast of the other dealers’ trades in their local markets, which are a function
of . When dealers observe imperfect signals of 0, these forecasts also depend on the whole market
structure. To see this, note that p{ contains additional information about 6 over the dealer’s private
signal s’. Moreover, the precision of the information contained in the price p‘{ depends on the number
of investors in local market ¢, as it can be seen from Equation (36). Therefore, a dealer’s forecast of
the quantities traded by the other investors, and thus, her demand in the local market, depend on the
number of investors in her local market. Since this is true for all dealers, a dealer’s valuation of the
asset in the local market depends on the whole market structure and the price impacts are no longer
independent of the price impacts in other local markets as in Lemma 1.

Figure 8 shows the price impacts in a symmetric equilibrium in linear strategies for a symmetric
market structure as a function of o2. As it can be seen in the figure, when the signal is perfectly
informative, i.e., 02 = 0, we are back in the full information case. As o2 increases the signal received
by the dealers becomes noisier and dealers face higher uncertainty about the price in the interdealer
market, which leads to higher price impacts in the local markets. The added uncertainty about 6
decreases a dealer’s incentives to provide liquidity in her local market and increases the cost of trading
in the strategic local markets for investors and dealers alike. A full characterization of the equilibrium,

including the price impacts, can be found in the Appendix.

As in the baseline model, at date 0, before any uncertainty is realized, each investor i chooses a
dealer with whom to trade. Each investor i takes the other investors’ choices as given so, from investor
1’s perspective, choosing a dealer with whom to trade is the same as choosing between two market

structures. An investor ¢ will choose not to deviate from a symmetric fragmented market structure if
Ai (p; nD,ag) >0, VYie NVl 0,9, € Np, (37)

where, analogously to the baseline model, Al (p;nD,Jf) is the marginal benefit for investor i of
participating in symmetric market structure, m,g, relative to participating in market structure

(mpg — il +4l"), when the correlation across investor priors is p, when there are np dealers, and
2

the variance of the noise in the dealers’ signals is 0. When comparing the benefits of trading in a
market with ng or ng 4+ 1 investors, an investor anticipates how the change in the market structure

affects the dealer trades in the interdealer market.
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Note: Figure 9 shows the combinations of np and p such that a fragmented market with np dealers and ny = nsnp

investors can be supported in equilibrium for the baseline case with full information and for the case in which investors’

signals are not informative, i.e., 02 — co. The parameters for the figure are ng =4, v = 1, and o3 = 1.

Figure 9: Market fragmentation and learning from prices

Proposition 7. (Market fragmentation learning from prices) There exists a threshold ny, > 3
such that for any np < 0}, there exists a threshold p* (np) <1 such that a symmetric fragmented

structure with ny = npng investors and np dealers can be supported in equilibrium if p > p* (np) .

The proposition above shows that when investor priors are sufficiently positively correlated a
symmetric fragmented market structure is an equilibrium. The proof of Proposition 7 relies on the
continuity of the equilibrium on ag and using that setting ag = 0 gives us the baseline model with
full information. Note that when investors’ valuations are perfectly correlated, the price in the local
market is perfectly revealing. However, since dealers do not value the asset intrinsically, there are
always gains from trade between an investors and the dealer in the local market. Therefore, the
Grossman paradox associated with no trade in fully revealing equilibria does not apply to our model.
In what follows we resort to numerical examples to further explore how learning from prices affects
market fragmentation.

As in the baseline model, when considering whether to deviate investors trade-off a lower price
impact in a larger local market versus lower expected gains of trading with the dealer. Relative to the
case with full information, the decrease in gains from trading with the dealer is lower when dealers
learn from prices. As we explained in our discussion of Theorem 1, the lower price impact in a a
larger local market induces the dealer increase her trades but less than proportionally to the size of
the market. When there is imperfect information, there is an additional effect on the dealers trade
coming from learning from prices. The price in a larger local market has more precise information
about the aggregate sentiment 6 (it aggregates one additional signal) and leads to the dealer increasing
her position beyond the increase due to the lower price impact. Therefore, the change in the dealer’s
position in a larger local market is increasing in how much the dealer learns from the price. This implies

that the increase in competition among investors is lower when dealers learn from prices and either
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Figure 10: Correlation in beliefs and learning from prices

a higher correlation in investor valuations or fewer active dealers are needed to support a symmetric
fragmented market structure.

Figure 9 shows the combinations of p and np for which market fragmentation can be supported
in equilibrium for the cases with full information and without signals for dealers. This figure shows
that when dealers learn from the price, it is harder to support fragmentation in equilibrium. However,
even when learning from the price is strongest, i.e., when p = 1 and the price is fully revealing, a
fragmented market structure can still be supported in equilibrium as long as the inter-dealer market is
strategic enough. This shows that the effects highlighted in the baseline model with full information
are of first-order importance even when there is learning from prices. Figure 10 show the threshold

p* in Proposition 7 as a function of the variance of the noise in the signals received by the dealers.

Consistent with our intuition above, 5* is increasing in o2.

7 Conclusion

We develop a model of market formation in which investors have heterogeneous priors about the
value of an asset to study the determinants of asset market fragmentation. When choosing a dealer,
investors trade off the lower price impact that a larger market offers and a larger share of gains from
trade with a dealer attained in a smaller market. When disagreement between investors is low, the
decrease in gains from trade with the dealer dominates the decrease in price impact, and investors
have no incentives to deviate from a fragmented market structure. We find that dealers can benefit
from trading in fragmented asset markets, while investors are always better off in centralized ones.
When the correlation in investor priors is high enough, equilibrium fragmented markets are inefficient.
Fragmented markets contribute to lower trading volume relative to a centralized markets. Our model

emphasizes the role of investors’ strategic behavior in determining the market structure in which an
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asset is traded. By focusing on the investors’ choices, we add to the current view on the optimal
market structure, which often considers that investors are passive player in the emergence of the
market structure.

There are several important mechanisms that can contribute to markets having different degrees of
fragmentation. Some of the mechanisms that have been proposed focus on information considerations
through order flows, regulation (e.g., Reg ATS), technological advancements (e.g., automation,
electronic LOBs), and minimum tick size (e.g., fees make effective prices almost continuous). In
this paper, we focus on disagreement as the driving force for market fragmentation through the lens
of a model that explores the interaction between two liquidity proxies: the price impact of the market
participants and the amount of intermediation that dealers are willing to offer. Looking at these
features allows us to identify a novel mechanism that contributes to the determination of the market
structure. This mechanism is present even in the absence of differences in fee schedules, informational
asymmetries or regulatory constraints. Though we find suggestive evidence consistent with our model’s

results, it remains an open empirical question to quantify the magnitudes of these competing forces.
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APPENDIX

A Proofs

Proof of Proposition 1

The first order condition in Equation (12) for the dealer’s optimization problem yields

4
¢ . o Y41 — P2
QQ (pZaaaql) - v+ )\g

Op2,—¢
aqg
demand function as follows

where \§ = . We conjecture and subsequently verify that each dealer’s equilibrium strategy is a linear

Q5 (p2:0,45) = apg} + bpps.

Market clearing implies

ap Y2 qi ¢ 1
P2 TLDbD ) ol 2 (TLD — 1) bD ( )
Then, matching coefficients
1
aD:—+,and bp = ———5—. (A.2)
7T oo 7T mo-Dbo

The unique solution for the system in Equation (A.2) is given by

nD—Z lnD—2
ap = ———,and bp =—— .
np —1 ynp —1

Therefore, the equilibrium strategy of a dealer in the interdealer market is

QQ (p27 7q1) np — 1 (ql + ’Yp2>

and, using the market clearing condition, the equilibrium price is

l
l _ Yien, D
p ({hhien,) = =5

Proof of Proposition 2

We conjecture and subsequently verify that in each local market ¢ the dealer’s equilibrium strategy is a linear
demand function given by

Q1 (p1:0) = a0 +pf,
and each investor’s equilibrium strategy is a linear demand function given by
X7 (p5:67) = o0" + 5Pl

Market clearing implies

; (neo/ +a£)9+o/ ZieN,(Z) nt
1 nfBt + bt ’

and

1

L _
and v = _m

1
T
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The first order condition in Equation (16) for the investor’s optimization problem yields

) 91‘ ol
P — Y (A4)
v+ vy
apt _, . S .
where v{ = ggf . The first order condition for the dealer’s optimization problem is
1

dvi (m o _
Lim) g Tt
d‘h aCh

where Vi (m) represents the payoff that dealer ¢ expects to receive after participating in the interdealer market
and it is given by
g
Vi (m) =E [—5 (45" + i) — p2gs™ | 0,11 | -
Differentiating the profits of the dealer from participating in the interdealer market, we obtain
dVy (m) _ 9Vy (m) OV (m) dgs
dgf g dqy  dqy’

Using the first order condition for the dealer in the interdealer market we have that

dVy (m)
—2 =0,
9q3
which immediately implies that

dvit
Zq(@m) =—7(¢f +E[Q5 (p2:0.4)) | 0,41]) -
1

Thus we can rewrite the first order condition for the dealer as

¢
P1—e o _

v (¢} +E[Q5 (p2:0.47) 10, 45]) — i — aqr =0.

Substituting the equilibrium demand function of the dealer in the interdealer market, Q% (pg; 0, q‘f), we obtain
that

¢ (7 + )\é) ( gl ¢ e)
= E 9 _ .
q1 ’Y/\g + )\41 (*y + /\g) v+ )\é [pz | apl] P

It follows that

(nD_2)]E|:ZleND,l¢E q’i|9:| ¢
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2 op ’ '
Vap T ag!

—s

where
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IEND £ hEND hAL
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Using the demand functions in equations (A.4) and (A.5), and matching the coefficients with our guess for an
equilibrium in linear strategies we get the following system
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npnp =1, =, n'ft+ ¥
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T 2Bl —np
. (n*—1) B+
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g~ (n* —1) B + b
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We solve for 3‘in the system of equations (A.6). It follows that 3¢ is given by the negative solution to

where

H(B) = —ont (ne — 1) (’yﬁ)2 + ((27/ — 1) np + 2nt — 2n* (ni — 1)) B+ 2 (ne — 1) np.

Since H(0) > 0 and H"(-) < 0, a solution to H(f) = 0 always exists and there is a unique negative root which

determines 8¢. Then, {0/, B¢, be}éeND are uniquely determined. Let q = [al, az, ..., a”D]/. From (A.6) we have
d = Ad + B,
where A is a np X np matrix where the element Ay = bz,y(an;Q) nDl_l nl’g/ilb, € (—1,0) foralll #¢,1,¢ € Np,

A =0foralll € N p, and B is a np—dimensional column vector where the element

-2) 1 Iyt
By = —bevm 1 Z nl#bl for alll € Np.
"D MDD N B+

Then

)

[I,, —Ald = B,

where [I,,, — A] is invertible. Thus, @ is uniquely determined.

Characterization of price sensitivities

The following two lemmas characterize the price sensitivities of investors and dealers in the local markets. We
use these intermediate results in the proofs of the propositions in the main text.

Lemma 6. (Characterization of 3°) Investors’ price sensitivity 3° € (—%70> satisfies: a) g—iﬁ <0, b)

¢ = . 2(nf-1 .
% <0, ¢) B =lim,, 40 B = —7((%,371)) and lim,,_, o 8¢ = —%.

Proof. Recall that § (n,np) is defined by the negative root of
H(B)=-2n(n-1) (fyﬂ)z +((2n—1)np—-2n(n—=2))v8+2(n—1)np. (A7)

n,Nnp) 1S uniquely dennea an n,np > since > , all < 0. SO, n) > —= since
B is uniquely defined and H' (3 0 since H (0) > 0, and H” < 0. Also, i'

1
i (1) =-2n-np <o
v
a) Using the implicit function theorem we have
oH
9B (n.np) 25 st
In H' (B (n,np))
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and, since H' (8 (n,np)) > 0,

i (222) s (2B ) = s )

where 9H
) oy =m0 — (20— 1) (48 (0,0 + (np ~ 2 (n — 1)) B (n.1) 7
Since H (5 (n,np)) = 0, using Equation (A.7) we have

((2n—1)nD—2n(n—2))7ﬁ(n,nD)+2(n—1)nD.

(v8 (n,np))* =

2n(n —1)
Then, using this expression in Equation (A.8) we have
oty = =55 (1 (0= 02+ (05 +2)07) 98 (n, ) + 20 (n = 1))
Then,
sign (agffg)b(n,w)) =B (n,np) — X,
where

—2np (n—1)° .
(nD (n—1)*+ (np +2) n2)

X

Note that v5 (n) < X because

2nnD(n—l)((2712—2n+1)n%+4n(n2—n+1)nD+4n2 (n2—2n+2))
(nD (n71)2+(np+2)n2)2

H(X)= >0

for all n > 1 and for all np > 0. Therefore, 81;25) |8(n,np) < 0 which implies w < 0.

b) Also, using the implicit function theorem we have

9B (mnp) __ Baglsmnp)
onp H' (8 (n,np))
and
. (0B(n,mp)\ . (OH(B)
sign “onp )" —sign onp l8(nnp) | »
where o (5)
W‘B(n,np) =2n—-1)yB(n,np)+2(n—1).

Note that v3 (n) > —?2(2:3 because

2(n—1) o n2 .
H<<2n—1))‘ ton <0

and, therefore, %HT(?| s(n) > 0, which implies
0]
87ZD

¢) Finally, from the definition of 8 (n,np) we can write

_ 16n(n71)2nD 4(n—1)n
1l VIt Gty 1 (@ Dnp—2n(n-2))

B(nvnD): n(n— - 2 :
~ 4n(n—1) v (1+\/1+ T 16n(n—1)°np )
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Taking limits gives

ml)iinooﬂ(n’nD) = —’3((27;__11)) = A and nli_)rréoﬂ(mnD) = _%.
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Lemma 7. (Characterization of b’) Dealers’ price sensitivity b’ satisfy a) % <0, b) % < 0, and ¢)
2n2(nl—1

AR ) i { _ _np
~2nT=T) and lim,e_,  b" = .

lim,, ;00 bt =

Proof. Using the definition of b in Equation (A.6) and Lemma 6 we have that

¢ 2 ¢
L B VLAY
0"~ 2yt gt —np)? " ond
and 2 ‘
obt _9 (néﬂl) ,YJrnZnQ % 0
onp (np — 2nBly)° ’

which proves a) and b) in the lemma above.
Moreover, it also follows that

gt ~ 2nt (nf —1
lim = lim —%:nZ EZ_Q
np—00 np—oo  2ynfBt 1 v (an _ 1)
np
and ,
n n
lim b°= lim 76717” =2
nf—oo nt—o0 Q’Yﬁe — sz) 2y

which proves the statement in c). O

Proof of Lemma 1

Consider a local market ¢. The first order condition in Equation (16) for the investor’s optimization problem
yields

6" —pf

% 0.0t
Xl(plae)_ 'Y+Uf

Using that the inverse residual demand function of dealer ¢ in her local market, p‘i_ ¢, is implied by

> x{(p5507) +4f =0,
JENI(Y)

we obtain that her price impact, A{, must satisfy the following equation

¢ gpt
_ n . pl,;f_i_l:(L
y+v] 0¢f
or ’
)\z:’Y"‘Ul
1 nz .

Similarly, using that the inverse residual demand function for investor ¢ in market ¢, pfﬂ-, is implied by
> X{(p1:0") + 2t + Q1 (p1:0) =0,
JENI(€),5#i
we obtain that his price impact, v{, must satisfy the following equation

4
an =0

1=
ox’

nt —1 ap{,—i

0

— — +1+
v+ovp 0z

(A.9)

£ .

To evaluate %Cj} we need to determine the indirect effect of a change in « on the expected price in the interdealer
1

market. For this, we express the expected price in the interdealer market as a function of the price in the local

market p{. We proceed as follows.
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As we show in the proof of Proposition 2, the first order condition in Equation (17) for the dealer’s
optimization problem implies that

¢ (v +29) ( v o 1?)
Q (pla ) Ae + )\f (’Y"‘ Ag) v+ )\éE [p2 | eapl] p1)- (AlO)
5

Therefore, the market clearing condition in Equation (5) becomes

b+ %) ( g E[pzlf),p?]—pf)—gl > (0" -pl) =0,

4 L
YAG + A (7 +A5) \v+ S UL+ A

which implies that the price in the local market ¢ is

1 nt Ieei
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YXE + AL (v + XE) v+ vt nt

s

(7+>\§)
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Further, the price in the interdealer market is

!
~ ZIGND 0
np

P2 = —

and, substituting Equation (A.10), we obtain

py=——L (. + %) ( i )E[pzlf),pll]pﬁ)-

no 5 AN+ A (v AL (v + A

Taking expectations, we have that

v (7+)\l2) 2l ! !
El[p 9:——2 E|E|ps|0,pi] |0 —E|p;|0]],
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and
E[p | 6] = 1 il E [E [p2 | 0,5] | 6] - ")
' (%) e \ AL () o Y+

AALAA (L) g

It follows that

l

(v +29) Y ! ! n !
E[E[ps |0 0] —E[p 6] | = - E[p! | 6] —0 A1l
YA AL (v AL) \ (7 + Ab) [Elp2 0] 16] ~E [pi | 6] o Bl 0] =0), (A.11)
which implies that
Eps | 0] = E p1|9]—9)

ENp

Further, using that E [E [pg | 9,pll] | G,pl} =E [IE [pg | H,pl] | 9], we obtain

’Y+)‘l2) Y ! !
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Using Equation (A.11), we have that

A6



l 14
gl n gl A v
Bllopf] = 5 3 S @] - 0) - ) ( EE[pzw,pﬂpi).
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Substituting back into Equation (A.10), we obtain that the demand function of a dealer in the local market is

2

X l (v +X5)
Qf pe’e — np " E pl 9 79 - pz'
1( 1 ) (7/\5 +’Y)\€ +/\{)\g) + % le]\g,l;éf Ull + v ( [ 1| ] ) (7/\5 _A,_fy/\li +)\{)\é) + 272 1

D

Thus, we obtain that

0Qf (v +25) i,

Oz} (YA + AL+ AENS) + 2 Oz
Substituting this in Equation (6) we obtain that

nf—10pi_, L (v + A%) i,
v+ i Oxf (7)\% + A + )\{)\g) + LD o0x}

n

Finally, using Lemmas 6 and 7 and the expressions for v/ and \¢ in Equation (A.3) we have that the price
impacts satisfy the following properties

¢
ovy

= 1 ’ ¢ ) opt  ov'
gt = <W1)M) (5 + (n —1)W+W) <0,
8)\2 1 2 662
e = () (7 5w) <o
31}{ 1 2 p aﬂf abz
C)anD <(n€_1)ﬂé+bg) ((n 1)(')np+(')np> <0, and
3)\:{ 1 ¢
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)anD nt (80)% Onp

Proof of Theorem 1

Throughout this proof, we keep ng fixed and set n; = npng. We prove the result in three steps. First, we show
in Lemma 8 below that

lim A’(p=1;np) <0, (A.12)

np—0co

where A’ has been defined in Equation (25). Second as we show in Lemma 9 below that
Al (p=1;np =3) > 0. (A.13)
Lastly, we show in Lemma 10 that A (p;np) is monotonically increasing in p, i.e.,

IA" (p;np)

. A.14
p >0 ( )
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First note that A’ (p;np) is continuous in np and p. Then, using the intermediate value theorem (IVT) it
follows from Equation (A.12) and Equation (A.13) that there exists a threshold n%, > 3 such that

Al (p=1;np) =0 (A.15)

and A’ (p = 1;np) > 0 for all np < n},. If there are multiple solutions to Equation (A.15), n%, is given by the
smallest solution. Moreover, using the IVT there exists a threshold p* (np) such that

A (p* (np) i) = 0.
From Equation (A.14) it follows that for all np < n7, there exists a unique threshold p* (np) such that
A’ (p;np) >0 ifand only if p > p* (np).

Next, we present the proofs of the aiding lemmas. For the remainder of the appendix, we denote by 8 (n,np)
is the negative root of H (8;n,np) = 0 as defined in Equation (A.7). Similarly, b(n,np) satisfies the system in
Equations (A.6).

Lemma 8. If investor valuations are perfectly correlated, an investor has incentives to deviate if the interdealer
market is competitive, i.e.,

lim A’(p=1;np) <O0.

np-—oo

Proof. From the definition of A’ in Equation (25) we have

X Bsym 1+1Bsym 2 ﬂdev 1+lﬂdev d d 2
Allp=Tinp) = - ((nsﬁ(’"’-ib/m)g (b7 +a™™)" — ((n5+1()5di+bde),,)z (b7 + a?")" ) o7,

where

B*™ = B (ng,np) and B = B (ns + 1,np),

are as defined in Equations (A.6) and (C.2), respectively. Then,

and a*¥™and ade?

2

lim A'(1;np) = —

np—0o0o

ﬂ’sym(l_,’_%ﬁ’sym)(nsgsym_,'_limnD‘)x asym) 7 ﬂdev(l_,’_%ﬁdeu)((ns_i_l)ﬂ’dev_,’_limnD‘)m adev)Z 0—2
(QnSBsym)2 (Q(ns+1)5d€'17)2 0

Using Lemma 7 and Lemma 18 below we have

2
, 1 4
lim Al(l;nD):—( = ) s 505 <0,
np—o0 2—9B%¥mns ) ~(4nf —1)

where we used that

o= tim fng) = -2 0s =L

— 277,5
d v = 1i 1)=-
np—00 7(277,5 — 1)’ and f§ TLDlglooﬂ (nS * ) ¥

(2ns +1) '
O

Lemma 9. If investor valuations are perfectly correlated, an investor has no incentives to deviate if there are
three active dealers, i.e.

A'(p=1;np =3) > 0.
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Proof. Let b%¥™ = b(ng,np = 3), b% = b(ng + 1,np = 3) and b’ = b(ng — 1,np = 3). From the definition
of A" in Equation (25) we have

A'(p=1;np =3)

sym Y Rsym dev Y Rdev
— lim — B (1 + 25 Y g (bsym + asym)Q _ B (1 + Zﬂ ) . (bdev + adev)2 0.3
np—3 (nsﬁsym + bsym) ((nS + 1) Bdev + bdev)

sym sym oo oo
— lim — ns(23$bsym+3) (1+% ns(23_$b3ym+3)) (Qbsym ,YbSy’7'L+3>2 - ﬂd (1+%Bd ) (bdev N adev)2 02
np—3 (%H,sym) PR (ns+1)Bdev 1 bdev)? ]

2
lim — [ 35" (2ns 2yt 43)439b7V ™) 3 09 (2(2909"43) (ns +1)+36%") [ (157" +6) 14 et o2
np—3 2 (n0)Z(vb°ym +6)2 2 (ns+1)2(vbev +6)> (276%v +6) pdev 0>

where we used that

3p°v™
@b +3)

sym _ ) (bsym)Q

L asym __
= g g AT =

From Lemma 19 in the Online Appendix we know that

Ay hsym psym 4 1 bde'u 1 bde'u
Ay ng + 6ng + 723 povm (ns+1) +6 (ns + );F 73 plev < (A.16)
ng (yb%¥Y™ + 6) (ng + 1) (vb%v + 6)
and from Lemma 20 in the Online Appendix we have
ng +1 (’ybde” + 6) adev ’
1 0. A.17
o (s () ) > (A7)

Then, from Equation (A.16) we have

AybVng + Gng + 305
nZ (vbsvm + 6)?

4y (ng + 1) b% + 6 (ng + 1) + 3ybdev
ns (Y01 + 6)°

b (ng + 1) + b7 >0

and using Equation (A.17) it follows that

A'(p=1;np = 3,ng) > 0.

Lemma 10. A’ is monotonically increasing in p, i.e., %ﬁm’) > 0.
Proof. From the definition of A we have

OA" (pinp,ns)

ap =L(ns+1)—L(ns),

where

Lin) =~ <n><v6(n>+2>(((b(n)ﬂn_l)ﬁ(n))) Tl (M%”

(b(n) +np(n)) +np
L e B B
=—zf MG +2) (1 B + 08 (b(n) +n <n>>2> >0
Taking the derivative with respect to n we have
OL (n)
on >0
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because from Lemma 21 in the Online Appendix we have that 1 — % is increasing in n, from Lemma

b . . : =
B(n)b(n) z is increasing in n, and

(b(n)+npB(n))
9 (=38 (n) (vB (n) +2))
on

23 we know —

——my+n 2 g

because 0 > 3 (n) > —% and g—i < 0 from Lemma 6. Then, L (ng+ 1) — L (ng) > 0. O

Proof of Proposition 3

The proof follows from Lemma 8 which shows that
lim A’(p=1;np) <0,
np—o0

and Lemma 10 which shows that A’ (p;np) is monotonically increasing in p. This implies that
A’ (p;np) < A'(p=1;np)
for any p < 1. Taking the limit as np — co, we obtain that

lim A®(p;np) < 0.

np—oo

Proof of Proposition 4

At date 0, when investor ¢ chooses a dealer with whom to trade, her expected payoff in a symmetric market
structure m,,_ with no interdealer market is given by

Vi (mn,) = Eo |02} — 1 (a1)” — plat] .
where z¢ is the quantity of the asset the investor purchases at the price p¢ when the investor’s prior is % and
1 q y p p p1 p

v
ns—1°

The equilibrium price p¢ is given by

pe _ ZiENI(K) 0
1 ng +1 ’

Substituting the quantity that the investor trades in equilibrium into her expected payoff we obtain

follows from Equation (19) with v{ =

1 (T‘Ls)2 -1

Vi) = o s

Eo [(6" - #9)°],

which can be written as

1 ng—1lns(ns+1)(1—p)+2p—1
(Ug + ‘7727) 2 :
2y (ns) (ns+1)

In the case of no interdealer market, a symmetric market structure m, is stable if

Vli (my,) =

1 (0f +07)

Vii(mn,) — Vi (Mg, 1) = ((n% +5n%+ns—2)— (nE+ Mm% —4)p) >0

"2y (ns+1)

or when

3 2

ng+5ng+nsg—2 _

— ni4+Tni -4 =pns).
Note that
3 5 2 —_92
ng + ong +ng <1

nd + % —4
for all ng > 2.
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Asymmetric market structures with no interdealer market
In a perfectly competitive local market, an investor’s utility is given by

; 1
: 7 N\ 2
Jm Vi (munf) = 5o,

where V} (m, ne) is defined in Equation (30). Then, for a market structure with np dealers in which np — 1
dealers have n’ = x investors and one dealer has a perfectly competitive market, i.e., n® — oo to be sustainted

in equilibrium it has to be the case that
i L, i
Vi (m,z) > 27017 >V (m,x+1),

which is the same as
(x+1)2+2(x+1)—1> >x2+2ﬂc71
@+ 143+ -2 " @42

where we used that
n—1nf (R +1)(1—p)+2p—1

(nf)? (n*+1)

. 1
% (m,ne) = —Py (03 + 03,)

O'g
2 2 .
0'9+(Tn

and p =

Characterization of equilibrium in a centralized market

The first order condition for an investor ¢ € Ny in a centralized market is given by

0 pe) - (74 2 ) at =

X2
C

where p.,_; is the inverse residual demand of investors ¢ implied by

S X (pei0?) + > QL(pe0) +xl=0.

JENT,j#i IEND

The first order condition for a dealer ¢ € Np in a centralized market is given by

8pc —L 0
—Pc — ’ = Oa
po— (v+ 2et)

where p.,_g is the inverse residual demand of dealer ¢ implied by

DX (pest?)+ D QL(pe;6) + gt =0.

JENT lEND,I#L

The demand functions for investors and dealers implied by these first order conditions are, respectively,

Xi(pat) = T and Q! (pust) = -2
c (3] ’Y + A,é c (3] '}/ + )\ﬁ,
where \! = ag;; L and A = 8%2; £ are the price impacts of investors and dealers in the centralized markets.

In an equilii)rium in linear strategies we conjecture and subsequently verify that the demand functions of
investors and dealers are given by

X! (pe;0") = a0 + B°p.  and QL (pe; 0) = b pe.
Matching coefficients we have

1 . 1

o = —p° (A.18)

All



Market clearing implies that the equilibrium price in the centralized market is given by

¢ nrB¢ + npbt
and the price impacts given by
- 1 1
M= and M\ = (A.19)

(njfl)ﬂCJrnDbC nIECJr(anl)bC'

The equilibrium demand coefficients are given by the unique solution to the system in Equations (A.18)
and (A.19)

0f = e — _pe = 1t np =2
ynr+np —1
In equilibrium, the price impacts are given by
Ai — V4 _ i
¢ ¢ nyr+np —2
o Dien,
and the price is p. = njﬁinfl)

Proof of Lemma 4

The expected utility of an investor ¢ in local market £ in a symmetric market structure is

Vi (masip) = E [0'} = 2 (a})” = plat] | (A.20)
where ¢ and p{ are the equilibrium quantity acquired by investor i and the equilibrium price in local market
¢, respectively. In this case n = ng V¢ € Np.

The equilibrium price in local market £ is
pl=meb+my > 7',
iEN*
where
ntal + a . Bt
9= ———+—— and 7, =
o ntpt + vt " n
Using the equilibrium linear strategies, we have

(A.21)

E[0°z}] =E[6" (a'0" + 'pl)] = — oh— o’

E[(21)’] =B [ (a6 + 5'p})’]

_ ( B (ae +bz)>202 n (((nz -~ 1) e —|—bz)2 n (ne _ 1) Bzz) ( B >02
—\ b+ ntpt ¢ nfBl4+pt ) m
and
E [plixll] =Ty (O/ + Be’frg) o3+, (0/ + Bewn) 0727

Then, Equation (A.20) becomes

i N S Y YA o AR YAY: ' A AP
mm%m_/agﬁ+gmwuwf(@+b)+am 1) 8+ + (n 05)p>%

(A.22)
Since B¢ and b* do not depend on p, and 3° € (—%, O), we have that

((ne o 1) ﬂe —i—b")Q n (n" _ 1) ﬁ&i
(Bt + bt)? p?

VY (m; p)

ap < 0.

(3 0)
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Proof of Proposition 5

Investor welfare can be rewritten as
) 1—
Vi (m;p) = —5° (%ﬁz + 1) ((1 —7)° + ((1 - 7r77)2 + 71',,27 (ne - 1)) p) os (A.23)

where 7y and m, are such that

p1 = mel + Ty, Z 7.
JEN?

Let AV =E (V#¢) —E (V*) be the difference between an investor’s welfare in a centralized market withnp
dealers and a symmetric fragmented market with np dealers. The proof follows directly from Lemma 12 and
Lemma 13 below. These lemmas use the following intermediate result.

Lemma 11. (Price function coefficients) The price function loading on the average idiosyncratic priors in
a symmetric market structure is higher than that of a centralized market, i.e., mj > m,

Proof. Using the definition of the price coefficients in Equation (A.21) we have

T >,
1 np—26°yng 1
ns 2np —268%yng = (ng+1)np

np (np —2)ng +n%
2((np —1)ns +np)

Byns <
which always holds since 8° < 0 and the right hand side of this expression is positive. O
Lemma 12. Investors are better off in a centralized market structure as p approaches 1, i.e., lim, ,; AV* > 0.

Proof. Using the definition of AV? and taking limits as p — 1 we have

2 2
tav =i (Gen) (257 ) = (7 G o) ()

This limit can be rewritten as

2 2 2
s = (7 (3 o0) = (o) (5 =s) = () ((55) - (5ms) )

(A.24)
The first term in Equation (A.24) is positive because

o(B(38+1
(ﬁ(gg+ ) =By +1>0

and from Lemma 14 we have g° > g¢. Also,

1 < 1
ns+1" 2—fB%yng
nsfl

>0

By < —
ng

since H (—"5_1) = L (ng—1)(np —2) > 0 and the second term is positive, which implies lim, ,; AV? >

s ns

0. O

HAV?
op

Lemma 13. AV* is monotonically decreasing in p, i.e., < 0 for all p.
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Proof. From the definition of AV? we have

O3 (5 (3 +1) (=) ()% 0o = 1) =9 (37 +1) (1) + () (ns = 1)) o
(A.25)

Since ¢, 5, m; and 7, are independent of p, monotonicity follows from Equation (A.25). Note that

sign [8?;/1} = sign [ﬁc (%BC + 1) ((1 - 7rfl)2 + 771672 (ng — 1)) - p° (%BS + 1) ((1 - 71'757)2 + 7rf72 (ng — 1))}

(A.26)
where
s p° 1 np —2B°yng c 1
mn=—"T—">="—"—>-—— and m=—"—
nsfBs+b5 ng2np —2B%5yng nr—+np
Rewriting the right hand side of Equation (A.26) we have
: S & o] 2 +
| e (5 (38°+1) = (36° + 1)) (1 = 75)" 4 752 (s = 1))
stgn 8 = sugn s (Y Qs s 2 s2 c 2 c2
P - (§B +1) ((177‘(,7) + 7 (ns—l)f(lfﬂ'n) - (nI—l))
The first term is negative since %f,ﬁﬂ)) > 0 and from Lemma 14 below we have 5° > (°.
From Lemma 11 below we know that 7 > m. Let
Q@)=1—-2)>+2%(ng—1).
Then
Q@)=-2(1-2)+2z(nsg—1)=2(zng —1).
Since myng < 1 and ngm; <1 we have that O (z) <0 for all z in [ﬂ;,ﬂ',ﬂ. Since
S 2 S C 2 C
(1—m) +7Tn2 (ns—1)—(1- 7rn) - 7rn2 (nr—1)
S 2 S (& 2 C C
=(1-m) + 71',,2 (ng —1) — ((1 - 7))+ 7T772 (ng — 1)) - 71'772 (n; —ng)
S 2 S (& 2 C C
= (1 — 777]) =+ 7'(772 (’]’LS — 1) — ((1 — 71','7) + 7T772 (ns — 1)) — 71'772']’],5' (nD — 1)
=0 (71'757) -0 (7‘(‘;) — 7rf72n5 (np—1)<0
we have 28V° < 0, O

dp

Lemma 14. (Price sensitivities in fragmented and centralized markets) Investors are more sensitive
to the price in a centralized market than in a fragmented market structure, i.e., 3¢ < (°.

Proof. Note that
Inr+np—2 I1ny—1

yn;+np—1 Y ong

g =

Since ¢ is given by H (Bé) = 0 where

H(pB)=-2n(n-1) (’yﬁ)2+ (Cn—=1)np—2n(n—2))v8+2(n—1)np.

and
1n1—1> 1 , , ,
H({—— =— 2ngnp (np — 1) +ngnp (np —2)+2(ns —1)+npH) <0,
(<2728 = = (@ (1) 4 msmy (0p — 2+ 205 = 1)+ 1)
we have 5% > —%% > (¢ because ¢ < 0,H” < 0 and H (0) > 0. O
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Proof of Lemma 5

The expected utility of a dealer ¢ in a symmetric market structure is

Wt :—EP
b 2

where ¢f and ¢4 are the equilibrium quantities acquired by the dealer in the local and interdealer markets,

2
(a1 +a5)” + pial +p2ds|, (A.27)

respectively, and p; and ps are the equilibrium prices in these markets.
Using the coefficients for the equilibrium linear strategies in Equations (A.6), we have

2
2 2 (np —2) Zienp iz 0
B[(df+a)] - (mq“ o o

2 2 —2 ? nfol
— (af +bZ7T9)20'3 + (bfﬂ_n) TLZO% + <(n[))b€,n—n> n
np D

ntp* AR ’ 2 B ¢ ’ n'o;
_<b‘3—|—nzﬁg (a +b)> 09+(neﬁ£+b£b> np —1’

E [pfqﬂ =E || 70+ m, Z ' a’0+ bt | w0 + U Z n' ,

iEN? ient
n‘pt € 0\ (6 0\ 2 | b i i o2
= e @ Y)Wt d)ogd <ne5e+be> "

and

E [pgqg] =E

!
ElEND ai (np —2) ZIGND,I;AK Qo J
np — 1 L

-2) 1
= 77(”0 (b wn)Q —n 072] - neaz) =0.

Then, Equation (A.27) becomes

gt \2 v (nfa’ + af) | b'1—p
VD (mnyp): (be_;'_ftlﬂz) <<_2 (C/“rbz)'i‘inzﬂg (a€+b€)_ (1+2nD1be) W P O'g.
(A.28)

In a centralized market

Vi (s p) = 11 ny (ny +np —2) (nl n 1-— p) o2 (A.29)
27(7L1+TLD—1) (n; +np) P

In a fragmented symmetric market structure, using the expression for welfare in Equation (A.28) we have

Mo (a8 N1 L\
dp  \ b +ntpt 2np —1 nt p?

because

1 1 1 £t
1+2— p)=1-2 n S np
2np —1 2np —12nfB¢ —np

_ (@np(rp—1D+@-3np)n‘s’)

2(np—1)(np—2nf3%) >0

since np > 3. In a centralized market structure, using the dealer’s welfare in Equation (A.29) we have

8VD_ n]ﬂc ? c ﬂc 2
p _<Bc+nﬁc> (+ ﬂ) g 2
11n;—-111 ,

=—5-————>F—5—05<0.
2yn;+1p%2ng 0
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Proof of Proposition 6

Let AVP = E (V“) —E (Ve). Since 3° is independent of p, AVP is a continuous monotone function of p.

From Lemma 15 and Lemma 16 below we have
lim AVP =E (V5) —E (V) > 0 and lim AVP =E (V%) —E (V*) <0
p—1 p—0
which gives the result.
Lemma 15. When investors have common priors we have
lim AVP > 0.
p—1
Proof. When investors have common priors and p — 1 we have

1 ( ni (nr +np —2) ngyp* > 2

lim AVP = - o5 >0
(n[+nD—1)2 (n[+nD) 637n3_2 0

p—1 2y

because )
ni(n;+np —2) nsyB°

(n1+nD—1)2 (n[+nD) 63’)/”5’_2.

To see this note that

o(22) _ , ns

<0
Oz (zng — 2)*
and _% > 3% since H (_%%> - é (ns — 1) (np — 2) > 0. Then,
1 (ns—1) s
_ nSYy s nsyps
_%%Vns —92  PBeyng -2
and, because
n2 (nl+nD—2> nsvlw ns—l
; 2 g j1) ns = (np—1)(nsg+np+nsnp—1) >0
(1’L1+nD_1) (7’L1+TLD) 7%%771572 n5+1

it follows that lim, ,; AVP > 0.

O

Lemma 16. Dealers are better off in fragmented markets as the correlation in investor valuations disappears,

7.€.
lim AVP <.
p—0

Proof. Note that

—2 1 2(np—1)—1 s — —1
SZgTL (hm AVD> _ szgn nr (nl "‘V"r;D ) _ *’Yﬁs (( (nD ) 271D) ngfyﬂ ; np (nD )) np
p—0 (nr+np —1)"(n; +np) 2 (np — B*yng) np —1
o (2010~ 1)~ Jnp) (0~ 1)
1 2(np—1)—2np)ngyB°® —np (np — 1 np
R S,TL N — s 2
(8% np,ns) = 578 (np — Formg)? np — 1

where

OR 1 n%

— (z,np,ng) = = 2np —3)nsx —np (np — 1)) < 0 for all x < 0.

5z ) = 3 n Zams)® (np = 1) (P T B st o (e = 1)

Al6
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Then, since — 5= > 435

ns
. ng — 1 1 np(np —1)+ (ng —1) (3np — 2
R(Vﬁ 7nD7nS)>R<(S)3nD’nS) :7(71571) ( 2(2 )
ns ns (nSJranl)
Also,
—1 1 -1 1) 3 -3
OR <(TLS ),TlD,ns> _ 7(”5 )(n5+ ) ng +np a <0,
onp ng 2 ns (TLS +np — 1)
Then,
-1 -1 4 3 1
R<_(TlS)anD7nS) > R<_(TLS)33)TLS> =3 s nS+ 2"
ns ns 3ns+1(3ns +2)
bt ((ns + )np — 2)
n ns+1)np —
R(nD,TLs) = S s 2D
((nSJrl)anl) (TL3+1)
where
6L ns
— (np,ng) = — np +nsnp —3) <0.
8nD( D175) (nD+ngnD—1)3( b ST )
Then,

4 ng 3ng +1
L(nD7ns)<L(37ns)=§ns+1(3n +2)2.
S

Since, as shown in Lemma 17 below

L(3,ns) <R (—(ns_l),?),ns>

ns

we have

-1 —1
L(np,ns) < L(3,ns) <R (—(nil),?),ns> <R (—(nsn),np,ns> < R(’yﬁl,nD,ns)
s s

for all np > 3, which implies
lim AVY < 0.
p—0

Lemma 17. ]
L (3,713) <R (_(ns—)’ 3, TL5>

ns

Proof. We have

(ns—1) 4 ns) _ 1 (11In§ — 317) n§ + (26508 — 312) ng + (49n3 — 84) —0
) ) 6 )

L®ns) =~ R ( ns (ns + 1) (ns +2)° (3ng +2)°

ns

for all ng > 3.

Proof of Lemma 2

Volume in the interdealer market in a fragmented symmetric market structure is
1 |<& 1 (& | (np —2) (Xien, 4t
Vr=-FE Ll — _E €Np L ,
g S| = 32 5 o (Bt -

where

A17



with

2
o2, = (np — 2)2 b%)é nsl - PJQ
a5 (np — 1)np \ ngBt+ ¢ p 9

since

4= (TLD—l) np L (nD—l) np

¢ _ (np—2) (ZZEND 9i _ qe> _ (np— 2)b£ (ZZEND (1 _p€)>

~(np—2) bp* 2ieNp, it (ZieNz(l) M= Yienio Tli)
~ (np — 1) ngBt +bt np

Ugg is decreasing in p with lim,_,; a;’z = 0. Since
2 2

/1
Vp = %qunD

we have &2 < 0 and lim,,,, Vp = 0.

Proof of Lemma 3

The volume traded in the local markets in a fragmented market structure is np V¢ where

ZiGNI(l) ‘x{l‘ + |‘J{|
nt+1

1
¢
=-E
v 2

We know that
xli ~ N (0702117) and qf ~ N (0702) ,

where
agl = Var (:C?) = Var (765 (Qi fpf))
= (ﬁZ)Q (Var (91) + Var (pl{) —2Cov (Oi,pﬁ))
_(6762 ol )2 nt — 0 )2 nt — £2ﬂ o2
~ s () (=02 ) 00 () 22
and

031 = Var (q‘f) = Var (aeﬁ + bép{)
= (ag)2 Var (0) + (be)2 Var (p{) + 2a"b"Cov (0, p})
n’ (BZ)Q

]__
- (nf (a8 + 00 + (o)’ pp> o2,

Then, since for z ~ N (0,0?), || is a folded normal with E [|z|] = \/% o, we have
1 [ nboy, +o,.
V= S
VEZ A

In a centralized market, volume is given by

V, = EIE |:E?—Il 25| + np |Qf] .
2 nr+mnp

We know that
xz{, ~ N (0, Uii) and ¢f ~ N (0,03;) ,

Al18
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where
O‘ig = Var (z{) = Var (—ﬁc (9i —Pf))
= (8°)? (Var (6%) + Var (p{) — 2Cov (6%, pY))
(uutnp)® | (m + 1%) (2np — m)(72
7

_ (ﬂC)Q 4
(nr+ TLD)2
and
O'gi- = Var (qf) = Var (ﬂcp{)
n2 +npi=L
= (B’ Var () = (8 ————2503.
(n1 +np)
Then,
1 N0z +Npoge
c = A.32
v V2w ( nr+np ( )

Because a’, 8¢, and b* do not depend on p, a) and b) follow directly from Equation (A.31) and Equation (A.30),

respectively since o, , Tt and o4 are decreasing in p. The third claim c) follows from Equation (A.32) since

oz¢ and og4e are decreasing in p because 3¢ does not depend on p.

Characterization of Equilibrium when there is learning from prices

The equilibrium in the inter-dealer market remains the same as in the baseline model. Therefore, the equilibrium

price and quantity traded by dealer £ when the dealers’ inventories are {qll}l enyp ATe
Dien, 4 ¢ ¢
==L — and = + , A.33
pr= 7= ©=" (var + p2) (A.33)
where )4 is the price impact of dealer £ in the interdealer market and it is given by \5 = n;fw as in the baseline

model.
The expected payoff of participating in the inter-dealer market for dealer ¢ after observing the price in her
local market is

Vi (gf.pf,s",m) =E {—% (@5 (p25 %) +4)” — p2Q% (2 qf)) s, pls qf] :
where the expectation is taken over ps. Then, the dealer’s problem in her local market ¢ is
max V' (¢1.pi, ', m) — piai
1
A.33and her first order condition is

dvy opl _
2 i b, eqf =0.

p
dgf "' g

Note that
i _ovy ovias _ovy
dqf — Oqf = Ogb dgf  Oq}’

since optimality in the dealer’s choice in the interdealer market implies SV% = 0. Therefore,

9q5
avy
—2 = (g + E[Q4 (p23aF) | s, 1Y)
dlh
and the first order condition for dealer ¢ in her local market is
opt )
— (¢} +E[Q5 (p2:¢}) s, p8]) — pf — 62’4 g = 0.
1
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317?,7@

Be7 this condition can be rewritten as
1

Using the expression for Q% and that \{ =

= v+ A ( v
PN X (v ) \y S

E [pals’, pi] —p§> :

where po is the equilibrium price in the interdealer market. From Equation (A.33) we know that the price
po is the average quantity with which dealers enter the interdealer market and, therefore, depends on all the
information available to each dealer in their local market (their signals and the information contained in the
price in their local market), which in turn depends on the price impacts in each local market.

We conjecture and subsequently verify that in an equilibrium in linear strategies Q% (p{; sf) =als’' + Bep{
and X7 (p{;0") = &'’ + Btpt, for all i € Ny (¢) and for all £ € Np. Then, market clearing in local market £
implies

& Yien 0 atst
G+
The price contains information about 6, which is unknown to the dealers. From dealer ¢’s perspective, the
unbiased signal about 6 that is contained in p¢ is

e , bt S0 0 i
+ a"s —¢
wez—M<p€+>:6:0+ E 777

P ¢ 1 030 RL
o n B +b 1EN1 (L)

pi =

which has precision

Tﬁ = Var [Wﬁ‘ 0, se]_l = 77,20'772.

Using the equilibrium in the interdealer market and that &° = —p¢ from the investor’s problem we have

—2 —1 1 LB
BQ (al)| o] = 2223 (22— = S P () E[0stad] )

np — 1 n n 130 4 pl
D D D ZEND,l;éZnﬁ +0o
where R
—0 —2.0 0 _—2n" B +b" V4 a’s*
—2.0 0,_—2 — - _pf — _as
E[9| ¢ é] _o.7s +nioy 0 B Oe & — N0y~ 15 ( D1~ Lipepe
$5HP1] = 3 2 -2 ) 2 | 1.2 :
0p° +0e” +ntoy 0y~ +0e” +ntoy

Plugging this expression into the first order conditions and matching coefficients, we have that the equilibrium
in linear strategies in the local market is characterized by the following system

~ ~ _ _24gt
-0 nDngﬁe Y np —2 Z nlﬂl (~z + Bl) e 4 T 2@
ol — ! L b - —— (a — — -
2vyntBt — np npnp —1 leNp 12 n!gl + bt 0,2 + 02 +nloy?
. 13l 030 it 0 2
e npn 3 v mp —2 n!'Bt nfBt4b nto
B S
2vyntfBt — np npnp —1 n!pt+ ot ntpt 0,7+ o0z +nfoy

IEND,I#L
Bt— —al=— (”e_l)ﬁé‘*:i’é
v ((n* —1)BL+b) —1

for all £. Note that when o2 = 0, the system in Equations (A.34) is the same as the one in Equations (A.6)in
the baseline model. Finally, note that

1 . 1

0 _ —
Al = WET and vy = T
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Proof of Proposition 7

Throughout this proof, we set n; = npng and keep ng fixed. The expected utility of an investor ¢ from
participating in the local market ¢ when the market structure is ¢ and there is learning from prices is

2
~ . _ 1 W, 1 ) 2
Vi m) = (3 +7) ('y-i—ﬁf) E |0~ pf)’]
~ 07
= (3+) (-5 B aif"%ezvz]@ _ats!
2 \v+4f nfBl + 1t ’

where 7 is the price impact of an investor in local market ¢ in a symmetric equilibrium of the trading game,
which satisfies

~ 1
7+

Let mg be a symmetric market structure. Then, we define A’ (p;np) as investor i’s payoff from not deviating
from market structure mg, i.e.,

A (p;np) = Vi (m) — Vi (mg —il 4+ il').
Note that because A’ is continuous in the parameters @, b¢, and (¢, and for all p < 1, we have that

thEHO a* =, hmo’?%O bt = b*, and hma?ﬁo gt = pt

lim A’ (p;np,o?) = A (p;np).

020
When p =1,
lim A’ (p=1;np,0?) # A" (p=1;np),
020

as investors will disregard their signal when the price is fully revealing. Therefore, we will consider the cases
for 02 > 0 below and refer to Theorem 1 for the case in which o2 = 0.
Theorem 1 implies that when np = 3 there exists p* (np = 3) < 1 such that

Al(pinp=3)>0 <= p>p*(np=3).
Since lim,2_,o Al (p;np,02) = A’ (p;np) for all p < 1, there exists a threshold & such that
A" (psnp =3,02) >0 if 1>p>p*(np=3,02) Vole|0,5],

where p* (nD = 3,0?) < 1. Note that A® (p; np = 3,03), is continuous in p.Then

ggn% A (pynp =3,02) >0 Vo? € (0,7]

Moreover, note that lim,_,; Al (p;np = 3,02) is independent of o2 for all 02 > 0. Therefore, we have that

lim A’ (p;np =3,02) >0 Vo2 > 0.
p—1

Since lim,_1 Al (p; np, ag) is continuous in np when af > 0, it follows that there exists a threshold i}, > 3
such that

;I;LHI1 A’ (p;np,02) >0 Vnp <} (02),Vo2 > 0.

Using that A’ (p;np,0?) is continuous is p for all 62 > 0 we have that there exists a threshold p (np,o?) such
that

Al (p; nD,ag) >0 Vp>p (nD,Ug) ,Vnp < i, (ag) Vo2 >0,

which proves the result for 02 > 0. Theorem 1 proves the result for the case in which o2 = 0.
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Note: Figure Al shows a bin-scatter plot of the relation between disagreement on the x-axis (measured as the dispersion
in analysts’ forecasts) and market fragmentation on the y-axis (measured as the fraction of shares of a given stock traded

in ATS) in 2016.

Figure Al: Fragmentation and disagreement

B Disagreement and fragmentation in equity markets

Our model suggests that an important feature in determining whether an asset is traded in a fragmented market
is the disagreement between investors about the value of the asset. More specifically, our results imply that
assets for which there is less disagreement are more likely to be traded in fragmented markets.

We investigate the relation between disagreement and market fragmentation, using data from equity markets.
Typically, equity trading is not intermediated through interdealer markets. However, as Proposition 4 shows, in
our model fragmentation can be supported in equilibrium even in the absence of an interdealer market provided
there is little disagreement between investors. Thus, our results on market fragmentation can be applied to the
context of equity markets.

We use three databases to explore the relation between disagreement and market fragmentation. We get
analysts’ price forecasts from IBES price target data, the total number of shares traded in exchanges from
CRSP, and the total number of shares traded in ATS from FINRA ATS. After merging the three databases we
are left with $10,534$ stock-month observations. The average number of monthly forecasts is close to 8.27. On
average, disagreement is close to 11% of the average price.

We construct our measure of fragmentation similarly to O’Hara and Ye (2011). As a proxy for market
fragmentation, we use the fraction of shares of a given stock that is traded in ATS out of the total shares of
the stocks traded in a given month. The FINRA ATS data is reported at a weekly frequency. We aggregate
all shares across all ATS for each week and then across all weeks in a month to get the monthly shares of each
stock traded in ATS which we label #TotalSharesX~Z for stock XY Z. We obtain the number of shares traded
in the main exchanges in a month from CRSP by aggregating the daily number of shares sold at the CUSIP
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level. We label this amount #TotalSharesXY < g for stock XY Z. Our measure of fragmentation is given by

#TotalSharess1&

Fragmentation = :
g #TotalSharesirZ + #TotalSharesX Y 5 rs

We measure disagreement as the standard deviation in analyst forecasts for a particular stock normalized
by the average of the forecast prices to control for the differences in the scale of stock prices. We label this
measure DISPXYZ for stock XY Z. We use the CUSIP identifier from CRSP to download the corresponding
IBES price target data. The IBES price target data reports analysts’ forecasts of each stock price. We focus
on forecasts with 12 month horizons on their announcement dates. Using the IBES foreign exchange data we
convert all forecasts to USD. Then, for each stock XY Z with more than three forecasts within a month, we
compute our measure of disagreement by taking the standard deviation of those forecasts normalized by the
average of the forecast prices, as in Diether, Malloy and Scherbina (2002), Yu (2011), and Hong and Sraer (2016).
More specifically, we measure disagreement as the standard deviation of the analysts’ forecasts normalized by
the average analyst forecast for that stock in a given month. We have included only stocks for which we have
more than three analyst forecasts. As a proxy for market fragmentation, we use the fraction of shares of a
given stock that is traded in alternative trading systems (ATS) out of the total shares of the stocks traded in a
given month. FINRA provides data about how many shares for each stock are traded in ATS, and we get the
number of shares for each stock that is traded in main exchanges (NYSE, Nasdaq, and AMEX) from CRSP.
Our measure of fragmentation is similar to the one used by O’Hara and Ye (2011). A more detailed description
of the data and sample construction can be found in the Appendix.

Figure Al shows, in a bin-scatter plot, the relation between our measure of disagreement, on the x-axis,
and our measure of market fragmentation, on the y-axis, in 2016. We find a negative correlation between
disagreement and market fragmentation.'* This finding is consistent with our model’s prediction in Section
4. In our model, the degree of market fragmentation is negatively associated with the level of disagreement
between investors. A first look at the data suggests that the mechanism highlighted in our model is plausible
and hints towards the importance of strategic trading in determining fragmented market structures. A more
thorough analysis of the empirical relation between the degree of market fragmentation and disagreement,
though interesting, is left for future work.

!Figure Al is constructed using data winsorized at 5% and 95%. The negative correlation is robust to winsorizations
at 2.5% and 1% , and to using unwinsorized data.

A23



C Online Appendix (not for publication)
This section contains intermediate results used in the main appendix.

Lemma 18. In a symmetric equilibrium

asvm — _n€2ﬁsym2 B np — 2
nlﬂsymfy —92 np — QnEBsym,-y
where
‘B
lim a®¥™ = ( ) ,  lim a®¥™ = lim —b*¥™
np—00 2 — 'yﬂnf nt—oo nf—oo
and
2
i o lnl (bsym) Vﬁsym
m_a T lRsym sym 1psympt”
np—3 ntBsym + psy —gbyn

If one investor deviates from a fragmented symmetric market structure then

¢ _ Y4
a nfﬁ"'y 2 (n 1) B
lim a | = €4 1) ph
np—00 nfﬁ“’y 2 ( + ) 6
a® £ Qo
’ynélgov 2n /6
and
h+o h o
p ; 5b" Oy +6b" +6b
a bty (5b%y + 12) 007077 2885+ 288577006 T2 007 F 152 £ 255 F o777 28857y + 564
. |l — | g h 6b° 456+~ +6b°
nlggg a = | by (50" +12) 00707 28857+ 2886770067142 £ 007 737 £ 255 0¥ 77§ 28807y 1 864
o
a bo’y (5[)0’}/ + 12) 90bhFo~2 = > 6bht5ﬁb2 Py+§-l¢)-ﬁ pl htotl~3 7
~2 128807~ +288b°~ 1900 1906 250 ~3 12838077+ 364

Proof. In a symmetric equilibrium

Qs — np — bsym ‘ asy™m 4 psym Bsym
np Fﬁsym + bsym
or, alternatively,
—2 ¢ 2
D i e
J4 -2 ¢
(TL Bsym + bsym _ nZD bsympy ,yﬁsym)
where .
sym _ ___ " B¥"np
Qvnéﬁsym —np
and %™ = (ne). Then,
np—2, 0 (psym\2 sym
lim a®*¥™ = lim np " (b%™)" 75
np—00 np—00 néﬁsynL + psym — ”7DLD—2 bsynLnLyﬁsym
=\ 2
vy (ngﬂ) 202t (nl — 1)2
T2 Bt A @al 1) (1)
n
lim @™ = lim —b¥" = -2
nt—oo nf—oo 2y
1 2 0
hm asym _ 3 (bsym) n ﬁsym
nt—3 nlﬁsym + bsym — %bsymnf
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Using that

ntpsvm = s
Db 1 3
psym 2 psym 2
lim @™ = (1 ) _ (1 )"y
nt—3 3+ (1= 3nt) (29bv™ +3) 6+ (1 — inf) 29bsvm —nt

If the investor chooses to deviate, the market structure is as follows: market ¢ has n — 1 investors, market

14

h has n® + 1 and the rest of the np — 2 markets have n’ investors. Then,

Y. (np—2) 1 Z lalﬁlfblal
a =7 1 T
"p "D leNpize ! B+
ol — (np—2) 1 (np — 2t Y a® +b° B+ (0 +1) al 4+ b g
B np np—1\"" nfBe + b° (nt +1) gl + oM
o n (np—2) 1 ) a’+0b° at + bt ;
=b -2 1)
a np nD_l (nD )n eﬁo-i-boﬂ ( ) (nz—l)BZ—Fbeﬁ
(np—2) 1 ¢ a®+b° at + b y p a +b" A
o =p° 3 ° -1 1) —m————
a np nD_l (TLD )nnlﬂo_i_boﬁ ( )(n€_1)56+béﬁ +(n + )(n€+1)ﬂh+bhﬂ
One can rewrite this system as
p -1
a Q1 Q12 Q3 c1
ah = 13 — 921 QQQ 923 C2 (C2)
e Q31 Q32 Q33 c3
where
(. np=2) 1 _(MH1)B" ) (np-2) (np-2) _n's°
Q1 Q2 Qs 0 ( s ) , by ip np—1 (nf+1)B"+b" by ZD ng 1 nfBeo+be
_ np— n"—1)p" n n £ po
g1 (S | = bhv( fL’D . nDI—l (nf—1)pf+b* 0 th( ZD . (nﬁ ?) nlﬁoﬁero
Q31 3z Qa3 po~ (D=2 1 (nf-1)p* por(nn=2) 1 (nf+1)p" po~(np=2) (np=3) n's°
Vb mp-1 (nf—1)B+bf Ynp  np-1 (nf+41)Bh+bh Ay np—1 nfBo+b°
and
¢, (np=2) 1 nb’ 5o (n+1)o" o
b ZD np— np—1 <(nD - 2) n[ﬁo_;’_b()ﬁ + (né+1)ﬁ}L+b}LB
C1
np—2 n°  po 1)bt
C2 = bh ( ZD ) nDl_l <(nD - 2) n[ﬂobero/B + (n(i 1 @ZJFZ,@ BZ)
C3 h
o~ (Mp—=2) 1 ntb° o (n _1) (n +1)b h
b ’ynnDTm ((nD - 3) nzlgo_i_boﬁ + (nz 1),52 btzB ne+1)5h+bhﬁ
Then,
-1 B _
a,[ Qll 912 ng C1 _néﬁo+£ nl%o,yl 2
lim ah = I3 — lim le 922 923 lim Co = 7nZﬂh+o n'f1
np—00 np—00 np—00 T ntgoy—2
° Q31 Q32 Q33 c3 —n* B g ]
1 s (n'=1)*(n'-2) ]
a’ Q. Q2 Qs c1 v (2722(—3)(71;2(-5-#—)1)
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71[1)11_1)100 a | = |13 ml)lgloo Qo1 Q22 (o3 ml)lgloo 2 | = 5 B aT—1)
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When np — 3, we have

- -1

¢
a Qi1 Q2 Qs &]
lim ah = 13 — lim le Q22 923 lim C2
’I’LDA)?) ° ’I’LD*)?) nD—)3
a i Q31 Q32 Qs cs
’ ’ 56" 0 y+6b" +6b°
by (5b 7+ 12) 007277 2885+ 288577005 7272 +-00b° F 157 £ 255077 28807y 1564
o o
= bhfy (5bh'7 + 12) FTon2 D th+?b2 ’Y+6be P FTot?~3 7
906722887~ + 288577 T 905" T2 $ 00677 T2 2507 T 07 153+ 28857 1864
g
by (5b0'7 + 12) FTo~2 R th+3b2 V+6bz 5 FFoTl 3 7
L 9067 Fo~2 1 28807 7 1 288b6°~ 190" TL~2 1 9060+~ 2 1 25bhToT0~3 | 288b%~ 1 864

where we used that

_ 3
i) = S 13
Lemma 19. Let
(4vb (n)n 4 6n + 3vb (n))

F(n)=-

nebmre?

Then, F (n) > 0 for alln >0 and F' (n) < 0.

Proof. First, note that
(An+3)yb(n) +6n >0

3nB(n)

since using that b (n) = Ty 5(ny Dauation (C.3) becomes

(4n +3)y3nB (n) +6n (3 = 2nyB (n)) =9In (vB(n) +2) >0

since 8 (n) > f%. The derivative of F' (-) with respect to n is
F'(n) = 5 ’yb (m)” - 2 (6n + 6b(n)y + 7b(n) ny)
n(b(n)v +6)° n (b(n)~+6)
. _ 3nB(n)
Then, using that b(n) = T onap(m e have
ob (n) 9 naﬂ (n)

I 2 (n) 37 (ﬁ(n)+9 o
and

n

F ) = S s )~ 2

From Lemma 6 we know § (n) > —%

2 2
H<—§nD=3> == (5n* —=1Tn+7) > 0 for n > 3.
ny n

Then, (n+2)v8(n) +2 < 0 and F’ (n) < 0.

n@ +1 ,ybdev +6 CLdev 2
> 1+ .
né Q,deev +6 bdev

Lemma 20. We show that

Proof. Using Lemma 18 we have

((6 (n)y +2) (nf (n) Y+ 2) B () + 18n ((n + 2) 18 (n) + 2)

and thus (8 (n) v+ 2) > 0. Moreover, ng (n)y + 2 < 0 since

)

(vb% +6) adevy (7b9°7+6) (54b°V™ 412) (5vb" +12)
= 288+bv 12887 bev 1 28867+ 9072570 bev 190726587 bF 1 90~ 26dev bl + 25736307 bdev bl 1 864 °

(z,ybdev + 6) bdev
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Then, showing Equation (C.4) holds is the same as showing that

( 288~b°Y™ +2887b%°Y +288vb +90+2b°Y ™ b4°V +9072b°YV ™ b’ +9072 b2V b’ +251 b5V eV b“+864> 2 n’
(vbdev +6) (5yb=¥™ +12) (57b* +12) nt +1
2
bZ _ bdev psym _ bdev 4
—6y ( ) — 67 - ( ) +1 > "
(ybev + 6) (50 + 12) (5b5y™my + 12) (ybdev + 6) nt+1
(G (1) — G vy 1) > " (os)
' ' nt+1’ '
where ( J )
T — b ev
G (z;0%") =6 :
(i) =9 G 16 (e + 12
Because 308 ()
nB(n
b n)= Yy C.6
"= G2 ) (€0
we have
5vb(n)+12  B(n)y(n+1)—4 50
vb(n)+6 Bm)y(n+1)—2 ’
which implies
5ybder 4 12
G/ (x) — ’7 + 5
(ybder + 6) (5ay + 12)
and G (x, bde“) > 0 for z > b since G (bde”; bde”) = 0. Then, since G (be; bde”) > G (bsym; bde”), if
bl _ bdev n[
2G (b b%V) = 12 <1—y——, C.7
( ) =12y (5bf~ + 12) (709" + 6) nf 11 (C.7)

Equation (C.5) holds. Using that v3%? € (—1,0) and Equation (C.6) we have

1 3n

Because the left hand side of Equation (C.7) is decreasing in %" we can rewrite Equation (C.7) as

(2n—|—5)7b£+3(n+1)< 3 nt
3 (5bty +12) (n + 3) nt+1

2(nf+1+3 (/75 1) (" +3))

4(2nf +5)+ 15 ( T 1) (n’ + 3)

bt < —

since 4 (2ne + 5) +15 (\ / n4+1 ) (n + 3) > 0. Using Equation (C.6) this becomes

3 (nt — 1) 7 _12(n +1+3(y/32 1) (nf +3))
(3—2v(n" —1)5) 40t +5)+15 (/225 = 1) (nf +3)

+1

5 < 4( 2 (n* +4) +3(3+n) n?_il)
’}/ E
(n! )( 3nf — 13+ 3(3+nt) /2 )

which holds because

H<f;n—ne—1,np—3> :—Z(nz—l) (nf—2) Zz+(3(2nf—3)+2(ne—1) 2(n —1) (nz—2))Z—|—6(n£—2) >0
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for all n > 2. Indeed, it is simple to check that
(n” +3) (0" +1) (=56n" =8 (n")" + (n")" = 19) > 0,
for n¢ > 3. This implies that

nt ¢

g (0 43) (0 1) (560" =8 (n)" + (n)’ = 19) > 6 (n +3) (n +1) (=560 =8 (n)"+ (n)" ~19),
and further

¢ 02 03 N £\5 ¢ ¢ ¢ ¢ 02 03
049n" + 1313 (n)” + 489 (n)” +33 (n)" 6 (n)° ~ 58+ 6| = (n' +3) (n' +1) (<560 =8 (n)”*+ (n)" ~19)

>3 (nf)" +9 ()" +191 (n*)? + 607n — 58,

for nt > 13.
z

This shows that H(;;n:nz—l,nlgzi’») > 0 for n* > 13. For 3 < nf < 12 we show that

H(%;n:ne—l,n[)=3> > ( point by point. ]
Lemma 21. We show that

d(-3BM (B +2) _ (58 (Am+2) 08 _

dn op on

Proof.
9 (=38 (n) (48 (n) +2))
9B (n)

=-fn)y-1<0
H(l) =2Mn-n—(2n—1)np—(n—2)2n)+2(n—1)np

=—-2n—np <0,

Lemma 22. We show that

: " 9B(n)
Proof. Using the definition of =5~

np (—4(n —1)ny8 (n) + ((2n; — 1) np — (n — 2) 2n))—2n (2 (77% ()2 (20 —1) =8 (n) (2(n — 1) — np) + nD)) <0

4n? (2n — 1)¥*B (71)24—(—4712 (np —2n+2) —4nnp (n — 1)) v8 (n)+(np (np (2n — 1) — 2n (n — 2)) — 4n*np) < 0
Using the definition of 3 (n)?

(n—1)np+28(n)yn;

(2n2+(2n—1)np) —

>0

since we show below in Lemma 24 that

((n—=1)np +2y8(n)n) > 0.

A28



Lemma 23. We show that —5b) g decreasing in n.

(b(n)+np(n))*
Proof.
Bmbm) B b(n)
(b(n) +nB(n)* (b(n)+npf(n) (b(n)+np(n))
Then,

(s ) _d (b Y b
dn \ (b(n) +np (n))* dn \b(n) +np(n)) b(n)+np (n)
B (n)

d b(n)
+b@n+mﬂmdn(wﬁw+nﬁmn>

From Lemma 25 and Lemma 24 we know that

d B(n) d b(n)
i (s 305w7) <0 5 (G ) <°
Since b(n) < 0 and 5 (n) < 0 the result follows. O
Lemma 24. We show that
(T
dn \ b(n)+ng (n) '
Proof. We have that

in (5 2 v) = on (oo 2 * 300 (s 2 m) "o

B (n) a8
+ww@wwww>n
where
9 [  B(n _ B (n)*
an (b(n) 1B (n)) ) +nm)y
] ( B (n) >: B (n) 0
b (n) \b(n)+np (n) (b(n) +npB (n))*
) B (n) B b(n)
9B (n) ((b (n) +np (n))> ~ (b(n) +nB(n))’ <0
Then,

d ﬁ (n) n)? 8,6 (n)
dn (b(n) +np (n)) - <b<n>+nﬁ<n>@(<3D—mm)n)? <(‘27”2”D) on <<nD — 298 (n)n)* + n%)) ;

where
dp (n)

o + <(nD — 298 (n)n)* + nQD) > 0. (C.8)

27n2n D

To see this note that using

o5 2(-BM7*@n=1)=By(2Mm—1)—np)+np)

on —4(n—1)ny28+((2n—1)np — (n —2)2n)~y

Equation (C.8) becomes

2(—8(m) 2n—1) =98 () 2 (n— 1) —np) +np)\
+np >0
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The first term is positive. The last two terms can be written as npJ (5 (n)) where

2(—72ﬁ (n)2 (2n—1)—~B8(n) (2 (n—l)—np)—i—np) .
A —D)mBm + (@ —np—m—22n) | "7

J (B (n)) := 2n? (—
Rearranging terms

_ ((47277.27872n3)52+(8’yn278'yn3+8'yn2nD74'ynnp)ﬁ+(172n)n2 +(6n274n)np)
J(B(n)) = g i o e Ty sy o 7y

The denominator is negative. Substituting (3 (n))?, the numerator can be written as

— ((n—=1)np +2B8(n)yn) (2n* + (2n — 1) np) <0

((n—1)np +28(n)yn) >0

B (n) > —

(n—1)np
2n

because

Then, npJ (8 (n)) > 0 and Equation (C.8) holds.
Lemma 25. We show that
(b))
dn \ b(n) +ngB (n) '
Proof. Using the definition of b (n) we have

nnpB(n)

b(n)  _ _ Tp-2mpm) np
b(n) +nf(n)  tmpfW) i g (n) 2(np =135 (n))

Then,

% (b(n)bﬂfgﬁ (n)) B % (2 (np —nrlzvﬁ (n))) - ;W(n[) - Zsﬁ (n))? (d(nfn(n))>

A30



	Introduction
	The model
	Equilibrium
	Interdealer market
	Local markets
	Market Formation

	Interdealer trading and market fragmentation
	Perfectly competitive market
	No interdealer market
	Dealer entry and the degree of market fragmentation

	Liquidity and welfare in fragmented markets
	Centralized market
	Liquidity
	Welfare

	Learning from prices
	Conclusion
	Proofs
	Disagreement and fragmentation in equity markets
	Online Appendix (not for publication)

