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Abstract

Post-crisis bank regulations raised the market-making costs of bank-affiliated dealers.
We show that this can, somewhat surprisingly, improve the overall welfare of investors
and reduce average transaction costs, despite the increased cost of immediacy. Bank
dealers in OTC markets optimize between two parallel trading mechanisms: market
making and matchmaking. Bank regulations that increase market-making costs inten-
sify competitive pressure from non-bank dealers and incentivize bank dealers to invest
in technology that shifts their business toward matchmaking. Thus, post-crisis bank
regulations have the (unintended) benefit of replacing the costly balance sheet of banks
with a more efficient form of financial intermediation.
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1 Introduction

The aftermath of the financial crisis saw several regulatory initiatives to curtail banks’ risk-
taking desire, hindering proprietary trading and increasing the cost of market making. In
part, these reflect a wide-spread belief in banking regulatory circles that the pre-crisis price
of immediacy did not adequately incorporate the costs required to ensure that market mak-
ers are supported by sufficient capital and do not become a source of illiquidity contagion
(see, for example, BIS Committee on the Global Financial System (2014, 2016)). While
they were meant to improve market-maker resiliency, the post-crisis changes to the Basel
framework (Basel 2.5 and Basel III) and the Volcker Rule have reduced banks’ willingness
to accommodate corporate bond trades on their balance sheets and in general have made
their market-making operations more costly. Some market observers have portrayed these
regulatory initiatives as introducing a trade-off between resiliency (or lessening contagion)
in times of stress and liquidity during normal times.

Such a perspective, however, overlooks the microstructure aspects of liquidity. In partic-
ular, the over-the-counter corporate bond market features two parallel trading mechanisms
corresponding to the dual capacity of broker-dealers. In the first mechanism, market mak-
ing, a bank intermediary functions as a dealer that provides immediacy to customers by
taking bonds onto his balance sheet. In the second mechanism, matchmaking, a bank in-
termediary functions as a broker that searches for couterparties to affect customer trades.!
While regulations aimed at boosting resiliency have increased the cost of taking a bond onto
a bank’s balance sheet, they did not increase the costs associated with the search process.
In fact, technological innovations over the past several years have bolstered the efficiency
and reduced the costs of matching, stimulating investment in matchmaking technology by
bank dealers and attracting customers to the search process. Our focus in this paper is
therefore not on the trade-off between resiliency in times of stress and liquidity during nor-
mal times. Rather, we investigate whether the regulatory push to increase resiliency could
make investors better off during normal times by changing the market microstructure they
experience when trading over-the-counter securities such as corporate bonds.

A growing body of empirical literature investigates the impact of post-crisis regulation
on liquidity. The US corporate bond market is the most commonly studied in this context
given its importance and dealer-centric nature. On balance, this literature finds improve-

ment or at least no deterioration in the average transaction costs of corporate bond trades

!The matchmaking mechanism therefore encompasses both agency and riskless principal trading. We
elaborate on this issue in Section 3.1.



(Mizrach (2015), Adrian, Fleming, Shachar, and Vogt (2017), Anderson and Stulz (2017),
Bessembinder, Jacobsen, Maxwell, and Venkataraman (2018), and Trebbi and Xiao (2017)).
Still, some papers document an increase in the cost of immediacy or transacting in times of
stress (Bao, O’Hara, and Zhou (2018), Choi and Huh (2017), and Dick-Nielsen and Rossi
(2018)). These studies also find a reduction in the amount of capital bank dealers commit
to market making and a shift in their activity from market making towards matchmak-
ing (Bao, O’Hara, and Zhou (2018), Bessembinder, Jacobsen, Maxwell, and Venkataraman
(2018), and Choi and Huh (2017)). In contrast, non-bank dealers appear to increase capital
commitments and principal trading.

While the increase in the cost of immediacy is consistent with the regulation-induced
higher cost of taking bonds onto banks’ balance sheets, the decline in the average transac-
tion costs could suggest that a shift from market making to matchmaking is beneficial to
customers. The empirical evidence pertaining to the change in average transaction costs,
however, may be accompanied by two less measurable but potentially very important costs.
First, the average time it takes to execute a transaction in the post-regulation era is likely
longer. These execution delays may be costly to investors. Second, realized transaction costs
capture only trades that were executed. If customers forgo transacting due to the higher
costs of immediacy (and their unwillingness to wait longer for execution), their welfare loss
cannot be ascertained by observing executed trades. To assess these two potential costs,
which are hard to measure empirically, one needs a model in which the trade-off between
the cost of delay (matchmaking) and the cost of immediacy (market making) is explicitly
considered, and customers take into account the various costs associated with trading in
their decision whether to trade. This is the model we set out to investigate.

Our model features infinitesimal customers (buyers and sellers) who arrive at a constant
rate and wish to trade bonds in an over-the-counter market. There are two representative
broker-dealers standing for two groups of dealers: bank-affiliated dealers and non-bank-
affiliated dealers (henceforth bank dealers and non-bank dealers, respectively). Our use of
a representative bank dealer and a representative non-bank dealer is meant to recognize the
market power dealers in the corporate bond market possess, while at the same time enabling
us to explicitly consider the changing nature of competition between the two broker-dealer
groups as a result of bank regulations. Bank dealers offer their customers two mechanisms
for trading bonds. The first, market making, enables customers to trade immediately at a
spread that reflects the bank dealers’ cost of market making. The second, matchmaking,

involves the bank dealers helping customers search for trading counterparties and earning a



fee to facilitate such trades.

Banks dealers optimally set the market-making spread and the matchmaking fee while
they also decide how much to invest in the search technology that determines the matching
rate. Non-bank dealers offer market-making services to customers at a spread that they set
to reflect their cost of market making and the competitive environment.? Customers are price
takers and heterogeneous with regard to patience (or the value they attach to immediacy),
which we model with private values. They optimize when deciding whether to trade as well
as how to trade: immediately with the bank dealers, immediately with the non-bank dealers,
or using the matchmaking search process facilitated by the bank dealers. Searching for a
counterparty takes time, though, and the cost of using the matchmaking mechanism consists
of both the cost of waiting for a match and the trading fee.

Our analysis focuses on investigating what happens to customer welfare, dealer behavior,
and market outcomes when the regulatory costs imposed on bank market making rise. We
show that if the market-making costs bank dealers incur are much lower than those that
non-bank dealers incur, a small increase in bank regulatory costs raises the cost of immedi-
acy. While some customers shift to the matchmaking mechanism, bank dealers do not have
sufficiently strong incentives to significantly increase their investment in the matchmaking
technology, and hence these customers incur high waiting costs and the combination of these
effects could worsen overall customer welfare.

The economics of intermediation discussed thus far involve only customers and bank
dealers when the cost of market making is low. An increase in bank dealers’ regulatory costs
beyond a certain point, however, renders market making by non-bank dealers viable, which
injects competition for market-making services into the picture. Initially, the profitability
of bank dealers’” market-making operations is squeezed by the competitive threat even as
they maintain their dominance. They find it optimal to increase their investment in the
matchmaking technology to serve customers who otherwise would be deterred by the high
cost of market making, and some of these customers choose to engage in a time-consuming
search process to transact at a lower cost. Bank dealers may also lower their matchmaking
fee, attracting customers who previously did not trade at all. The overall welfare of the
population of customers therefore goes up as some customers are made better off even as
others are worse off, and average transaction costs in the market can decrease despite the

increase in the cost of immediacy.

2Non-bank dealers are typically smaller and are not subject to bank regulations that increase balance
sheet costs (Bao, O’Hara, and Zhou (2018), Bessembinder, Jacobsen, Maxwell, and Venkataraman (2018)).



The story does not end here, however. As bank regulatory costs rise even further,
customers who require immediacy switch to non-bank dealers that offer a more attractive
market-making spread. Bank dealers in turn focus on extracting maximum rents from the
matchmaking mechanism. Increasing regulatory costs beyond this point only makes non-
bank dealers more profitable as it reduces the competitive threat posed by bank dealers.
This clearly makes those seeking immediacy worse off, while engendering very little in the
way of benefits to customers who use the matchmaking mechanism. As such, overall cus-
tomer welfare can go down and average transaction costs in the market may increase. Beyond
a certain regulatory cost threshold, non-bank dealers set the market-making spread as un-
constrained monopolists, and further increases in bank regulatory costs have no impact on
customer welfare or the cost of trading.

Our model demonstrates the complex and interesting economic interactions that evolve
as bank regulatory costs increase, pointing to subtleties not fully recognized in the extant
literature. Our contribution lies in characterizing how changes in bank regulatory costs, both
in absolute terms and relative to the market-making costs of non-bank dealers, affect the
nature of equilibrium in the market, with each equilibrium giving rise to a set of implications
for customer welfare, dealer behavior, and market outcomes. These complex interactions
also highlight why empirical work thus far has struggled to articulate the overall impact of
increased bank regulatory costs on customer welfare in the corporate bond market.

Can our theory contribute to evaluating how the post-crisis regulatory initiatives im-
pacted customer welfare in the corporate bond market? We address this question towards
the end of the paper by relating the wealth of empirical implications generated by the model
to findings reported in the empirical papers. As we increase bank regulatory costs in the
model, our predictions for observable market outcomes change as we move from one equi-
librium to another. We believe that the patterns uncovered by the empirical literature map
onto an equilibrium region in our model where an increase in bank regulatory costs improves
overall customer welfare.®> While bank dealers are clearly worse off in the post-crisis regula-
tory environment, our model vividly demonstrates that there is no one-to-one correspondence
between the profitability of bank dealers on the one hand and average transaction costs or
overall customer welfare on the other hand. This wedge reflects bank dealers’ endogenous
switch from using their balance sheets to using search technology in liquidity provision.

Hence, regulation that negatively impacts dealer profitability and capital commitment need

3Tt is important to stress that the empirical patterns documented in these papers reflect the overall effects
of post-crisis regulations. Hence, our results do not imply that a particular rule (or any specific feature of a
particular rule) is beneficial for customer welfare.



not translate into lower overall customer welfare.

The regulation of banks’ proprietary trading is still a work in progress. In May 2018, the
five agencies responsible for the administration of the Volcker Rule proposed changes to the
rule. While most of the changes appear to be focused on simplifying reporting as opposed
to significantly changing the operations of bank trading desks, some have the potential to
affect market-making incentives. Therefore, we believe that it is of paramount importance to
understand how bank regulations that change the cost of market making impact the welfare
of customers and the functioning of the corporate bond market.

The rest of the paper proceeds as follows. In Section 2, we provide a brief exposition of
the relevant post-crisis bank regulatory changes, discuss the findings of empirical papers that
examine how liquidity has changed in the corporate bond market, and relate our paper to
several recent theoretical models. In Section 3, we discuss the motivation behind the mod-
eling approach we pursue and provide an exposition of the theoretical model. In Section 4,
we formally solve for the different cases of equilibria that prevail as bank regulatory costs
increase. In Section 5, we discuss the robustness of our implications to alternative specifi-
cations of the model. In Section 6, we use the insights of our model to address the question
whether post-crisis bank regulations harmed investors in the corporate bond market, and

Section 7 presents our conclusions.

2 Background and Literature

2.1 Post-Crisis Bank Regulations and the Corporate Bond Market

The Basel regulatory framework and the Dodd-Frank Act are the cornerstones of post-
crisis bank regulations that heavily impacted market-making activities in the United States,
including in the corporate bond market. Interviews with market participants suggest that
the revision of the Basel II market-risk framework ( “Basel 2.5”), finalized in June 2012 in the
United States, increased inventory costs for corporate bonds by boosting regulatory capital
charges through the incremental risk capital (IRC) charge and the trading book stressed
VaR requirement (BIS Committee on the Global Financial System (2014)). Furthermore,
the Basel I1I framework, finalized in July 2013 in the United States, not only raised the risk-
based capital requirements on banks, but also raised the non-risk-based capital requirement
through the supplementary leverage ratio (SLR). For example, global systemically important
banks (G-SIBs) are required to maintain an SLR of 5% or higher at the bank holding company
level and an SLR of 6% or higher at the depository subsidiary (see Davis Polk (2014) for
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more details). Greenwood, Hanson, Stein, and Sunderam (2017) and Duffie (2018) find that
the leverage ratio requirement is the most tightly binding constraint for most US G-SIBs,
according to data derived from the Federal Reserve’s stress tests in 2017. Besides capital
requirements, another pillar of Basel 111 is higher liquidity standards, including the liquidity
coverage ratio (LCR) and the net stable funding ratio (NSFR), which require banks to hold
enough high-quality liquid assets or use sufficiently stable financing sources to guard against
adverse conditions in the funding markets.

The most relevant part of the Dodd-Frank Act for trading in the corporate bond market
is the Volcker Rule. While the Act was signed into law in July 2010, implementation of this
rule was delayed until April 2014, with full compliance required by July 2015. The Volcker
Rule aims at discouraging banks with access to FDIC insurance or the Federal Reserve’s
discount window from engaging in proprietary trading of risky securities. While it contains
an exception for market making, the rule mandates the reporting of various measures (e.g.,
inventory turnover, standard deviation of daily trading profits, customer-facing trade ratio)
to aid regulators in distinguishing between market making and other forms of proprietary
trading. The scrutiny that these measures receive from regulatory agencies changes the
incentives of bank dealers and thereby increases market-making costs.*

The suite of post-crisis bank regulations now in place discourages risk taking to strengthen
banks’ resilience to various risks (e.g., market, counterparty, and funding). As such, these
rules have an impact on all trading activities undertaken by banks, including market making.
Some market participants therefore warned that these rules would increase transaction costs
in the corporate bond market, and these claims motivated subsequent empirical research

examining post-crisis changes in corporate bond liquidity.

2.2 Post-Crisis Changes in Corporate Bond Liquidity: Empirical

Evidence

Most empirical papers that examine corporate bond market liquidity following the finan-
cial crisis find no deterioration, indeed even improvement, in liquidity subsequent to the
regulatory interventions. For example, Mizrach (2015) finds that bid-ask spreads and the

price impact of trades dropped after the crisis to below pre-crisis levels. Similarly, Adrian,

4The regulatory costs we model in this paper probably best represent the explicit costs imposed by
the Basel framework rather than the implicit costs associated with the Volcker Rule. Still, most empirical
findings concerning the impact of post-crisis regulations on the corporate bond market reflect the combined
effects brought about by all these rules and therefore we model a single regulatory cost of market making
rather than investigating specific features of these rules.



Fleming, Shachar, and Vogt (2017) find that spreads and price impact declined. Further-
more, they document that trading volume and issuance are at record levels, although trade
size and turnover have declined. Anderson and Stulz (2017) look at a variety of measures,
including price-based measures (price impact and bid-ask spreads) and trading measures.
They find overall that price-based measures are marginally better following the onset of
regulation (2013-2014) relative to before the crisis. Bessembinder, Jacobsen, Maxwell, and
Venkataraman (2018) also document that average customer trade execution costs have not
increased after these regulations were imposed. Trebbi and Xiao (2017) look for a structural
break in various liquidity measures but find no evidence for deteriorating liquidity during
the period that corresponds to the Dodd-Frank and Basel III regulatory interventions.®

Several papers find worsening in a particular dimension of trade execution: the cost
of immediacy. Bao, O’Hara, and Zhou (2018) use downgrades of bonds to junk status as
stress events to examine the cost of immediacy, and find that it increased following the
implementation of the Volcker Rule. Similarly, Dick-Nielsen and Rossi (2018) use exclusions
from the Barclays Capital investment-grade bond index as events that create demand for
immediacy, and document an increase in the cost of immediacy after the financial crisis.
Choi and Huh (2017) show that trading costs for unmatched (i.e., market-making) trades
increased substantially in the post-regulation period relative to pre-crisis levels, and this
increase is driven by bank dealers.

Our model is able to reconcile these two lines of empirical evidence that seem at odds with
one another, namely that average transaction costs in corporate bonds have declined while
the cost of immediacy has gone up. The driving force behind these results in our theory is the
bank dealers’ endogenous shift from market making to matchmaking. The empirical papers
we have cited indeed provide ample evidence that matchmaking has increased following
the crisis and the implementation of post-crisis regulations (e.g., Bao, O’Hara, and Zhou
(2018), Choi and Huh (2017), Schultz (2017)).5 As a result of the shift to matchmaking,

the execution of large trades now tends to require more time (BIS Committee on the Global

STwo papers find more nuanced effects. Allahrakha, Cetina, Munyan, and Watugala (2019) find higher
markups for a subset of the trades when looking at Volcker Rule exemptions (e.g., trades in newly issued
bonds for which a bank dealer is part of the bond’s underwriting group) to infer cost differentials. Chernenko
and Sunderam (2018) develop an indirect measure of aggregate corporate bond market liquidity by relating
mutual funds’ cash holdings to the volatility of their fund flows. They find that while the liquidity of
investment grade bonds in the post-crisis period essentially recovered to the pre-crisis level, liquidity for
speculative grade bonds has not.

6Ederington, Guan, and Yadav (2014), Randall (2015), and Anand, Jotikasthira, and Venkataraman
(2018) provide additional evidence about matchmaking and provision of liquidity by customers in the cor-
porate bond market.



Financial System (2014, 2016)).

It is important to stress that there are differences in the manner in which bank dealers
and non-bank dealers responded to the regulatory changes. Bao, O’Hara, and Zhou (2018)
find that dealers affected by the Volcker Rule increase their matchmaking activity while com-
mitting less capital to market making.” At the same time, competition in market making
from smaller non-bank dealers appears to intensify: they increase capital commitments and
the amount of principal trading (see also Bessembinder, Jacobsen, Maxwell, and Venkatara-
man (2018)). Non-bank-dealer matchmaking, on the other hand, has decreased after the
implementation of the Volcker Rule. We return to the findings of the empirical literature to
motivate our modeling approach and guide our discussion of how bank regulations following

the financial crisis affected customer welfare.

2.3 Market Making versus Matchmaking: Theory

Several recent theoretical papers recognize the importance of the dual mechanisms for trading
bonds, namely market making and matchmaking, although each of these papers adopts a
different approach to studying the two mechanisms. An, Song, and Zhang (2017) study
intermediation chains by modeling the interaction between one seller, a finite number of
dealers, and an infinite number of buyers. Their model shows how an intermediary rat race
gives rise to an inefficient amount of principal trading. Our paper does not feature an inter-
dealer market or intermediation chains, but rather focuses on what happens to customer
welfare and the market environment if the cost of market making increases for bank dealers.
An and Zheng (2017) look at how the dual capacity of broker-dealers (principal and agency
trading) gives rise to a conflict of interest, which results in dealers holding too much inventory
as a tool for extracting rent from customers. Unlike in our framework, customers in their
model do not optimize and matchmaking is effortless and costless, leading An and Zheng
to focus on inventory as a strategic variable. In contrast, we model a two-way market
with balanced customer order flows and abstract away from inventory management—an
approach that is orthogonal to that of An and Zheng (2017). Furthermore, we investigate
the endogenous evolution of trading mechanisms by (i) having customers optimally choose
whether and how to trade and (ii) having dealers optimize not only the pricing of their

services but also how much to invest in the matchmaking technology.

"Goldstein and Hotchkiss (2017) investigate the trades that dealers seek to offset versus those that they
hold in inventory overnight.



Li and Li (2017) model a trade-off between inventory costs (in market making) and ver-
ification costs (in matchmaking). Moral hazard in matchmaking arises in their model when
a dealer gains by providing worse executions for a customer. Because dealers have better
information than customers, transparency influences the prevalence of market making over
matchmaking.® Transparency plays no role in our model because we assume homogeneous
common-value information. Our emphasis, instead, is on competition from non-bank dealers
and the role it plays in determining customer welfare and the extent of matchmaking.

The paper closest to ours in objective is Cimon and Garriott (2019). In their model,
market makers compete for quantity (Cournot) in separate buyer and seller markets, and
issue equity and debt to fund their operations. Market making is modeled as a more efficient
form of trading than matchmaking, and therefore increased agency trading implies a higher
price impact of trades. As a result, regulations that increase the cost of market making must
hurt liquidity. In contrast, we show that investment in technology can make matchmaking
a less expensive form of intermediation than market making, and the market power of deal-
ers provides a role for bank regulations in enhancing competition and improving customer

welfare.

3 Model

3.1 Motivating Our Modeling Framework

Before going into the technical presentation of the model, we motivate our choices regarding
its key modeling features. As our discussion of the theoretical literature in the previous
section suggests, the particular features of the bond trading environment one chooses to
include depend on the objective of the analysis.

Our goal is to investigate how structural changes in the corporate bond market, brought
about by bank regulations that increase the cost of market making, impact customer welfare
and market liquidity. The empirical finding of a shift from market making to matchmaking
for bank dealers tells us that including these two trading mechanisms and allowing both bank
dealers and customers to make optimal choices are necessary components of a model that
seeks to understand the evolution of the bond market in the post-crisis era. Furthermore,
the last several years have witnessed increased broker-dealer investment in fixed-income

electronic trading, giving rise to new trading venues and protocols (BIS Markets Committee

8Li and Li also provide empirical results pertaining to the share of matchmaking around the financial
crisis and how this share relates to transparency and volume.



(2016)).? Enhancing matchmaking in the corporate bond market depends critically on bank
dealers’ prioritizing investment in these technologies, and therefore our model requires bank
dealers to optimally choose their level of investment.

It is important to acknowledge the difficulty involved in empirically measuring the extent
of matchmaking. The empirical papers we cite in Section 2.2 use various forms of the TRACE
database. An in-house cross—a dealer buying from a customer and immediately selling to
another customer—is reported in TRACE as two transactions. Whether TRACE reports
these two transactions as agency or principal depends on the internal accounts of the dealer
involved. If a trade moves through a proprietary trading account, it is considered a principal
trade by the Financial Industry Regulatory Authority (FINRA). Because TRACE does not
currently support riskless principal reporting as a separate category, such trades will be
reported as principal despite the fact that their economics are identical to those of agency
trading. The use of agency or proprietary accounts appears to be idiosyncratic to specific
dealers, and can be influenced by a dealer’s preference over reporting the price inclusive of the
mark-up/mark-down or a separate commission.’’ Given that agency and riskless principal
have similar balance-sheet implications, we lump them together under our matchmaking
mechanism. In other words, matchmaking consists of all dealer-facilitated trading that does
not involve taking a trade onto the bank dealer’s balance sheet.

An important aspect of liquidity provision in the corporate bond market that we choose
to model explicitly is competition between bank and non-bank dealers. The significant role
that non-bank dealers can play by stepping into the void left by banks was emphasized even
before post-crisis regulations were implemented (e.g., Duffie (2012)). The empirical findings
cited above, that non-bank dealers have increased their capital commitments and market-
making activity, must be allowed to arise endogenously in our model, and therefore we
include non-bank dealers that offer market-making services and compete with bank dealers.

A related choice we need to make is whether to allow non-bank dealers to operate a
matchmaking mechanism. The model in this paper does not include this feature so that we
can obtain closed-form solutions for clarity of intuition. Still, there are several reasons to
believe that omitting the matchmaking mechanism for non-bank dealers does not detract

from the external validity of the model’s implications. First, Bao, O’Hara, and Zhou (2018)

9In particular, electronic trading that is typically based on permutations of the request-for-quote (RFQ)
protocol grew in the dealer-client segment.

10A recent FINRA rule implemented in May 2018 further changes incentives by requiring dealers to report
mark-ups or mark-downs from the prevailing market price for all trades of retail customers that are offset
within a day.
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and Bessembinder, Jacobsen, Maxwell, and Venkataraman (2018) find that most non-bank
dealers are small. Many of these non-bank dealers are regional in focus, and it is reasonable
to assume that most of them do not possess vast networks of customers that would allow
them to operate an efficient matchmaking mechanism. Bank dealers, on the other hand,
have long dominated the OTC markets and have rich information about a large group of
customers. Second, Bao, O’Hara, and Zhou (2018) find that non-bank dealers decrease
their matchmaking activity following the implementation of the Volcker Rule (by about
40% of the pre-crisis level), which could suggest they are being crowded out by the bank
dealers. The main dimension along which they inject competition into the corporate bond
market following the financial crisis appears to be market making (by boosting both capital
commitments and trading). As such, market making is the dimension we choose to model
explicitly for non-bank dealers.

Insofar as our focus is on bank regulation that applies to all bank dealers and, by the
same token, does not apply to any non-bank dealers, we choose to model each type using
a representative dealer that stands for the entire group of dealers. In so doing, we abstract
from the inter-dealer market and competition within each group. While other papers (e.g.,
An, Song, and Zhang (2017)) focus on the inter-dealer market, we believe that the basic
economics of intermediation chains did not materially change with the implementation of
post-crisis bank regulations. Furthermore, while we stress competition from non-bank dealers
as a factor that is important for understanding the impact of bank regulations, we strongly
believe that dealers in the corporate bond market have market power. It has long been
established that per-share transaction costs in corporate bonds decline in trade size (e.g.,
Schultz (2001)), even though fixed costs do not appear to be very high. The usual explanation
for this empirical regularity is dealer market power: large customers have greater bargaining
power and hence obtain better prices or lower fees than small customers can. In the model,
the spread charged by a dealer does not depend on the identity of the customer. While
clearly a simplification, we believe that specifying several types of customers with varying
degrees of bargaining power would not materially change the main implications of our model.
Hence, we choose to simplify the exposition by having only one type of customer and giving
the full market power to the dealer.!’ In other words, each representative dealer optimally
sets prices to maximize profits subject to competition from the other representative dealer.

The market power of the bank dealer is important for the implications we derive concerning

We note that some bank dealers may find it optimal to stop offering market making services as bank
regulatory costs go up, increasing the market power of the remaining bank dealers.
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customer welfare. In Section 5.2 we discuss this issue and solve a variation of the model with
a benevolent bank dealer who makes zero profit.

Two elements of the model that are critical to evaluating the impact of post-crisis bank
regulations on the corporate bond market involve the customers. First, we assume that
customers are heterogeneous with respect to their degree of patience, or the private value
they attach to trading immediately. The customers in our model can be thought of as
institutional investors whose trades are relatively large. These trades, which account for
most of the volume in the corporate bond market, require the active intermediation of OTC
broker-dealers either in a principal (market making) or an agent (matchmaking) capacity.'?
Market making allows customers to trade immediately at a cost, while searching via the
matchmaking mechanism takes time. Given the ample empirical evidence that matchmaking
is a viable option for some customers in the corporate bond market, it has to be the case
that customers are heterogeneous with respect to patience or the desire for immediacy. Our
model provides for such heterogeneity.

Second, we let customers optimize over whether to trade and how to trade. Optimizing
customers are an important feature of the model because we seek to contribute insights
that are difficult to observe empirically. As we stress in the introduction, the empirical
finding of lower average transaction costs can be accompanied by other outcomes that are
not easily measured but that negatively impact customer welfare (e.g., delayed execution
of trades or the loss of welfare of customers who choose not to trade because the cost of
immediacy rises). In the model, customers optimally choose between (i) not trading, (ii)
using the matchmaking mechanism and incurring both a delay cost and a trading fee, and
(iii) choosing to trade immediately with the dealer that posts the best spread (either the
bank dealer or the non-bank dealer). This optimization is at the core of the model’s ability to
speak to the manner in which bank regulations affect customer welfare through their impact
on the microstructure of the corporate bond market.

Lastly, we model bank regulatory costs as per-share balance sheet costs imposed on
all trades accommodated by the bank dealer in his capacity as a market maker. This is
a parsimonious way to differentiate market-making activity from trade facilitation via the
matchmaking mechanism that is not subject to such regulatory costs. For symmetry, the

non-bank dealer’s market-making costs are also modeled as per-share costs. Given this

12In contrast, retail-size orders are often traded on MarketAxess, which is a centralized system that
currently executes almost 20% of the volume in the corporate bond market (investment grade and high
yield combined). MarketAxess operates an all-to-all trading platform that gives access to both dealers and
customers.
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specification of balance sheet costs and the risk-neutrality of dealers in the model, the level
of inventory does not play a role in pricing.'® As such, there is no loss of generality in
assuming equal arrival rates of customers who wish to buy and customers who wish to sell,

which simplifies the exposition of the model.

3.2 Model Setup

Time is continuous, t € [0, 00). The traded asset has an expected fundamental value of v. All
customers and dealers are risk neutral and have the same information about the fundamental

value of the asset. The discount rate is r > 0.!*

Customers and dealers. Infinitesimal buyers arrive in the market at the rate p; that
is, the mass of buyers arriving during the time (¢,¢ + dt) is pudt. Each buyer wishes to
buy one unit of the asset, and the private benefit (or “value”) for trading immediately is a
random variable x € [0, 00), with cumulative distribution function G. Heterogeneity in this
private value is the manner in which we model differences across buyers in their degree of
patience. The arrival process of buyers is time invariant in the sense that the types of buyers
arriving during each small time interval (¢,¢ + dt) are distributed according to G. Likewise,
infinitesimal sellers arrive in the market at the same rate p, and their private benefit for
selling the asset immediately is also distributed according to G. A customer’s private benefit
for trading is not observable by others, and the customer exits the market upon trading.
There are two representative yet distinct strategic intermediaries, called dealers, who help
customers trade this asset. One of the dealers is a bank affiliate, subject to bank regulations,
whereas the other security dealer is unaffiliated with any bank and hence is not subject to
bank regulations. In practice, all intermediaries face some types of regulatory constraints,
but the specific post-crisis regulations we discuss in Section 2.1 (Basel 2.5, Basel 111, and the

Volcker Rule) apply only to banks and their broker-dealer affiliates.

Trading protocols: market making and matchmaking. There are two trading mech-
anisms (or protocols), which we call “market making” and “matchmaking.” Under the
market-making protocol, a dealer immediately fills a customer’s buy or sell order from his

own balance sheet by incurring a balance sheet cost. To fill an order immediately, the bank

13See An and Zheng (2017) for a model of the dual capacity of broker-dealers that focuses on the dealer’s
choice of inventory level.

14In our model, the discount rate r captures two effects: the rate at which customers and dealers discount
future profits as well as the rate at which trading opportunities decay over time.
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(non-bank) dealer charges customers a per-unit spread of Sp > 0 (Syg > 0), which is pub-
licly observable. The bank dealer’s balance sheet cost is assumed to be cp per unit of the
asset regardless of whether he is accommodating a buy or a sell order (that is, the cost is in-
curred on the gross amount traded). The corresponding balance sheet cost for the non-bank
dealer is cyg.

The bank dealer’s cost is conceptually comprised of three components:
cg = OperatingCosts — ImplicitSubsidy + PostCrisisRegulatoryCosts.

The first component reflects the direct operating costs involved in running the market-
making business. We assume that the bank dealer operates optimally to minimize this cost.
This component is similar to the cost of the non-bank dealer, cyp, and can be influenced
by the same economic forces. The second component (ImplicitSubsidy) has been discussed
extensively in regulatory circles in the aftermath of the financial crisis. The Committee on
the Global Financial System of the Bank for International Settlements writes in its report
on fixed-income market liquidity that, in the pre-crisis era, “Underpriced liquidity services
were predicated on expectations of an implicit public sector backstop for major financial
institutions” (BIS Committee on the Global Financial System (2016)). This implicit too-
big-to-fail subsidy lowers the capital costs of the bank dealer’s trading book relative to that of
the non-bank dealer and hence could enable the bank dealer to offer cheaper liquidity. Post-
crisis bank regulations, represented by the third component of cg, were aimed at increasing
the market-making costs of bank dealers to counteract this implicit subsidy. Fixing the first
two components, the imposition of post-crisis regulations unequivocally increases the bank
dealer’s cost, but it is unclear whether the sum of the three components is lower than, equal
to, or greater than the cost of the non-bank dealer. We therefore investigate how post-crisis
bank regulations impact dealer actions, investor choices, and market outcomes by looking at
the effects of increasing cp over the entire relevant range (below and above cyp)."

Bank dealers can invest in developing a matchmaking mechanism. Under the matchmak-
ing protocol, a dealer searches for a counterparty for the customer’s order, but the dealer
does not use his balance sheet to accommodate the order. Using the matchmaking mech-
anism, a customer is matched with a counterparty at an exponentially distributed time 7

with intensity H € [0,00).'6 While the dealer conducts the search, the customer incurs a

5Throughout the paper, when we discuss an increase in cg we mean an increase in the third component,
holding the other two components constant.
16Specifically, 7 has a cumulative distribution function P(r < t) = 1 — e~ !, The matching intensity in
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delay cost by discounting the private benefit of trading. Given the exponential distribution
of matching time 7, we define the benefit customers obtain from matchmaking with intensity
H as

o H
= Fle "] = H —Hu Uy — ) 1
H [e™"] /Tzo e e du = (1)

Higher H implies a shorter waiting time (with a lower cost of delay) for the searching
customers, and hence we refer to ‘H as the speed of matchmaking.

To achieve matchmaking speed #H, the bank dealer invests K (H) at time 0, where K(0) =
0, K'(0) = 0, K'(H) > 0 for all # € (0,1], and K"(H) > 0 for all # € [0,1].'7 This
investment represents various aspects involved in operating a matchmaking mechanism such
as the cost of installing trading technology and deploying salespeople. Certain investments
in trading technology have the potential to benefit both matchmaking and market making,
and we assume that these are made optimally by the bank dealer to minimize the operating-
cost component of cg. K(H) is therefore an incremental investment that enhances only the
matchmaking mechanism over and above other investments that benefit the bank dealer’s
entire operation.'®

To simplify the exposition, we model the bank dealer’s investment in technology as a
one-time cost at time 0. This enables us to maintain general functional forms for both the
distribution of investor types and the cost of investment while obtaining closed-form solutions
and explicit comparative statics. The main implications of our model do not depend on
specifying a one-time investment in technology. In Section 5.3, we discuss a variation of the
model in which the bank dealer incurs a positive marginal cost for every trader who chooses
the matchmaking service. We solve this variation of the model with a specific distribution
for G and a particular functional form for K, obtaining implications similar to those of our

main model.

our model does not depend on the mass of customers who choose matchmaking. This departure from the
Dulffie, Garleanu, and Pedersen (2005) framework is made for analytical simplicity.

1"The assumptions regarding K (#) are meant to ensure that the equilibrium investment in matchmaking
technology is positive and finite.

18The search technology we describe increases the matching speed for the bank dealer’s customers. The
report on electronic trading in fixed income markets issued by the Markets Committee of the Bank for
International Settlements notes that growth in electronic trading has occurred primarily in the dealer-client
segment. Many of the systems in this segment are single-dealer platforms. Investment in such technology
by one bank dealer does not increase the matching speed of another dealer. In practice, the search for a
counterparty for a customer’s trade may take several forms. For example, a bank dealer may tap liquidity
on MarketAxess, which is an all-to-all trading platform primarily for smaller trades. We view MarketAxess
simply as one of the tools that bank dealers can use to search, although it often not the tool of choice for
large institutional trades that are our primary focus, and we do not model each such tool separately in this

paper.
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When a match is made, the bank dealer receives a publicly observable fee of f from
both the buyer and the seller. As Choi and Huh (2017) note, a dealer searching for a
counterparty may need to offer better terms of trade to the counterparty in order to execute
the trade. Hence, the two sides of the trade need not be symmetric in the amount they pay
for participating in the transaction, and one side may even buy (sell) at a lower (higher)
price than the fundamental value. We view 2f as the net compensation earned by a dealer

that executes both legs of such an agency (or riskless principal) cross.

Equilibrium. An equilibrium consists of:

1. The bank dealer’s choices of market-making spread Sp, matching speed H, and match-

ing fee f,
2. The non-bank dealer’s choice of market-making spread Syg, and

3. Each arriving customer’s choice between market making (with one of the dealers),

matchmaking, and refraining from trading altogether,

such that dealers and customers maximize expected profits.!?

3.3 Customer and Dealer Objectives

The customer’s optimization problem is simple: she needs to choose between trading im-
mediately with the bank dealer, trading immediately with the non-bank dealer, searching
for a counterparty using the matchmaking service, or not trading. The bank and non-bank
dealers” market-making services are identical from the customer perspective. Therefore, a
customer who opts to trade immediately will choose the market-making service that charges

the lower spread, which we denote by
S = min(SB, SNB) (2)

Recall that « denotes the private benefit a customer obtains from trading immediately.

The customer’s profit from using a market-making service is x —S. Her expected profit from

9Note that in our definition of equilibrium, all price decisions of the two dealers, {Sg, f, Sy}, are made at
time 0. That is, we assume that they can commit to the prices determined at time 0 and do not dynamically
adjust them. In a stationary environment like ours, an equilibrium obtained under committed prices is also
an equilibrium if we allow dealers to change their prices {Sg, f, Snp} dynamically, under off-equilibrium
beliefs that deviations are “punished” sufficiently severely. We do not, however, claim that the equilibrium
obtained under committed prices is the unique equilibrium if dealers can adjust prices over time.
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using the matchmaking mechanism offered by the bank dealer, which takes into account the
expected waiting cost, is (z — f)H. Her profit from leaving the market without trading is 0.
Obviously, a customer prefers matchmaking to not trading if and only if x > f.

Let b be the value of the marginal customer who is indifferent between matchmaking and

market making. The indifference condition is

b—fIH=0-25, (3)
and for H < 1 we obtain S
b= =2 (4)

The customer’s optimization problem therefore results in a very simple behavior: do not
trade if z € [0, f), choose matchmaking if x € [f,b], or choose market making with the
dealer offering the lower spread if x > .2

Given the two thresholds f and b, the overall welfare of customers aggregated across the

three ranges of x is:

2 ! b 00
Te = 7“ / 0-dG(x) +/ (x — f)HIG(x) +/ (x — 8)dG(z)]| . (5)
=0 z=f Jz=b ,
no trade match};aking market‘:naking

The bank dealer’s profit is comprised of three components: the discounted matchmaking
profit (that depends on the fee and the matching speed), the discounted market-making
profit (if the bank offers the lower spread), and the up-front cost K (), such that

w5 = L HF(C(E) — GU) + (5~ e)(1 ~ GO0 Tsos,] — K(H), (6)

where Is_g,, is an indicator function that takes the value 1if S = Sg (equivalently, Sp < Snp)
and 0 otherwise.

The non-bank dealer’s market-making profit can be expressed as:

i = 2 [(S = exp) (L= G(B)Ts=sl ")

where [g_g,, is an indicator function that takes the value 1 if Syp < Sp and 0 otherwise.

20In Section 4 we show that any equilibrium in which the bank dealer invests in matchmaking (H > 0)
must satisfy f < S (i.e., the matchmaking fee is lower than the market-making spread).
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4 Equilibrium

Before delving into the full equilibrium analysis, we provide an intuitive description of the
equilibrium structure and how it evolves as bank regulatory costs increase. Readers wishing
to see the formal statements first are invited to jump to Section 4.2 and then come back to
Section 4.1.

4.1 Properties of the Equilibrium: An Intuitive Exposition

A key qualitative insight of our model is that increasing the regulatory balance sheet cost of
the bank dealer encourages investment in a matchmaking technology that the bank dealer,
seeking to preserve market-making profits, otherwise shuns. Figure 1 illustrates this idea by
plotting the customers’ transaction costs (Panel A), choice of trading mechanism (Panel B),
and overall welfare (Panel C) as functions of the bank dealer’s balance sheet cost, cg, holding
all other model parameters constant. For this example, we use an exponential distribution
for  (the gains from trade) with a mean of 10 basis points and a quadratic function for the
cost of the matchmaking technology K(H) = kH?, where k = 0.1.2!

We observe that the equilibrium changes its properties as bank regulatory costs increase,
and we distinguish between four regions (separated by the vertical dashed lines). In re-
gion 1, the bank dealer’s cost is low enough that the optimal spread, Sp (depicted by the
blue line in Panel A), is lower than the non-bank dealer’s balance sheet cost, cyp. In this
region, the bank dealer has an unconstrained monopoly on the provision of immediacy. As
the bank dealer’s balance sheet cost increases, the spread rises as well. Certain customers
stop paying the spread and opt instead to use the matchmaking mechanism (the blue area
shrinks and the green area expands in Panel B). Due to this endogenous shift, the rate of
increase in customers’ average transaction costs is lower than the rate of increase in the
bank dealer’s spread (dotted line in Panel A) and overall customer welfare decreases (dotted
line in Panel C). Region 1 corresponds to the common intuition that a higher bank dealer
balance sheet cost has negative consequences for market liquidity and customer welfare.

As the bank dealer’s balance sheet cost continues to rise and approaches (but is still
lower than) the non-bank dealer’s balance sheet cost, the bank dealer would have liked to
set Sp > cyg. However, the non-bank dealer now exerts competitive pressure on the bank
dealer and therefore the market-making spread, Sg, needs to equal the non-bank dealer’s

balance sheet cost, cyg (Panel A). This is region 2 of the equilibrium. Because the bank

210ther parameters we use for this numerical example are pn = 1, r = 0.01, and cys = 20 bps.
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dealer is now unable to increase his spread without losing the market-making business, he
seeks to extract higher profits from the matchmaking business by making it more attractive
to customers. Therefore, the bank dealer increases his investment in matching speed and
lowers the matching fee. Certain customers who were previously excluded from this market
start to trade, which can be observed as the shrinking “no trade” (red) area in Panel B.
As a result, customers’ average transaction costs are now lower (Panel A) and their overall
welfare is higher (Panel C). This region is the most interesting case in our model, where an
increase in the bank dealer’s balance sheet cost encourages the bank to invest in matchmaking
technology and shift his business model towards one that involves matching buyers and sellers
as an agent.

We emphasize that customer welfare increases in region 2 when the balance sheet cost
rises because the bank dealer possesses market power and extracts rents from customers.
The bank dealer’s optimal response to the increase in the regulatory costs of market making
is to attract customers to the matchmaking mechanism, resulting in a decline in the rents he
collects and a concomitant increase in overall customer welfare. The results would be quite
different if the bank dealer were benevolent. In Section 5.2, we discuss a variation of the
model in which a benevolent bank dealer maximizes customer welfare subject to breaking
even on his liquidity-provision service. In that setting, an increase in the bank dealer’s
balance sheet cost always reduces overall customer welfare.

Region 3 and region 4 of the equilibrium are obtained when the bank dealer’s balance
sheet cost, cp, exceeds the non-bank dealer’s balance sheet cost, cyg. In these regions, the
non-bank dealer takes over market making and the bank dealer operates only the matchmak-
ing mechanism. In region 3, the non-bank dealer’s spread, Syp (red line in Panel A), is equal
to the bank dealer’s balance sheet cost, cg. As cp rises, the non-bank dealer increases his
market-making spread to extract more rents, creating an opportunity for the bank dealer to
increase his matchmaking fee as well. As a result, average transaction costs increase (dotted
line in Panel A) and overall customer welfare declines (dotted line in Panel C). In region 4,
the bank dealer no longer exerts any competitive pressure on the non-bank dealer. There-
fore, the non-bank dealer charges his unconstrained monopoly spread, and further increases

in the bank dealer’s balance sheet cost no longer affect the equilibrium outcomes.

4.2 Equilibrium: Formal Statements

We begin by making the following assumption about the distribution of the private values

customers attach to trading immediately:
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Assumption 1. For all x, the distribution G of customers’ values satisfies
®(x) 20, @'(x)<0, G"(2)<0, (8)

where

1-G(2)G" (z)
G’ (z) ’ 9)

The first of these three conditions, ® (x) > 0, implies that the hazard rate G'(z)/(1 —

G(z)) is weakly increasing in z.?? The hazard rate plays a role when we consider the bank

@(x)EG/(a:)—i—(

dealer’s incentive to marginally increase the threshold b between matchmaking and market
making (through changes in Sp, H, and f) and it has a natural economic interpretation:
the bank dealer collects market-making revenues from a population of customers equal to
1 — G (b) but loses the market-making revenues from the marginal customer who switches
to matchmaking at rate G’ (b). The technical conditions ¢’ (z) < 0 and G” () < 0 are
useful for proving the existence of an equilibrium. Assumption 1 is not overly restrictive and
can be shown to hold for many distributions. For example, with the uniform distribution,
G(z) = z/B for B > 0, and this satisfies the conditions in Assumption 1 because ®(x) =
1/B, @' (x) =0, and G”(z) = 0. The exponential distribution also satisfies this assumption
with G(x) = 1 — e/, and therefore ®(x) = 0 and G"(x) = —e %/ /52 < 0.

As we discuss in Section 4.1, the equilibrium structure is comprised of several distinct
cases depending on the degree of competition between the bank and non-bank dealers (or
the relative magnitudes of cg and cyp). Case 1 occurs when the bank dealer’s unconstrained
monopoly spread is lower than the market-making cost of the non-bank dealer (and hence
there is no competitive pressure from the non-bank dealer). In Case 2, the bank dealer still
provides market-making services but his spread is constrained to equal the non-bank dealer’s
cost of market making. Case 3 is where the cg exceeds cyp, and as a result market-making
services are supplied by the non-bank dealer. We consider these cases one by one. As we
will see, most of our economic insights are borne out in Case 1 and Case 2. For this reason,
the proofs for Cases 1 and 2 are provided in the internal Appendix, whereas the proofs for

Case 3 are provided in the Internet Appendix.

d 1-G(z) _ -G (2)>-(1-G(2))G"(z) _ P(x)
#We have %775 = ) =T
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4.2.1 Case 1: Unconstrained Bank Dealer (S} < cyp)

We define the bank dealer’s unconstrained optimization problem as Problem 1:

max T = P GE) -G+ (S—en)(1-GO) - KH).  (10)

S>f>0,He(0,1] r

The following proposition establishes the existence and uniqueness of the solution to Prob-

lem 1.

Proposition 1. Suppose K" (H) > B, for all H € (0,1), where By is a constant.*> Then,
Problem 1 has a unique interior solution (ST, H¥, fT), where Hy € (0,1) and ST > ff > 0.

This solution satisfies the following first-order conditions:

* * 1-G (b*) *
St —cp—HIfT = Tb*)l(l—"ﬂl)» (11)
1
1-G(f7)

fr= el 12
e 2

r * * * * *
EK,(HI):JCI (1_G(f1))_b1(1_G(b1))7 (13)
where b} = Sf;?;éfl* 18 the private value of the marginal customer who is indifferent between

matchmaking and market making.

The three equations that characterize the equilibrium are the (rearranged) first-order
conditions with respect to S, f, and H. The condition K" (H) > f; plays two roles. First,
it guarantees an interior solution for matchmaking (i.e., H < 1), which we believe is the
more empirically plausible case. Second, it is a sufficient condition for the equilibrium to be
unique. Note that our equilibrium definition from Section 3.2 reduces in Case 1 to merely
solving the bank dealer’s optimization problem (given the simple discrete choice customers
face). As such, uniqueness means that the bank dealer’s objective function is single-peaked.

To determine how bank regulatory costs impact dealer behavior, market outcomes, and
customer welfare over the entire range of cg, we need to investigate how these attributes

change within each of the cases. Proposition 2 provides the comparative statics for Case 1.

28, € (%, oo) is the solution of

r

7ﬁ:

=)

7CB max {bG" (b)}.
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Specifically, we look at how an increase in cp impacts the bank dealer’s optimal choices
(spread, fee, and speed), the customers’ choice of trading outcome and venue (i.e., match-
making, market making, or refraining from trading altogether), the average transaction costs

of customers, bank dealer profits, and overall customer welfare.?*

Proposition 2. In the equilibrium characterized by Proposition 1, if the bank dealer’s balance

sheet cost cg increases and holding all else equal, then:

1. The bank dealer’s spread (S7) increases, the matching speed (Hy) increases, and the

matchmaking fee (f7) is unchanged.

2. The fraction of customers using the market-making service, 1 — G (b%), decreases; the
fraction of customers choosing the matchmaking mechanism, G (b7)—G (f7), increases;

and the fraction of customers who refrain from trading, G (fT), is unchanged.

3. Customers’ average transaction costs, % (G —G(M) [T+ 1 =G () ST,
- 1
increase if and only if the following condition holds at the equilibrium (ST, HY, fT):
cgG' (bY) < 1 G’ (b))

LK (Hy) (1—H;) ~ b= ff C1-G () (14

Moreover, if K" (H) (1 — ’H)2 15 non-increasing in H, then customers’ average trans-
action costs is a hump-shaped function of cg, and the decreasing region may not exist

(depending on the parameters of the economy).
4. The Bank dealer’s profit, mg, decreases.
5. Overall customer welfare, m. (defined in (5)), decreases if and only if the following

condition holds at the equilibrium (ST, Hx, fT):

r ) / 7{ b}
() (1 1) > e s /H (1-G (@) dr. (15)

Moreover, if K" (H) (1 —H)” is non-increasing in M, then . is a U-shaped function
of cg, and the increasing region may not exist (depending on the parameters of the

economy).

24The non-bank dealer has zero market share and makes zero profit in Case 1.
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The bank dealer sets the matchmaking fee and speed in this case to maximize his uncon-
strained monopolist profit. Given a particular distribution of customers’ private value (or
patience), a lower fee increases the number of customers who choose to trade while decreas-
ing the compensation from each trade. This tradeoff results in a unique fee that maximizes
the bank dealer’s expected profit from matchmaking that depends only on the distribution
of private values customers attach to trading immediately (and hence does not change as
bank regulatory costs increase). The bank passes any increase in regulatory costs to market-
making customers by increasing the spread, leaving the bank dealer’s profit per trade in the
market-making mechanism unchanged. This means that increasing cp shifts some customers
from market making to matchmaking (as the spread increases), but the population of cus-
tomers who refrain from trading (which depends only on the magnitude of the matchmaking
fee) does not change.

Average transaction costs can be computed as the weighted average of the market-making
spread and the matchmaking fee weighed by the respective populations of customers who
choose each of these mechanisms. When regulatory costs increase, the spread increases but
the fraction of customers choosing the market making mechanism decreases, and hence the
direction of the change in average transaction costs can go either way. For cp approaching
zero, the right-hand-side of expression (14) approaches infinity while the left-hand-side is
close to zero, ensuring that average transaction costs increase. As cp goes up, either the
condition in (14) holds until the equilibrium reaches Case 2 or the condition is violated for
all cp greater than a certain threshold, resulting in an inverse U-shape.

The last two comparative statics involve bank dealer profits and overall customer welfare.
Bank dealer profits are unequivocally lower as regulatory costs increase (or, put differently,
as the bank dealer’s implicit “too-big-to-fail” subsidy is reduced). The rationale is clear:
market making is more profitable for the bank dealer than matchmaking, and customers are
shifting from the former to the latter. It is clear that some customers who wish to trade
immediately are worse off when cp increases. Whether the overall population of customers
is benefitting or not depends on the extent of bank dealer investment in the matchmaking
technology. Both Hj and b} increase when cp goes up in Case 1, and the right-hand side
(left-hand side) of the condition in (15) is increasing (non-increasing) in c¢g. When balance
sheet costs are close to zero, this condition is satisfied. As regulatory costs increase, either
the condition is satisfied until the equilibrium reaches Case 2 (and welfare decreases over
the entire range of Case 1) or the condition is violated at some threshold and is violated for

all cp greater than the threshold (resulting in welfare starting to increase in the interior of
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Case 1).

Case 1 corresponds to region 1 in the example depicted in Figure 1. For this partic-
ular choice of parameters, average transaction costs increase and overall customer welfare
decreases over the entire region rather than having an interior maximum and minimum,
respectively. The comparative statics with respect to transaction costs, the fractions of cus-
tomers choosing each trading mechanism, and customer welfare are clearly visible in the
three panels of the figure. The lack of competition from the non-bank dealer in Case 1 al-
lows the bank dealer to push the increase in regulatory costs to customers who trade via the
market-making mechanism, making them worse off. In addition, the bank dealer does not
have sufficient incentives in Case 1 to lower the matching fee to attract more cost-conscious
customers to the market. These outcomes change dramatically when competition starts

constraining the bank dealer’s profit maximizing strategies.

4.2.2 Case 2: Constrained Bank Dealer (S} = cyp)

Case 2 arises when the bank dealer’s balance sheet cost is high enough that his unconstrained
optimal spread (from Case 1) would be higher than the non-bank dealer’s balance sheet cost
cyg. Given that for Problem 1 we would obtain %r—f > 0 at S = cyp < 57, the constraint
binds. As a result, the bank dealer sets S; = cyp.

We define the bank dealer’s constrained optimization problem as Problem 2:

max Hrz&qﬁf@NM—GUW+%S—%N1—G®M—BWH% (16)

S>f>0,He[0,1] r

such that S = cnp.

The following proposition establishes the existence of equilibrium in Case 2:

Proposition 3. If K" (H) > py for all H € (0,1), then the solution for Problem 2 exists.
Denote the solution as (S5, Hs, f3). It satisfies Hi € (0,1), S5 = cng, and the following

first-order conditions:

* * * Lk / * 1 * / *
G (b3) = G (fy) = —(enp — ¢ — 2f2)G(b2)—1_H*+f2G (f3), (17)
2
r / * * 5 * * fx /3%y CNB — f;
—K'(H3) = G(3) -G — —cp — G (by) ——=, 18
2% (H3) =[5 (G (b3) (f3)) = (enp —cB 515) G (3) (1 —7—[5)2 (18)
where b5 = % 18 the private value of the marginal customer who s indifferent between

matchmaking and market making.
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While we do not require additional conditions (beyond K” (H) > f; from Case 1) to es-
tablish the existence of the equilibrium in Case 2, the constrained nature of the optimization
problem prevents us from demonstrating uniqueness. Still, the lack of uniqueness does not
preclude characterizing the comparative statics, and the following proposition provides very

sharp predictions regarding the impact of an increase in cg on the economic environment in
Case 2.

Proposition 4. In the equilibrium characterized by Proposition 3, if the bank dealer’s balance

sheet cost cg increases and holding all else equal, then:

1. The bank dealer’s spread (S5) does not change, the matching speed (Hj) increases, and

the matchmaking fee (f3) decreases.

2. The fraction of customers using the market-making service, 1 — G (b%), decreases; the
fraction of customers choosing the matchmaking mechanism, G (b3) —G (f3), increases;
and the fraction of customers who refrain from trading, G (f3), decreases.

3. Customers’ average transaction costs, ——— [(G (b5) — G (f3)) f5 + (1 — G (b%)) S3],

1—G’(f2*)
decrease.

4. The bank dealer’s profit, mg, decreases.
5. Querall customer welfare, 7. (defined in (5)), increases.

The comparative statics in Case 2 are all unambiguously signed. As competition from
the non-bank dealer constrains the bank dealer’s ability to pass the rising regulatory costs
onto market-making customers, the bank dealer seeks to extract higher profits from the
matchmaking business. For that purpose, he increases overall trading volume (which is
equivalent in our setting to the fraction of customer types who trade, G (f3)) by lowering
the matching fee to attract customers who refrain from trading in Case 1. At the same time,
he increases investment to achieve a higher matching speed and thereby to shorten the time
it takes to collect the fee from each searching customer.

Shifting more customers to the less expensive matchmaking service lowers average trans-
action costs in the market, but even more notable is that overall customer welfare increases.
The welfare loss of customers with a high need for immediacy who pay a higher spread is
being offset by the welfare gains of two groups of customers: the first group contributed zero
welfare in Case 1 (because these customers did not trade) but contributes a positive amount

to welfare in Case 2 (by trading via the matchmaking mechanism), and the second group
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includes some of the switching customers who are better off in Case 2 with a lower fee and
a higher matching speed than in Case 1 where they paid the spread. Case 2 corresponds
to region 2 in the example depicted in Figure 1, and the patterns described by the compar-
ative statics are very prominent in the figure. Here customers derive the greatest benefit
from increased bank regulatory costs because the industrial organization angle (increased
competition from the non-bank dealer) interacts with the market microstructure angle (im-
provements in the matchmaking mechanism that attract more customers to using it), leading
to reduced bank dealer rents and increased overall customer welfare. In Section 6, we return

to discuss these comparative statics and how they map onto the empirical evidence.

4.2.3 Case 3: CRB Z CNB

When cg > cng, the bank dealer does not provide market making services because the non-
bank dealer can always charge Syg = cp — € and attract all customers who are willing to
pay the spread to trade immediately.?> Given the non-bank dealer’s choice of spread S, the

optimization problem of the bank dealer is

max g = BUF(GO) -G (f)—K(H) ifS>f 19)

)

He[0,1],£>0 0 itS<f .

Given the bank dealer’s choice of matchmaking speed and fee, (H, f), the optimization

problem of the non-bank dealer is

(20)

max HNB,?) =
cB>SNB

2 [(Sng — cn) (1= G (b)) if Syg > f |
[ [(SNB — CNB) (1 — G(SNB))] if cng < SNB < f

N

r

The strategy space for the two dealers is Ag = {(S,H, f)|S € [0,¢5],H € [0,1], f > 0},
where S is set by the non-bank dealer and ‘H and f are set by the bank dealer. The following

lemma shows useful restrictions on the optimal strategies of the bank and non-bank dealers.

Lemma 1. In equilibrium, the optimal fee (f) of the bank dealer and the optimal spread (S)

1-G(f) f —0.

of the non-bank dealer satisfy f < min{f, S}, where [ is the unique solution to a0 "

25When cp = cng, the only equilibrium spread possible is S = c¢g = cyp and both bank and non-bank
dealers make zero profits from market making. This boundary point can be included in either Case 2 or
Case 3, and we could also assume that customers who would like to use the market-making mechanism
randomize between the bank and non-bank dealers.
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Given Lemma 1, the new strategy space can be written as

M= {(SH NS €lfoes], He0,1],f e (0min{f S})]. (21)
The bank dealer’s optimization problem can be rewritten as
2
max Mgy = CH(G0) =G ()~ K (H) (22)
He[0,1];£€(0,min{ f,S}) r

and the optimization problem of the non-bank dealer can be rewritten as

max Ty — 27“ (Sxp — exg) (1— G (0))]. (23)

cg>SnB>f

The equilibrium definition from Section 3.2 can be formally restated in Case 3 as follows:

Equilibrium in Case 3. A triple (53, H3, f7) is called an equilibrium if
1. S5 € argmax,,>s>7: g s(S, Hs, f3);
2. (H3, f3) € arg maxyeo,1],55>r>0 1153 (S3,H, f) and

3. Arriving customers maximize their expected profits by choosing between the non-bank
dealer’s market-making service, the bank dealer’s matchmaking service, or refraining

from trading altogether.

The bank dealer’s strategy space in the equilibrium definition is specified as S; > f >0
because it is implied by min { 1, S3 } > f > 0. We call an equilibrium with S} = cp a
constrained equilibrium and an equilibrium with S5 < cp an unconstrained equilibrium. The

following proposition characterizes the equilibrium.

Proposition 5. Suppose that K" (H) > By for all H € (0,1), where By is a constant.?

Then, for cg > cypg, the following results are true.

1. (Ezistence) There always exists at least one equilibrium (S5, H3, f5).

263, € (%, oo) is the solution to

T ; ch max (b (b)) (24)



2. (Structure) There exist ¢; and ¢y satisfying cyg < ¢ < ¢ such that

(a) If cg € [cnB,C1), there exists a unique equilibrium, and the equilibrium is a con-

strained equilibrium.

(b) If cg € [Ca,00), all equilibria are unconstrained.

3. (Optimality) (S5, H3, f5) satisfy the conditions below.

(a) (H3, f5) satisfy the following first-order conditions for all possible equilibria:

’H*
G5) ~ G () = FiC! () + Fip ol (8 (25)
3
LK) = F (@) - G ) + B e e, (@
2,U 3 3 3 3 (1 . H§)2 3743 3/
where by = Sg*;_?;%f;

(b) In a constrained equilibrium, S§ = cp; in an unconstrained equilibrium, S} satis-

fies the following first-order condition:

= 0. (27)

Case 3 is more complex because the equilibrium definition does not reduce to the bank
dealer’s optimization problem (as in the two other cases). Rather, when cp exceeds cyp
the bank and non-bank dealers need to take each other’s best responses into account when
choosing their strategies. We can show uniqueness of the constrained equilibrium as long as
the bank regulatory costs are not too high. If cg € [¢1, é2), however, a constrained equilibrium
may exist but multiple equilibria are possible. In the unconstrained equilibrium, the bank
regulatory costs are greater than the non-bank dealer’s optimal spread, and therefore nothing
changes in the equilibrium if c¢p increases. In other words, since the non-bank dealer does
not increase his spread, the bank dealer does not have an incentive to change his choices
of matchmaking fee or speed. As such, customers do not alter their behavior and overall
welfare is unchanged. While the unconstrained equilibrium appears somewhat extreme, the
constrained equilibrium is more nuanced and we now turn to characterizing its comparative

statics.
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Proposition 6. In the case characterized by Proposition 5, when cg increases, if (S5, H3, f5)
is an unconstrained equilibrium, then nothing will be changed in the equilibrium; if (S5, H3, f3)

18 a constrained equilibrium, then

1. The non-bank dealer’s optimal spread, S}, increases and the bank dealer’s optimal fee,
13, increases. The matching speed, Hj, increases if and only if the following condition
holds at the equilibrium (S5, Hj, f3):

H
mSG'Q (0) > fIG" () +H (b [)G" O] [-fG"(f) —2G" ()] (28)
If, in addition, K" (H) > 3 for all H € (0, 1), where Bs is a constant,*” then the bank

dealer’s optimal speed H3 increases in cp.

2. The fraction of customers paying the spread, 1 —G (b3), decreases. The fraction of cus-
tomers who refrain from trading, G (f), increases. The fraction of customers choosing
matchmaking, G (b5) — G (f$), increases if and only if the following condition holds at
the equilibrium (S5, Hj, f5):

(1= y%) &' () — £5G" () LG
(=T O= )G (N+1G"(N)+ 56 ()~ &)

(29)

fG'(b)
3, K" (M) (1-#)*
small and cg 1s greater than but sufficiently close to cyp.

where I = . In particular, (G (b5) — G (f3)) increases if cnp is sufficiently

3. Customers’ average transaction costs

oy (G 8) = G UD) £ + (1= G (49)) 85 in-

crease if cyg s sufficiently small and cg is greater than but sufficiently close to cypg.

4. The bank dealer’s profit mg increases. The non-bank dealer’s profit, Tyg, increases if
cng 15 sufficiently small and cp s greater than but sufficiently close to cyg. On the
other hand, if cg is sufficiently larger than cyp (yet the equilibrium is still constrained)

and K" is sufficiently large, the non-bank dealer’s profit, mng, decreases.

2765 € (%, oo) is the solution to

- G0
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5. Overall customer welfare, m. (defined in (5)), decreases if K" is sufficiently large. .
also decreases if cyg is sufficiently small and cpg is greater than but sufficiently close

to CNB-

It is clear that raising regulatory costs in this case works to weaken competition rather
than strengthening it. As such, the non-bank dealer becomes less constrained as cp rises and
can increase his spread. The bank dealer focuses on maximizing his profits from matchmaking
and can do so by raising his fee. The higher fee means that more customers choose to
refrain from trading, which decreases volume and negatively affects welfare. The impact on
average transaction costs and overall customer welfare in the constrained equilibrium hinges
on the investment in matching speed and the fraction of customers who choose to utilize
the matchmaking service, both of which can rise or fall depending on the parameters of the
economy. Overall customer welfare declines if the rate at which the cost of speed goes up is
sufficiently high. Also, if the market-making cost of the non-bank dealer is sufficiently small
and the bank dealer’s cost is greater than but not too far from that of the non-bank dealer,
then the investment in speed cannot offset the negative impact of the increases in the spread
and fee, resulting in lower overall customer welfare. Both dealers benefit (at least when cyp
is sufficiently small and cp is greater than but sufficiently close to cyg) when each dealer
specializes in a different business (the non-bank dealer in market making and the bank dealer
in matchmaking) and is able to use his market power to extract higher rents.?

Case 3 corresponds to region 3 and region 4 in the example depicted in Figure 1. Specif-
ically, region 3 shows the patterns associated with the constrained equilibrium. For the
parameters in this specific example, we observe that average transaction costs rise only
slightly, but overall customer welfare decreases by a large amount due to the increase in
the fraction of customers who choose to refrain from trading. Region 4 in this example is
consistent with the unconstrained equilibrium, where further increases in cg have no impact

on any of the outcomes.

5 Robustness

In this section, we elaborate on three aspects of our model. In Section 5.1 we consider

a potential alternative metric for welfare that includes, in addition to customer welfare,

28The non-bank dealer’s profits could potentially fall if the bank dealer’s strategy attracts enough customers
to the matchmaking mechanism, but this can happen only for very high values of cp that are close to the
boundary of the unconstrained equilibrium.
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dealer profits and the implicit too-big-to-fail subsidy the bank dealer receives. We examine
what happens to this more expansive welfare metric when the regulatory costs of bank
dealers increase. In Section 5.2 we study a variation of our model in which the bank dealer is
benevolent: he maximizes customer welfare subject to a zero-profit condition. As we mention
in Section 4.1, solving this variation of the model demonstrates that the bank dealer’s market
power is a driving force behind the increase in customer welfare in region 2 (or Case 2) in
our model. In Section 5.3 we investigate a variation of our model in which the cost of
operating the matchmaking business increases with the number of customers utilizing it.
This demonstrates the robustness of our main finding—the increase in customer welfare in
region 2—to the assumption in our model that investment in matchmaking occurs at time
zero and the bank dealer incurs zero marginal cost for additional customer utilization. Proofs

of the results reported in this section are provided in the Internet Appendix.

5.1 Further Discussion of Welfare

Throughout the paper, we focus on customer welfare as the metric with which to evaluate
the ultimate benefit or cost of post-crisis regulations. This quantity, defined in (5), reflects
the gains from trade of customers in the model (who represent the investor population in
our economy). For us, this is a natural benchmark for regulators to consider.

Our customer welfare measure, however, lacks two components that one may care about.
First, the too-big-to-fail subsidy the bank dealer receives—reflected in the difference in bal-
ance sheet costs between the bank and non-bank dealers—ultimately comes out of the pocket
of investors (or the public in general), so we may want to include this adjustment. Second,
both the bank and non-bank dealers are agents in the economy, and one may want to include
them in the definition of welfare.

Therefore, we consider an alternative welfare measure as the sum of customer welfare
and dealer profits, while adjusting for the implicit too-big-to-fail subsidy of the bank dealer:

24

W = Tl¢ —I— T™B —I— TNB — 7 (1 — G (b)) (CNB — CB) ]IS:SB . (30)

J/

TV
Too-big-to-fail subsidy of the bank dealer, if cg < cnB

The first three terms of this expression are defined in Section 3.3, but the last term requires
additional discussion. Our assumption is that, without giving an implicit public subsidy to
the bank dealer, the balance sheet costs of the bank dealer would be similar to those of the

non-bank dealer—that is, the same market-making activity would require the same cost of
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capital regardless of who provides it.?? Hence, the difference between the two balance sheet
costs, multiplied by the number of customers who trade using the market-making services of
the bank dealer, represents the welfare loss to investors associated with granting this subsidy
to the bank dealer. As post-crisis regulations increase the market-making costs of the bank
dealer, the likelihood that the dealer would need to be rescued decreases, and with it the
implicit subsidy. As cg approaches cyg, the subsidy given to the bank dealer’s balance sheet
cost disappears. The indicator function at the end of the term is there to ensure that the
subsidy is considered only when the bank dealer makes markets.

Because the subsidy to the bank dealer is relevant if and only if the bank dealer makes
markets, we can make the intuition more transparent by expanding (30) in Case 1 and Case

2 of the equilibrium, where cg < cyp and Tyg = 0:

W = 27M {/b HrdG(x) + /OO (x — eng)dG(z)| — K(H), if cg < cnp. (31)
a=f z=b
This expression essentially measures investors’ gains from trades, after adjusting for the cost
K (H) of the technology investment and the non-bank dealer’s balance sheet cost cyg, which is
taken to be the market-determined, risk-based balance sheet cost of market-making activity.
While ¢ does not show up explicitly in (31), an increase in cg changes the equilibrium values
of f, b, and H as described in sections 4.2.1 and 4.2.2. Overall, W reflects the allocative
efficiency of the market.

The following proposition shows what happens to W as the bank dealer’s balance sheet

costs increase in Case 1 and Case 2 of the equilibrium.

Proposition 7. In the equilibria characterized by Proposition 1 and Proposition 3, if the
bank dealer’s balance sheet cost cg increases and holding all else equal, then the alternative

welfare measure, W, increases.

Proposition 7 shows that the implicit too-big-to-fail subsidy has substantial influence on
how the alternative welfare measure behaves. We know from Proposition 2 that in Case 1,
the bank dealer’s profit mp decreases in cg while customer welfare 7. can decrease over the
entire region or start increasing in the interior for some parameter values (the non-bank
dealer does not trade in Case 1). Hence, the sum 7p + 7. can either decrease or have an

ambiguous sign for some parameter values. In Case 2, we know from Proposition 4 that

29The cost of capital in this context means the cost of capital of the activity, not of the entire institution
that may have many subsidiaries. In the data, the cost of capital for each business line might be difficult to
observe.
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customer welfare 7. increases while the bank dealer’s profit mp decreases when cp rises.
Again, the manner in which 7. + mp is changing as we increase cg could have an ambiguous
sign. The unambiguous result expressed in Proposition 7, that W increases in both cases, is
therefore a testament to the importance of accounting for the implicit too-big-to-fail subsidy,
L (1 =G (D) (enp — cp) Is=sy-

While the results using the alternative welfare measure are unambiguous, there are good
reasons to focus our analysis on customer welfare, 7., rather than on W. First, we set out
to model trading during normal times, not resiliency of dealers in times of stress or the
valuation of the implicit public subsidy. Our goal is to show the mechanism through which
post-crisis bank regulations can impact customer welfare by changing the market structure
for trading. Without explicitly modeling dealer bankruptcy or the formation of the public
subsidy, using the difference between the bank and non-bank dealers’ market-making costs to
represent the implicit subsidy is clearly a simplification. In practice, part of the difference in
market-making costs may arise for other reasons, such as operational efficiency, and we have
no way in this model to evaluate the actual costs imposed on the public by the too-big-to-fail
guarantee. Second, the bank dealer’s profit stems from his market power. While regulators
clearly see improving investor welfare during normal times as one of their goals, it is hard
to imagine a situation in which regulators justify their actions by appealing to the need
to maximize banks’ market power rents. As such, we think that overall customer welfare
remains the most natural metric with which to judge the impact of post-crisis regulations
during normal times, and in Section 6 we use it specifically to evaluate the regulations’

impact on investors in the corporate bond market.

5.2 Benevolent Bank Dealer

Why does customer welfare increase in region 2 (or Case 2) of the model? Competition
from the non-bank dealer prevents the bank dealer from increasing the spread as regulatory
costs rise, decreasing the rents it collects from the market-making business and incentivising
a shift into the matchmaking business. The competition element is important because the
bank dealer wields market power in his interaction with customers, and therefore it prices the
market-making spread to extract economic rents. As we discuss in Section 3.1, it has long
been established that dealers in the over-the-counter corporate bond market have market
power. This market power is critical to delivering our results. To illustrate this point, in
this section we discuss a variation of our model in which the bank dealer is benevolent. By

benevolent we mean that the bank dealer maximizes overall customer welfare subject to the
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constraint that he is making zero profit on providing liquidity. We focus on the parameter
range cg < cnp (i.e., Case 1 and Case 2 in our model), where the bank dealer is the sole
liquidity provider, because our goal is to scrutinize the result that customer welfare increases.

The bank dealer’s problem in this variation of the model is therefore

e WC(S,H,f):%’”‘[/fb(x—f)ydem+/boo(x—5)da<w>] (32)

eng 2 S>>0

such that
T8 (S, H, f,c) = 27M (HI(G ) =G (f)+(S—cp)(L=G(b)] - K(H)=0.  (33)

We define the maximum customer welfare as V (c¢g) = 7. (S*(¢cg),H* (cg), f* (cB)),
where we use (S* (¢g),H* (cg), f* (¢g)) to denote the optimal solution to the above problem

when the balance sheet cost is cp.

Proposition 8. If K" (H) > py for all H € (0,1), then V (cg) is decreasing in cg when

cp < CNB-30

The setting with a benevolent bank dealer who maximizes customer welfare and breaks
even on liquidity provision delivers a stark result: customer welfare will always decrease when
regulatory costs rise. The welfare result we obtain in our model is therefore attributable to
the inefficiency introduced by the market power of over-the-counter bank dealers. Regula-
tory intervention in this case facilitates competition (from non-bank dealers) that improves

efficiency and increases customer welfare.

5.3 An Alternative Formulation of the Bank Dealer’s Cost of
Matchmaking

In this section we consider an alternative formulation of the bank dealer’s matchmaking
cost, such that K(H) is incurred by the bank dealer when he provides matchmaking ser-
vices to each of the customers ( f;: s K(H)dG(x)). In other words, the bank dealer incurs
a positive marginal cost for every customer who chooses matchmaking, and hence the term
[Hf-K(H)|(G(b) — G(f)) appears in the bank dealer’s optimization problem.

303, is defined in Proposition 1 and is needed here to rule out the unrealistic case of H = 1.
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Investigating this alternative formulation is worthwhile for two reasons. First, some
readers may question the external validity of specifying a one-time cost for matchmaking
speed.?! In particular, we want to investigate whether our result regarding the increase
in customer welfare in Case 2 is driven by the assumption that the cost of investing in
matchmaking occurs at time 0 and does not increase with the number of customers who
choose to utilize the matchmaking service. Second, the formulation in which the bank dealer
incurs a cost for each customer has intuitive appeal in the context of a search model. It
represents the effort the dealer invests in finding a counterparty, which can involve electronic
systems as well as non-electronic means. Such efforts were costly in the days of telephone
searches, and are still costly today even though investment in technology over the past several
years has substantially reduced the cost of searching. Hence, this cost-of-effort formulation
does not depend on any assumptions about the nature of the electronic systems that dealers
may adopt.

We are interested in investigating the case in which the bank dealer provides both market-
making and matchmaking services (¢g < ¢yp), where our main model delivers the result
that customer welfare increases when regulatory costs rise. The bank dealer’s problem using

the alternative formulation can be written as

max ma = L(Gb) — G Hf — K (W) +(S—ea) 1= GB)] (39

cNB>S>f>0,1€(0,1] r
and we characterize the equilibrium in the following proposition:

Proposition 9. If K (0) =0, K’ (0) =0, and K (1) > cyg, then the equilibrium (Sq, Ha, fa)
exists.

If the equilibrium is unconstrained, i.e., Sy < cnp, then (Sq, Ha, fa) satisfies

1 - G(ba)

Szz —CB — Hafa + K (Ha) = G (b ) (1 - Ha) 9 (35)
K(H) _1-G(f,)

T AN o

(o= K (M) (G (0) = G (1) = 32 (1= G (). (37)

31We should note that specifying a one-time cost is equivalent to the bank dealer’s paying a flow cost
K(H)dt at every instant dt. In the steady state, the bank dealer will choose a constant flow cost H for all
t. The present value of this flow cost will therefore equal a constant times K () and is identical to the
one-time cost, as in our main model.
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If the equilibrium is constrained, i.e., S, = cnp, then (Ha, fo) satisfies

Ha (G (ba) - G (fa)) - (Hafa - K (Ha)) G/ (fa) + 1 j—[;_[ G, (ba) (Sa —CB — Hafa + K (Ha))
39
(o= K/ () (G0 = G () = P56 () (S = o~ M+ K (Ha)) . (39)

Unfortunately, we are unable to obtain interpretable comparative statics without impos-
ing a specific distribution for G and a functional form for K. In the following analysis, we
consider the comparative statics when G follows a uniform distribution and K is a quadratic

function.3?

Assumption 2. G(z) is uniformly distributed in the interval [0, B], where B > c¢np.
K (H) = tkH?, where k > 4enp.

2

The assumption that B > cyp means that there exist customers who can afford the
market-making service even if S = cyp.

With Assumption 2, the optimization problem becomes

max LGEO) - GO S~ K ()] + (S~ e) (1~ G (B)]
ecng =S 2>f2>0
H € [0,1]

2 g o) 5o (1- 3]
1

S—Hf
S L - x o +s-e (-5 )
As we mention above, we focus on examining the robustness of the main contribution of
our model: establishing that overall customer welfare can increase when the bank dealer’s
regulatory cost rises. This happens when the bank dealer is constrained (Case 2), and the
following proposition provides the equivalent comparative statics for the constrained bank

dealer case when we use the alternative formulation of bank dealer matchmaking cost.

Proposition 10. Under Assumption 2, the unconstrained bank dealer equilibrium is obtained
in the range cg € (0,2cyp — B), and the constrained bank dealer equilibrium is obtained in

the range cg € (2cyp — B,cyp). In the constrained equilibrium (Sq, Ha, fa), if the bank

32The uniform distribution satisfies Assumption 1 that we discuss in Section 4.2.

36

0,



dealer’s balance sheet cost cg increases and all else are held equal, then the bank dealer’s
spread does not change (S, = cnp), the matching speed (H,) increases, the matchmaking fee

(fa) decreases, and overall customer welfare (w.) increases.

We observe that the comparative statics in the constrained bank dealer case using the
alternative formulation of matchmaking costs are similar to those we obtain in the main
model. As the regulatory cost rises, the bank dealer has to keep the spread equal to the
balance sheet cost of the non-bank dealer and hence the profitability of his market-making
business declines. Therefore, he expends greater effort (i.e., invests in higher matchmaking
speed) and lowers the matchmaking fee, resulting in higher overall customer welfare, exactly
as in our main model.

Why then in our main model do we utilize the one-time cost of investing in the match-
making technology rather than the per-trade cost of effort? We believe there is added value
in solving the model in closed form and obtaining interpretable expressions for the compar-
ative statics with a general distribution for customer types and a general functional form
for the cost of matchmaking. Alas, we are unable to obtain interpretable expressions for
the comparative statics when using the alternative formulation of the bank dealer’s match-
making costs without using specific G and K. Hence, we use the general functions with the
one-time investment formulation as our main model, and provide the cost-of-effort formula-
tion with a specific distribution and a specific cost function to show the robustness of our

result pertaining to customer welfare.

6 Did Post-Crisis Bank Regulations Harm Investors in
the Corporate Bond Market?

We can use the model’s insights to evaluate whether bank regulations following the financial
crisis lowered the overall welfare of investors. Given the wide availability of empirical evi-
dence regarding the US corporate bond market, we focus our discussion on this market, but
the model’s insights would apply similarly to other markets affected by post-crisis bank regu-
lations. As we stress in the introduction, empirical estimates of transaction-based measures
of liquidity cannot capture investors’ loss of welfare when finding a trading counterparty
takes more time or when they forgo trading to avoid paying the high cost of immediacy. In
contrast, our theoretical model takes these potential welfare losses into account alongside the

out-of-pocket cost of trading. Our analysis shows that the implications of bank regulations
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for overall customer welfare depend on the manner in which competition between the bank
and non-bank dealers shapes the equilibrium. Hence, to evaluate the impact of post-crisis
regulations on welfare we need to tie the equilibrium regions in our model to the state of
affairs in the corporate bond market around the enactment of the bank regulations. In this
section we attempt to do so by mapping the implications of our model for observable market
outcomes onto the findings reported in the empirical literature.

The first set of results involves price-based measures: average transaction costs and the
cost of immediacy. The general finding in the empirical literature is that average transac-
tion costs in the form of bid-ask spreads or price impacts have declined (Mizrach (2015),
Adrian, Fleming, Shachar, and Vogt (2017), Anderson and Stulz (2017)) or have not changed
(Bessembinder, Jacobsen, Maxwell, and Venkataraman (2018), Trebbi and Xiao (2017)) fol-
lowing the enactment of post-crisis regulations. On the other hand, the cost of immediacy
or the cost of trading via the market-making mechanism has risen (Bao, O’Hara, and Zhou
(2018), Dick-Nielsen and Rossi (2018), Choi and Huh (2017)).

Referring back to the example depicted in Figure 1, the blue line in Panel A traces the cost
of immediacy (trading via the market-making mechanism) as we increase bank regulatory
costs (cp) on the x-axis. We observe that the market-making spread increases in region 1,
remains constant in region 2 (where it is constrained by the market-making cost of the non-
bank dealer), increases further in region 3 (where competitive pressure from the bank dealer
is easing), and is constant again in region 4 as the non-bank dealer charges his unconstrained
optimal spread. The matchmaking fee represented by the red line is constant in region 1,
declines in region 2 (where competition from the non-bank dealer makes it optimal for the
bank dealer to substantially increase his investment in matchmaking technology), increases
somewhat in region 3 (where the non-bank dealer’s market-making spread rises, enabling the
bank dealer to extract more matchmaking rents) and remains constant at the unconstrained
maximum in region 4. Average transaction costs, which take into account both the price
charged to customers and the amount of trading in each mechanism, are shown by the black
dotted line. They increase in region 1, decline in region 2, increase in region 3, and remain
unchanged in region 4.

The empirical findings of an increase in the cost of immediacy together with a decline in
average transaction costs around the enactment of post-crisis bank regulations must mean
we have moved from the right portion of region 1 to region 2 (or from the left portion of
region 2 to the left portion of region 3). Therefore, the key to observing both an increase in

the cost of immediacy and a decline in average transaction costs is that the market-making
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costs of bank dealers move through region 2, where the gains from lower matchmaking fees
materialize.?® Propositions 2, 4, and 6 show that this is a robust implication of our model
that is not tied to a particular example.

Panel B plots the fraction of traders choosing the market-making mechanism (light blue),
trading via the matchmaking mechanism (light green), or refraining from trade altogether
(red). A transition from region 1 to region 2 (or the left portion of region 3) implies a
large increase in matchmaking volume accompanied by a decline in market making. These
patterns also match the empirical findings: an increase in matchmaking volume driven by
bank dealers (Bao, O’Hara, and Zhou (2018), Choi and Huh (2017), Schultz (2017)) and
a significant decline in capital commitment to market making by bank dealers that is not
sufficiently offset by an increase in market making by non-bank dealers (Bao, O’Hara, and
Zhou (2018), Bessembinder, Jacobsen, Maxwell, and Venkataraman (2018)).34

Proposition 4 predicts an increase in the overall volume of trading in region 2, where
customers who refrain from trading in region 1 are drawn to the market by lower matchmak-
ing fees and higher matching speed. The empirical evidence regarding volume is somewhat
nuanced. Overall trading volume in bonds has significantly increased, as our model predicts,
while turnover in each particular bond issue appears to have declined (increased) in more
(less) active bonds (BIS Committee on the Global Financial System (2014), Mizrach (2015),
Adrian, Fleming, Shachar, and Vogt (2017)). Some market observers note that the low
interest-rate environment greatly boosted the attractiveness of bond financing, and business
enterprises responded by issuing a record number of bonds. According to this explanation,
abnormal issuance, not a decline in the desire to trade, resulted in decreased turnover in
each bond issue (BIS Committee on the Global Financial System (2014)). In other words,
the higher observed overall volume could be driven by lower average transaction costs that
attract more customers to trade bonds (as in our model), but the record number of new
issues means that each bond issue would be traded less often.

Summarizing our discussion, the empirical findings relating to the implementation of

bank regulations in the aftermath of the financial crisis all point to the particular role that

33The figure also reflects the intuitive result that the fee charged to customers in the matchmaking mecha-
nism is lower than the cost of trading in the market-making mechanism, which is consistent with the empirical
evidence reported in Choi and Huh (2017) and Schultz (2017).

34TIn the model, there is a clear distinction between region 2, where the bank dealer captures the entire
market-making business, and region 3, where the non-bank dealer accommodates all customers who demand
immediacy. We would expect a more gradual transition in reality. The empirical evidence of an increase
(decline) in market-making activity by non-bank (bank) dealers following the enactment of post-crisis regu-
lations suggests that we are probably rather close to the border between region 2 and region 3 (where the
cost differential between the bank and non-bank dealers is very small).
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region 2 plays in our model. Perhaps we were in region 1 in the pre-crisis period and ended
up in region 2 (or the left portion of region 3) after bank regulations were imposed. We
might also have started in the left portion of region 2 and ended up further to the right in
region 2 (or the left portion of region 3). Either way, the empirical evidence suggests that
the regulations caused a move across region 2. With this in mind, we can now consider our
model’s predictions for overall customer welfare.

Panel C plots overall customer welfare (the dotted black line) as well as the welfare of
customers who utilize market making (red line) and matchmaking (blue line). We observe for
this particular example that welfare declines in region 1, increases in region 2, and declines
again in region 3. Propositions 2, 4, and 6 show that welfare can actually start increasing
already in the right portion of region 1 and continue to increase in the left portion of region 3
(before starting to decline) for some combination of parameters. Irrespective of parameter
choices, however, overall customer welfare unequivocally increases as the regulatory costs of
bank dealers rise throughout region 2.

The clear mapping of the empirical findings to an increase in regulatory costs across
region 2 in the model coupled with our welfare implications indicate that investors in the
corporate bond market are likely better off under the current bank regulatory regime com-
pared with the one that prevailed before the financial crisis. We cannot say whether a
particular feature of the Basel framework is responsible for this result and our results do not
imply that the Volcker Rule improved liquidity. Rather, considering the empirical findings
on the impact of the entire suite of post-crisis regulations, our model would suggest that the
increase in market-making costs benefits corporate bond investors even during normal times.
We believe that this insight is an important contribution of our work to the debate over the

merits of bank regulations that were imposed in the aftermath of the financial crisis.

7 Concluding Remarks

Our paper highlights the complex and multifaceted consequences that post-crisis bank reg-
ulations have for market liquidity and investor welfare. While the explicit goal of those
regulations is to enhance financial stability in times of stress, our work shows that these
regulations can improve market efficiency even during normal times by prompting a change
in the nature of liquidity provision. Pre-crisis, bank dealers underinvest in matchmaking
technology because they wish to keep their profitable market-making business, even though

such investment would benefit investors. Post-crisis regulations eliminate obstacles to com-
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petition in the most profitable business (market making) and incentivize bank dealers to
invest in the less profitable but more efficient market structure (matchmaking). The in-
dustrial organization angle combines with the market microstructure angle to deliver this
positive outcome.

The key insight we offer in this paper is that an increase in regulatory costs imposed on
banks can make customers in the corporate bond market better off. Specifically, our focus
is on balance sheet costs that were imposed on banks following the financial crisis to deter
proprietary trading and as a result increased the costs of market making. A notable aspect
of our work is that we do not focus on whether these costs reduce the likelihood or severity
of a crisis, which are presumably the stated goals of the regulation. Rather, we show that
the increase in regulatory costs can lower average transaction costs during normal times
and, more importantly, increase the overall welfare of customers. The driving forces behind
our results are four elements that characterize the corporate bond market: the coexistence
of two distinct trading mechanisms (market making and matchmaking), the market power
enjoyed by bank dealers, potential market-making competition from non-bank dealers, and
the investment in technology that is reshaping the trading environment. Although our paper
is motivated by and specifically speaks to observations in the corporate bond market, the
model we present can be applied to other over-the-counter markets that feature these four
elements.

How can customers be made better off by regulations that deter market making? The
rationale is that while market making is a very profitable form of intermediation for bank
dealers, it can be an expensive form of intermediation for customers. When regulation in-
creases the cost of market making for bank dealers and competition prevents them from
transferring the cost increase to their customers, bank dealers are incentivized to develop
their matchmaking business. They do so by lowering fees and investing in technology that
makes matchmaking more efficient, thereby rendering it more attractive to customers. The
increase in welfare of customers who obtain better execution using the matchmaking mech-
anism can be greater than the decline in the welfare of customers who must pay more for
market making when regulation increases its cost. This aggregate increase in welfare is not a
Pareto improvement—some customers are worse off—but the overall population of customers
benefits.

Regulators always worry about the unintended consequences of their regulatory inter-
ventions. While increasing the costs of market making was meant to enhance bank dealers’

resiliency in times of market stress, we believe that one (perhaps) “unintended” benefit of
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these bank regulations was to push bank dealers to invest in matchmaking. This can im-
prove overall customer welfare during normal times and therefore materially changes the
supposed tradeoff between resiliency in times of stress and day-to-day liquidity. The market
microstructure angle in this case is crucial to delivering this result. It is also important to
emphasize that the improvement in customer welfare in our model likely understates the
extent of the true effect. Our model intentionally shuts off one of the routes through which
customers are made better off when they switch to matchmaking. Specifically, bank dealers
in our model directly specify the matching rate by their investment in technology. While
this simplification allows us to present analytic solutions, waiting costs in a more general
search model would also fall as more customers switch to trading through the matchmaking
mechanism, further enhancing overall customer welfare.

Raising regulatory costs beyond a certain level would inevitably worsen welfare. A natural
question is whether we can help regulators identify the optimal level of such costs. While
one could calibrate our model with specifics pertaining to observable quantities to arrive at a
prescription for the optimal level of regulatory costs, we caution against taking an admittedly
simplified theoretical model and requiring it to provide such a prescription. Nonetheless, our
model does point to an approach that could help bank regulators. In particular, we show
that beneficial investment in matchmaking technology is boosted by competition in market
making as the cost differential between bank and non-bank dealers shrinks. Bank regulators
can therefore consider the market-making costs of non-bank dealers to help them judge the
level they should impose on bank dealers to ensure sufficient competition.

Five regulatory agencies—the Fed, the FDIC, the Office of the Comptroller of the Cur-
rency, the SEC, and the CFTC—have recently adopted the revised Volcker Rule.>®> The
revision was intended, among other things, to “provide banking entities with clarity about
what activities are prohibited.” While our model is not about the Volcker Rule per se, we
stress that simply lowering the regulatory costs of bank dealers need not help liquidity in
the corporate bond market nor would it necessarily improve customer welfare. Our anal-
ysis suggests that, in addition to examining the market-making costs of non-bank dealers
as a benchmark, regulators should scrutinize their proposed revisions to ensure that they
do not induce bank dealers to reduce their investment in matchmaking technology. In fact,
regulators could specifically incentivize further investments in matchmaking to help ensure
that customers continue to benefit even as bank regulatory costs decline. It is this invest-

ment, and the partial shift from market making to matchmaking, that is key in our model

35Gee https://www.sec.gov/rules/final /2019 /bhca-7.pdf.
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to generating higher overall customer welfare.

All theoretical models employ simplifications in the process of creating the appropriate
structure and deriving the results. Our model is no different. Aiming for robustness and
clarity while obtaining closed-form solutions necessitates abstracting from some features of
the economic environment. One example is that we do not model the matchmaking business
of non-bank dealers. Several other such features—intermediation chains, dealer inventory,
the nature of dealer funding, and the moral hazard problem that arises when a customer
employs an agent for searching—have recently been discussed in other papers (An, Song,
and Zhang (2017), An and Zheng (2017), Li and Li (2017), and Cimon and Garriott (2019)).
Partially for that reason we forgo incorporating them in our model (e.g., we abstract from the
inventory consideration by using the same arrival rates for buyers and sellers). Instead, we
focus on dimensions we deem critical to understanding how customer welfare in the corporate
bonds market changes when regulation increases the costs of market making by bank dealers:
the dual trading mechanisms, dealer market power, and the nature of competition between
bank and non-bank dealers. The resulting model provides insights that we hope capture the
more salient trade-offs. Nonetheless, integrating additional economic features and specifying
a more general search model in which the size of the pool of searching customers impacts
the match rate could be valuable extensions of the work we pursue in this paper.

Crucial to our analysis are customers who optimize over several key choices—from the
basic decision of whether to trade to the tradeoff between search time and the cost of ex-
ecution in the two trading mechanisms—but we recognize that we could not capture all
aspects of customer behavior. For example, increased market-making costs could incentivize
customers to shift their trading to newly issued securities to minimize transaction costs.
Furthermore, the low interest-rate environment following the financial crisis encouraged new
bond issues and made such substitutions easier to achieve. Such coping strategies may limit
portfolio flexibility and adversely affect welfare. Similarly, customers may choose to reduce
their average trade size in response to the higher cost of market making. The implications of
a reduction in trade size for customer welfare are ambiguous: larger trades have traditionally
exhibited lower transaction costs in the corporate bonds market but the increase in electronic
trading could make order-splitting optimal (as has been the case in equity markets). We be-
lieve that these aspects of customer behavior (choosing newer issues or a smaller trade size)
play a lesser role in determining customer welfare than the pronounced shift from market
making to matchmaking, but nonetheless they suggest a complexity to the manner in which

customers respond to changes in their economic environment.
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The evolving regulatory frameworks and the breathtaking pace at which technology im-
pacts securities markets continue to dominate the agenda of regulators, practitioners, and
academics. We hope that our work—studying how regulation impacts incentives to invest in
technology and as a consequence alters the market structure for trading securities—would
serve to both highlight important tradeoffs and spur additional work on the changing nature

of our securities markets.
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Appendix

A Proofs of Propositions 14

A.1 Proof of Proposition 1

First, we want to show that H} > 0. If the bank dealer chooses H} = 0, then it has zero
matchmaking capacity and its profit is invariant to f;. Suppose, in this case, the bank
dealer chooses (Sx,, H* = 0, f*), where “NM” means no matching. Now let’s think about

ALy (Skpy Mo f* : P . .
%h:o. If this derivative is positive for some reasonable f*, then it is profitable

for the bank dealer to choose a positive H. It is easy to show that
81_[1 (SXIMa H? f*>
OH

where b* is the cutoff value b evaluated at (S%,,, H*, f*). In this case b* = S}, because we
set H* = 0. Then with K’ (0) = 0, we have

=0 o< f* (G (b) = G (f7)) = (Shar — e8) G"(0") (SRas — /7). (41)

aHl (SX/'M7 H7 f*)
OH

=0 o< f* (G (Sfag) — G (f7)) = (Shar — 8) G (SRar) (Shay — f7)

* * *G SA -G f* * *

OC(SNM_f)<f (évy)_ *< )_(SNM_CB)G/(SNM))'
= f

We only need to find one f* such that the above equation is positive. Now let’s set f* 1 Si,,,

G(Skar) =G — G' (S%ar)s and f* > Sy, — ¢g. Thus, in this

in which case (Sx;, — f*) > 0,

St —f*
Oy Sk Hof* . .
case, %]H:g > 0. So it is never optimal to choose H = 0.

With the assumption K” > (31 , we can show that it is not optimal to choose H} =1 (if
H; = 1, the bank dealer’s profit would be negative). So the optimal solution must satisfy
Hy € (0,1), i.e., HF is an interior solution.

To characterize the equilibrium, let’s make the following change of variables

S b
fl= (42)
M M

where b = Sl__é? It is easy to show that S = (1 —H)b+ fH. The optimization problem
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now becomes

max PG b) - G () + (S —e5) (1— G ()] - K (H)

S2f>0,He[01] T

= mac ERHFGH -G+ (L= H) b+ fH—cn) (1—C ()] - K (H).

b>f>0,1€l0,1] T
(43)

It can be shown that if b < f, we must have S < f, and in this case the value from the
above formula must be less than or equal to the case in which the bank dealer offers only
the market-making service, and we have already proved that it is not optimal for the bank
dealer to abandon matchmaking completely. So without loss of generality, we just need to
consider the following relaxed problem:

max PG 0) ~ G () + (1 —H)b+ fH —c5) (1—GB)] — K (). (44)

b>0,f>0,He[0,1] T

Rewriting the problem, we obtain

max (G 0) = G+ (1= H) b+ fH —ep) (1= G B))] = K ()

b>0,£>0,He(0,1] T
<= max max 2—/JL[?—[f(G(b) —G()+((=H)b+ fH—cp)(1 -G ()] - K(H)

b>0 f>0,He[0,1] T
= maxIl (b), (45)

where

L0 = _max 2007 (G0) - G+ (- H)b+ FH—ex) (- G (B)] ~ K (H)
= max I (f,H;0). (46)

f>0,4€[0,1]

Let’s consider the first-order derivative of the above equation:

OIL(f, H;b) 2 :

PULIED 241G () - G (1) - 1€/ () +1- G 0] (@7
2 ’

= EHL -G ()~ G () (48)

2 1-G(f) }
= —HG [— - fl. 49
THE D) |y (49)
Given the assumption ® > 0, we know 1@((;% ) is weakly decreasing in f, aH(f—Hb] —0 >0,
and M—Hb] f=oo < 0. So, there exists a unique f > 0 such that (r)ﬁ((’;—’f%b >0if f < ff
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and an(g# < 0if f> ff. And f{ is independent of (b, H). Thus, f; is the global optimal

value Then

Hl(b)zmax—[ﬂfl( (0) =G () + (A =H)b+ fiH —cp) (1 -G 0)] - K (H).

He[0,1] T
(50
And the first-order derivative of IT (ff, H;b) with respect to H is
o1l ,H b 2 * * /
MULIED) _ 22 (G 0= G () + (<b+ F) (1= GO~ K/ (R). (5D

We know that K is strictly convex, so there must exist a unique H* (ff,b), such that
aH(fH ) |j=sr > 0if and only if H < H* (ff,b), where H* (f},b) is solved by

K ) = max {2 [ (G 0) - GUD) + (04 ) A-GONL0) (52
—max {2 (1 (1= G (7))~ b1 - G @) 0 (53

L (b) = QTM [HfT (G (0) = G () + (L =H )b+ fiH —cp) (1 =G (b)) — K (H"). (54)

By the envelope theorem,

dﬁc}b(b) - QT“G’ (b) (1 — H*) L fBH* - (b - 1(_;—6(2;@)} ' (55)

If (b — 1G,C(;(;7)> < 0, we would have dHl( ) > 0. In particular, at b =0, b— 1G’GIE;)) = G,(O) <0

1-G(b)
G'(b)

aﬁ( fl*,”H;b)

in b. To see this, note that the expression —%— is equal to zero at the optimal solution.
We can then take the total derivative again to obtain

dIT, (b)
and 1( is non-decreasing

lb=0 > 0. In the region (b — ) > 0, we can show that ;

r 1 -G (b) dH*

— K" (H*)d ———= —b| G (b)db= :

2 (H)HJF{G/(I)) }G() 0= 7 >0 (56)

Then cp/(1 —H) is also increasing in H.
Lemma 2 below shows that if K”(-) > (i, then
CB _ 17G(b)
|t e - 5] i (5 LG (57)

db db G (b) ’
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and if limy_, dHl( ) < 0, then there must exist a unique b* such that dnl( > 0iff b < b,
because ~

dlIl; (b) cB 1-G(b)

—— > (&= ——|b——=| > 0.

db 1 —H* G’ (b)
Define y (b) = %45 — (b — IG’C(;(?)' First we know that b — 15,0(257) is increasing in b,

so there exists a threshold b; such that {b|b - lG'Gb;)) < O} = [0,b1]. (Actually by = f7, as
shown before.) Then y (b) > 0 when b € [0, b1]. In region b € (b1, 00), we know b— 15,0(1557) > 0.

With the assumption K” > 3, Lemma 2 below shows that y' (b) < 0 if b € (b1, 00). From
the assumption K" > 1, we know there exists an H < 1 such that the optimal H* satisfies
H* < H < 1. Then as b — oo, 25 must be bounded. Moreover, we know both b and

1-G(b) 1315(0) 1-G(b)

— ) are increasing in b, and — G0 is bounded, so b — am) 00 as b — oo. Then

we must have y(oo) = —oo. Together with the conditions y (b;) > 0 and y' (b) < 0 for all
b € (b1, 00), there must exist a by such that y (b) > 0 if and only if b < b7, which is equivalent

dnl(b) > 0 if and only if b < b7.

Therefore the global optimal solution is (b7, f, H* (f7,b7)) and, from the above deriva-
tion, we know that the global optimal solution can be solved by the first-order approach.
Because of the one-to-one mapping from (S, f, H) to (b, f, H), we also know that the global
optimal solution to the original problem can also be solved by the first-order approach and
the solution is unique.

to

Lemma 2. Let 3y be the unique solution of

T 1
— 0 = bG' (b)}. 58
i - %>203mgx{ (®)) (59)

If K" (H) > By for all H, then

[osn] o=

(59)

for all b that satisfies <b — 15,—%?) > 0.

Proof. The LHS is

d [pgﬁ(b)} B cp dH*
b (1—H)

g WG (D) - (1-G (b))
= (1 — H*)Z ﬁK” (H*)
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The RHS is

p-5 , a-eman
d (G (1)’
Then

W —(1-GE) . (1—GH)E 0
T Y 7 R T T
)

r » 2o 0G() —(1-G(b)
= ZK” (H*) (1 —=H")" > cp SO0 < cgbG' (b). (60)
(G (b))*
Thus, a sufficient condition for the desired inequality is
iK” (M) (1= H*)* 2 cpmaxbG/ (b). (61)

Now we want to show that (61) is implied by K” > f;. Given K(0) = 0 and K (0) = 0,
for any B such that K" > 3, we must have K(H) > s6H?. The total profit from the
bank dealer’s liquidity provision in market making and matchmaking is less than 27“25 (a
customer pays the bank dealer no more than the non-bank dealer’s cost ¢yp < ¢). Then in
any equilibrium, we must have % fH? < 27“25 (the bank dealer’s profit is non-negative), which

is H < 27”’ %. This implies that, if K~ > 3, then H* < \/27“, /%. Now assume that

2
K" > B;. Then the LHS of (61) becomes 5= K" (H*) (1 — H*)? > 3B (1 — /2, /%)
cp max, bG'(b), that is, (61) is satisfied.

]
A.2 Proof of Proposition 2
1. Spread, fee, and speed. Because f; — 1G/G(§c{1;) =0, ff is a constant.
Consider the first-order condition dndlb( ) = 0, which is
CRB 1-G (b{)
— b ———>+—-| =0. 62
e (e o2

Taking the total derivative of the above equality, we have

| d (b{ e

1 d = . G’(b’l*)
T B db* dv” = b~

) db* = 0. (63)

dCB

20



From Lemma 2 we know

kG(b;)
d|bf — ——+%
G c«m)

B < e . (64)
Rearranging the expressions in the total derivative, we have > 0.
We already show that 2 > 0, so H* also increases.
Moreover, because the function x — 1G,C(;()) is increasing in z, we know that b} > f7.

We know ST = (1 — H¥) b} + fiH}, in which case

dS; ars A
—(1—H) -
- 1R

v T

= (1 _ ’HD 4 (ff _ b’{) bTG/ (b’f) - (1 -G (b’f))

LR ()
Given the assumption K” > 3, we have
iK" (Hi) (1= H7)* > cp - supbG' (b) > e - [BiG7 (1) — (L =G (), (65)
Because f; — b7 < 0, we have
dS* * * * * 1
o > (L= M)+ (ff = o) (1 = H))*— (66)
1 B
A sufficient condition for db* L>0is r > by — fy. This condition holds because
cp 1 -G (b)) 1-G(f7)
— = (- — > - — L = — 67
= (- ) 2 g o7

where we have used Assumption 1, that (()) is weakly decreasing in x.

2. Customers’ choices. By the change of variables, b = S Hf =f+3 5= f . As shown in
the previous part, as cp increases, ST increases, Hj increases and f1 stays the same.

So b} also increases and the fraction of customers paying the market making spread,
— G (b}), decreases.

The fraction of customers doing matching, G(b7)—G(f7), increases because b} increases.

The fraction of customers not trading, G( f7), remains the same because f; is invariant
to cp.

3. Customers’ average transaction costs.
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As cp increases, the change in customers’ average transaction costs is

1 * * - ! (1% *
T(ff) (1 =G (b7))dST — (51 — f) G (b7) dbi], (68)

so the average transaction costs increases if and only if
(1 =G (0)dST = (ST = f1) G' (b7) db. (69)

From S =Hf + (1 —H)b, we have

457 = (7 — ) M + (1~ H3) (70
in which case
(1 G B)dS; = (S5~ £7) 05) db (7
= (=G ) (@ - Tz ) = 1 - 1) 6 0

PN 1 G (b ) |

<0 (g
z =TT T Tom
From the proof in Proposition 1, we know that

dHy _ b6 (p) — (1 - G (0Y))

- , 72
dby = K"(H}) )
SO
dHy . < 1 G (b7) )
<(1-—-H — 73
Ny A eI )

biG (b7) — (1— G (b))
2K ()

<0-H) (s - g )

b —fi 1-G(b)

In equilibrium we have {22 = hG (b%,((bl*)g(bﬂ)
1 1

the above result, we obtain

, and substituting this condition into

cgG' (b7) S A GV
S K (M) (1=Hy)? ~ b= i 1-G ()

(74)

We proved (from the above result) that, as cp increases, average transaction costs
increase if and only if (74) holds. Rewriting this condition gives us

CB < 1 . 1
S K (Hy) (L=Hp)? — G0 (b1 — ff)  1=G (b))

(75)
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4. Bank dealer’s profit. By the envelope theorem

As cp increases, both H} and 0] increase, so the LHS is non-decreasing based on
the assumption stated in the proposition. Now we want to show that the RHS is a
decreasing function of bj. To show this, define

1 1

br) = — ) 76
v = Tme - T T-am (70)
Then
dy —1 I (1% * * ! (1% G/ (b){)
— = G" (b7) (b7 — G (b)) - ———. 7
= G e @ O C )~ s ()
From our Assumption 1, we know
G"(by) _  G'(b)
REAGREEG) ™
Then we have
ﬁ < 1 1 1 _ G’ (bi() (79)

dy ~ TGO —ff Q) Wi— )¢ (1—-G0)

! Gy 11 _(G%ﬁ>2
GO | 1-GONb - (- ) \1=GO) |

We know

G(b) 1 1 ( G (b) )
L=GONb = fr (- f1)* \1-G@®)
Gy 1 1 G () \
STI-G - ff - £ (1—G(bf))

1 e V!
__(bf—fl*_l—G(bf)) <0 (80)

so we must have CZE/I < 0. Then the RHS of (75) is decreasing in cg. As cg — 0,
the LHS of (75) is close to zero, while the RHS converges to infinity (because in this
case b — f). So if cp is close to zero, customers’ average transaction costs must be
increasing in cp. As cp increases, either the condition (75) holds until the equilibrium
reaches Case 2, or the condition is violated at some value of cg and will be violated for
all cg larger than that value. So customers’ average transaction costs is a hump-shaped
function of cp, and the decreasing region may not exist.

en — o (1) (1- G (b)) <

’ deg ~ Ocp r

0.
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5. Customer welfare.

As cp increases, we have

dr, — /f (x — F5) dHIdC (z) — / 45+dG (). (81)

* *
1 bl

By St = (1 — H1) by + Hiff, we have

dre = dMj (/bT e (@) — ST (=G () dHT = (=dHiby + (1 = H7) dbp) (1 = G (b7)) -
1

(82)
Using
by

b
/ 2dG (z) = =b7 (L =G (0)) + fr (1= G (f7)) + / (1 =G (v))dx, (83)

*
1

we have "
1
mfzwq/ (1— G (x))de — (1 — 1) (1— G (B) b}, (84)
T
o BEOD-(-601) | e G ()-(-601)
By db{l = — %Ku(%{) - and 1_1;_[{ =1 1G’(b{) ! , We have
dr. <0 (85)

dHi _ (1-H) (1 -G (0)
by ~ fg(l—G(ﬂc))dm

r " * *\2 G/ (bD /bI
—— 1— >cp—— 1— .
o =) 2 eng = |11 -G @) do

From the above proof, we know that 7. decreases if and only if

r ) /al( b1
ﬂKWmU—M)z@f%%ﬂéumeMm (36)

In the unconstrained bank dealer case, as cp increases, both H} and b7 increase, so
the RHS of condition (86) is increasing in c¢p and, by the assumption stated in the
proposition, the LHS is non-increasing in c¢g. When cp is close to zero, condition (86)
must be satisfied. As cp increases from zero, there are two possibilities: first, the
condition is satisfied until the equilibrium becomes the constrained bank dealer case;
second, the condition is violated at some value and it will be violated for all ¢ higher
than that value.
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A.3 Proof of Proposition 3

We prove the result in the following steps.

1.

The solution must exist because the domain is a closed set and the objective function
is continuous.

. We must have H3 € (0,1), i.e., Hj is an interior solution. The proof is the same as in

Proposition 1.

. We must have S} = cyp. If S5 < cnp, then (S5, H3, f3) must be a local maximum in the

unconstrained problem. We have already shown, however, that the objective function
in the unconstrained problem is single-peaked with a unique local maximum (under
the assumption K” > ), so in this constrained problem, we must have S5 = cyp.

. We must have fJ € (0,cyp). If f3 =0, we must have H3 = 0, which is not optimal,

as proved before. It is also impossible to have fJ = S5 = cyp because, in this case, no
customer would choose matching and the optimal speed becomes H} = 0, which again
is not optimal.

(H3, f3) satisfies the first-order conditions. From the previous steps, we know that
S3 = cyp and (H3, f3) is an interior solution, and because the objective function is
continuously differentiable, the optimal solution must satisfy the first-order conditions.

A.4 Proof of Proposition 4

1.

Spread, fee, and speed. S; = cyp is invariant to cp.

(H3, f3) satisfies the first-order conditions for Iy (H, f;cp). By the implicit function
theorem,

of; (a?m oM, 0%l a?m) (&7

OfOH OHOcy  OH2 Ofdcg

803 (Hg,f;)

For simplicity of notation, we drop the subscripts “2” from the remainder of the proof
wherever it is not ambiguous. At the optimal solution, we have

r 0%1, _ H G" (b) /
GO g GO g1
(1_%)2(5 B fH)+(1_,H)2H(S f—fA=H). (88

From the first-order conditions, we have (S — cg — fH) = é,_—(% [fG'(f) — G (b)+ G (f)],
in which case the above expression becomes

r O’y _ fG'(f) -G () +G(f) G" (b) G' ()
_ — 1—

20 OfOH (1—H)° e T +%(1*?‘%)2

H|(S—) (S—f-fA-H)).

(89)

95



Moreover, we can solve the following results at the optimum (S5, H3, f3):

r 0%, S—f

ﬂaHacB B (1-— ’H)2

(b) > 0, (90)

7’821'12_ S—f , /
W OH (1-H) [—(S=F)(S—cp—fH)G"(b)—2(1—H) (S —cp— )G (b)]

T n
K ().
T 821_[2 H ’
The necessary and sufficient condition for % <0is
2 2 2 2 2 _ 2

0%, 0°11, <8H28H2<:>8H2b f<_8H2' (92)

OfOH OHOcg ~ OH2 Ofdcp OfoH H OH?
Using b — f = % , we have
r 0%, , H G" (b) , H
sy = UG -G+ e [o-n G i ve w2 -2,

(93)
By the first-order condition (17), we know at the optimum,
, S—cg—Hf
f& () -am+ain == e

_ (b— - iBH) G (b).

Substituting this into (93), we obtain

r O —G'(b)iKb— o ){(b—f) Gl,,(b)ﬂ}ﬂb—?f)}- (94)

2u0fOH 1—H
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Similarly, we obtain

7‘021_[2_ S—f B o Cem— " _ _ —Ccp — /
5 _(1—7{)4[ (S—f)(S—cp—fH)G"(b) —2(1—H) (S —cp— )G (b)]

— K" (H)
24
. b - f o . —Cen — 1" . —Cn — !
ST [— (b= f)(S—cs— [H)G" (b)) —2(S —c5— [) G (b)]

Using the following relations

S—cB—fH:(l—”H)(b—liB%), (96)

S—en-f=-20) (-7 - 12). (97)

we obtain

27;32713;:;’:,}]; [a)f) <b 1C_BH> G”(b)2<bf IC_BH) G’(b)} — 5 K ).
(98)

Substituting (94) and (98) into (92), the condition becomes

K" (H) u[—(b—f)(b—C—B)G”(b)—Q(b—f— s >G’(b)}

2 C1-H 1—H 1-H
> b;_[fG’(b) 1?7{ [(b— 1C_BH) {(b—f) g((:)) +1} +(b—2f)} . (99)
Simplifying the above condition, we obtain
5K () (L= H)" > e (0= )G (1), (100)

If K" (H) > 1, we can verify that the above holds, and f; is decreasing in cp.
We now move on to ‘H3. By the implicit function theorem, we have

oMy Pl Pl 0%, 07,
dcg  OfOHOfdcy  Of% OHOcy

(101)
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At the optimum, we have

0Ty, _ H[—(S—ep— [H)G"(0) —2(1 = H) G’ (0)] + H (1 = H)* (= [G" (f) — 2G" (f))
of? (1-2)’

(102)
Substituting equations (89), (90), (91), and (102) into equation (101), we obtain

oI, 91, 0PI, 971N
OfOH Ofdcy  Of2 OHocy
H

{~|s-a-rm-aly|enra-noen-curoum)
(S - T () 26 () (103)

Simplifying the terms in the first pair of braces using the following first-order condition,

1
G (3) — G (f3) = — (enp — g — H3 f3) G (b)) [T G (f3), (104)

we can obtain

Clly Py Py &Iy - H
OfOH Ofdcy  Of2 0HOcy = "1—H

G (0)+H{(S = f) (fG" (f) +2G"(f)} . (105)

Because fG” (f) +2G' (f) > fG" (f) + G'(f) > 0 at the optimum,*® we must have

P, 91, 9L, Ol
OfOH Ofdcy  Of2 OHOcg

> 0. (106)

Thus 2% > 0.
cp

2. Customers’ choices. We know b = % =cng+ (eng — f)% So as f decreases

and H increases in cg, b increases, and the fraction of customers paying the spread,

(1 — G (b%)), decreases.

Because b} increases and fJ decreases in cp, the fraction of customers using the match-
making service, G(b5) — G(f3), increases.

Because f5 decreases in cg, the fraction of customers choosing not to trade decreases.
1-G(b3)
)
average transaction costs (1 —¢&) f3 + £55. If ¢p increases, the above comparative
statics imply that f} decreases and (1 — G (b3)) decreases and thus £ decreases. Then

which makes the

3. Customers’ average transaction costs. Define £ =

36This can be proved by ® > 0 and f < 1;,,6(:}{) at the optimum.
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the change in average transaction costs is

(1 =&)dfs + f3 (—d§) +55dE = (1 = &) dfy +dE(S5 — f3).- (107)
We know that dfy < 0, (S5 — f3) > 0 and d¢ < 0, so average transaction costs decrease.

. Bank dealer’s profit. The bank dealer’s profit is 7 = Iy (S5, H3, f5). By the

envelope theorem,

dmp 21
— =—(1-G (b : 1
=L (1-G ) <0 (108)

. Customer welfare. Customer welfare is

109
r . - ’ (109)
2 2

7o = 22 [/bg<b—f;m;dc:(b)+/°°<b—cNB>dG<b>
J

SO

d b % 01(b— f2)Hz b
rdne _ s e o) 2% 4 / 0= Il ) = D% (s~ ey & (1)
f

EE aCB x 803 603
(110)
b3 b— f* *
_ (o= (b) > 0, (111)
0
I3 ‘B
where in the second equality we have used b5 = %
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Panel A: Spread, Fee, and Average Transaction Costs
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Figure 1: Example Panel A presents the market-making spread, the matchmaking fee, and average transaction costs.
Panel B plots the fractions of traders choosing market making, matchmaking, or refraining from trading. Panel C depicts
overall customer welfare and, separately, its market-making and matchmaking components. The dashed vertical lines in
each panel indicate the transitions between regions 1, 2, 3, and 4. The example uses an exponential distribution for

customer private values, G (b), and a quadratic function with parameter k for the cost of speed, K (H).

used in the example are p =1, r = 0.01, cyg = 20bps, and k = 0.1.

The parameters

30



Internet Appendix for
“From Market Making to Matchmaking: Does Bank
Regulation Harm Market Liquidity?”

Gideon Saar, Jian Sun, Ron Yang, and Haoxiang Zhu

B Proofs of Case 3 of the Main Model

B.1 Proof of Lemma 1

As proven in previous propositions, we can show that for any S, it is never optimal for the
bank dealer to choose H = 0 or f > S, i.e., the bank dealer can always make a weakly
positive profit by choosing f < S. (The bank dealer can make a strictly positive profit if
S > 0 and the bank dealer sets some f < S.)

So without loss of generality, the optimization problem for the bank dealer given the
non-bank dealer’s spread S is

_ 2p
e Ups = THf (G(b) =G (f)—K(H). (112)
Given S,
Oy (S,H, , y
B’“”’éf DNy [G(b)—G(f)—f(G (b)l_—+G )}
! H !/ (f
G - fG'(b) — —-1+G .
|G 1) - 16 1) 2 1+ ) [T -]
By Assumption 1, (Z,L(J(j;) — f) is decreasing in f. Since f solves % —f=0, we
know that whenever H > 0, %}W < 0if f > f. And we have shown before that the

optimal H > 0. This implies that the optimal f < f.
Now we show that the non-bank dealer never wants to choose S < f, conditional on
f < f. If the non-bank dealer chooses S < f, then

Aps [1_G(S) —S+cnpl . (113)

a5 G’ (S)

By the definition of f, we must have —S+4cng > 0forany S < f < f. So the optimal

G”(
S must be greater than f.



B.2 Proof of Proposition 5

We prove the result in the following steps:

1. Both the bank dealer and the non-bank dealer’s best response functions are single-
valued.

2. Use Kakutani’s fixed point theorem to show equilibrium existence.
3. Discuss equilibria if ¢p is very small or very large.

Based on the assumption K" > [, we know there exists an upper bound H < 1 that the
bank dealer will never choose any H > H (see the derivations for 57 for details). So we just
focus on the strategy space

Q={(S,H, f)lecg >5>f>0,He[0,H]}. (114)

Step 1-1: Non-bank dealer’s best response function

Let’s first consider the non-bank dealer’s best response function BRyg (H, f).

BRxg (M, f) — arg max 22 [(Sws — exs) (1 — G (B))]. (115)
cg>S>f r
It is obvious that the objective function is continuous in all arguments, and the corre-
spondence (H, f) — [f,cp| is a compact-valued correspondence and is continuous at any
(H, f). Then the best response function (correspondence) BRyp is non-empty, compact-
valued, and upper hemicontinuous (by the maximum theorem). Besides, we can show that
BRyp is single-valued. To see this, we have

T aHNB,ZS (S,H,f) . B B , 1
% 55 =1 ) = (S —cenp) G (b) ——
G
G (

G (b -
—G’(b){ /bb) o fHJrCNB_fH}

(
)y O 1-H  1-H
(
)

— @ (b) { ?b ) —CNf__;;H} .

—b+ (116)

le

We know that b is increasing in S, and ~z75* — b is decreasing in b. So given (H, f),

1&%;’ ) _ b) is decreasing in S. Then, there exists a unique best response value Syg (H, f) €

[f,00) for each (H, f).




Step 1-2: Bank dealer’s best response function

Let’s look at the bank dealer’s best response function BRg (5):

B () =g mex PHE (G 0) -G ()~ K (H). (117)

It is obvious that the objective function is continuous in all arguments, and the corre-
spondence S — {(’H, f)IH € [O, 7-_[} S > f> O} is a compact-valued correspondence and is
continuous at any S. Then, the best response function (correspondence) BRg is non-empty,
compact-valued and upper hemicontinuous. Next, we will show that BRg (S) is a single-
valued function when K” (H) is large enough. To see this, we will find a new and concave
strategy space for the bank dealer, and show that the bank dealer’s objective function is
always strictly concave in this strategy space. Let’s first look at

Por B culow -cun-r(6m 2 e wn)
xH {G(b) —fG/(b)%— L+ E () {“G—%f)—fﬂ )

First we know (15,0(}{ ) _ f ) is decreasing in f. Recall f is the unique solution to % —

f=0.1f (%,L(J(f;) — f) <0, ie., if f > f, we must have %}W < 0 as the RHS of the

above expression is negative. In the interval f € [0, f] , given (S, H), G (b) is decreasing in f,

(—fG’ (b) %) is decreasing in f, G’ (f) is decreasing in f, and (1(_;,((;](3;) — f) is positive and

decreasing in f. With these results, we can show that given H # 0, if f € [O, ﬂ, %}W
is decreasing in f, and if f € [ 1 S], %}g’%’ﬁ is always negative. By iterated elimination

of strictly dominated strategies, the bank dealer will never choose f > f, so we can focus on
the new strategy space for the bank dealer:

00 (S) = {(’H,f) He (0,H):fe <0,min {fS})} (119)

and it is obvious that Qg () is a convex set for any S.
Now let’s show that the bank dealer’s objective function

Mps = 291 (G 0) - C(f) — K (H) (120)

r



is a strictly concave function in € (S). To show this, let’s consider its Hessian matrix

0f2 OHOf
02llps % g
OHOf OH?2

Hp = (121)

0’lps O%Mpys ]

The sufficient and necessary condition for Iz 3 to be strictly concave is that Hp is negative
definite, which is equivalent to the following conditions

0*Mp3

122
o <0 (122)
and ) , , )
OMlps 0 ey (OMea)" (123)
of?  OH? OHOf
To check these conditions, first we have
r 82]:[33 —2H f?'[z
— == ——G (b)+ —=G"(b) —2G" (f) — fG" . 124
In Q (S), we must have fG" (f) + G'(f) > 0 (derived from f < 15,G(](f;) and ® > 0), so
TlEs < 0 for all (H, f) € 2 (S).
To check condition (123), first we derive the following results :
r 9*lp (b_f>f ' " "
— == 2G" (b b— b)) — —K 125
T = (2O OO N B = K ), (1)
T 821_[33 H
— — = —Hf(b—f)G"(b)+ (S —2f)G (D). 126
e S S CUCRY R L) (126)
Let’s define
—2H / fHQ " l " :|
LHS = |——G (b)) + ———=G" (b) — 2G - fG
= |25 0+ TG 0 =26 ()~ e (1)
: l(b —NIREO)+HOG- )G (b)) - iK” (H) (1 - H)Q} : (127)
H 1" /
RHS) = g PRI (0= N G (0) +(5 ~20) € (v (128)
Then it is easy to verify
@2H3382H33 82HBS ?
: = — ’ LH HS;. 12
FTERGITE <8H6f> >0<«<= LHS; > RHS, (129)



Expanding LH Sy,
LHS, =LHS, 1+ LHS, 2+ LHS, 3, (130)

where

LHS 1 ={=2G"(f) = fG" (f)} {(b —NFREO)+HOG- )G (b)] - if(” (H) (1 - ’H)Q} :

(131)
- r " 2 —2H ! f,HQ "
LHS, 5 = —ZK (H) (1 —H) [mG (b) + i ’H,)QG (b)} : (132)
_ ! " —2H ! fH2 1"
LS, = (= )1 126/ 0)+ W b= 1) 6" 0] | 720 0+ T se ] o
Expanding LHS,_3 and RH S}, we get
- 2 H ? " 4H /
LHS, 5= (b—f) [*H (m) G" (b) - (b—f)fmGQ(b)
HO\ 2 -
Y [2f (7)) - 25 e-nlewerm, s
- . 2 r2 H ? "2 _2H2f(b_f)<s_2F) ! 1"
rits, = 0= 17 P (2 ) @) - PHLEL e = a6
H o2 2
t g (2GR0, (135)
RHS, LIS, 5 = G™ () _f"“‘H)Qs? (136)
So

LHS1 = LH51_1+LHS1_2+LH51_3 > RHSl <~ LHS| +LHS,_5 > G/2 (b) (1 _7-[’]-[)252
(137)

Expanding LHS, 1 + LHS,_5, we get

/ ,H 1"

LHS,_ + LHS,_» > G (b) i H>252 — iK (H) (1 — H)>- LHS, > RHS, (138)



where

2H fH?
LHS, =2G' + fG" +—G () - —=G"(b), 139
=26 (1) 4 1G4 g€ ) = 75O (139)
! H ! /! ! 1
RH S, ZGQ(b)méﬂ‘F(b—f)f[?G 0) +H (b= f)G" (O] G (f)+ fG" ()]
(140)
We know LHSy > 0 in Qg (5), so the condition (138) is equivalent to
r ) 2 RHSQ
—K 1— . 141
T (H) (1= H)? > (141
Consider the sufficient condition for the above inequality
12 H 2
RHSQ G (b) (1,7{)25
< b— 2G" (b)) + H (b— f)G" (b
THS, < Iy e DIRE OO NG W)
152G’ (b) ,
<3 % + 2fbG" (D). (142)
By S < cg and S < b, we know
15%G (b) , 5 cpbG’ (b)
ST T (b < S (143)
From assumption K” > (5 and the definition of (5, we know
r " 3 5 l
_ _ > 2
QNK (H)(1—H)" > 5CB mga,x{bG (b)} (144)
holds in the whole space € (S), so in this space
T e o _ Hepbl (b) RHS,
2MK (H)(1—H) >2 =% >LHSQ’ (145)
which means )
82H373 821_1373 _ 821_1373 0 (146)
of?  OH? OHOf

So the Hessian matrix in Qg (S) is negative definite. Thus, the bank dealer’s objective
function is strictly concave in Qg (S) for all S. Then, the bank dealer’s best response function
BRpg (S) must be single-valued.



Step 2: Applying Kakutani’s fixed point theorem
Now let’s consider a new function defined on (H, f) € [(), 7-_1} X [O, min {f, SH

BR((S,H,[)) = (BRnp (H, f), BR5 (S5)). (147)
e Both BRyp and BRp are upper hemicontinuous; thus, BR is also upper hemicontinuous.

e By the Closed Graph Theorem,®” because BR is hemicontinuous, the domain is closed,
then the graph for BR (denoted as Gr (BR)) is closed.

e Because both BRyg and BRp are single valued, BR ((S, H, f)) is single valued for any
(S,H, f). Thus BR ((S,H, f)) is convex set for any (S, H, f).

e Then by Kakutani’s fixed point theorem,*® because the domain is a non-empty, com-
pact, and convex subset of Euclidean space, BR has closed graph and BR ((S,H, f)) is
non-empty and convex for all (S, H, f), then BR must have a fixed point. And by the
definition of equilibrium, this fixed point is the equilibrium.

Step 3: Effect of ¢z on the equilibrium structure

Next, we will show that if cg > cyp but close enough, the equilibrium must be a constrained
equilibrium with S5 = cg. And from the above we know that the bank dealer’s best response
function is single-valued, so the equilibrium is unique. To see this, suppose the bank dealer
chooses (H, f), then the non-bank dealer’s first order derivative is

8HNB,3 <57H7f> 1

o =1—G(b) = (S—cnp) G (b) Tt (148)

Ol nB,3(S,H,f)

Then if the non-bank dealer chooses S = ¢ and T > 0, then it is still optimal for

the non-bank dealer to choose S = cg. We have

1—G(b)—(cB—cNB)G'(b)1_1H

1-G ()
G’ (b)

>0

<< ¢ —c¢cnp < (1 — H) (149)

The RHS of above inequality is decreasing in H and decreasing in S. And based on our
assumption K" (H) > [, we know in any equilibrium the bank dealer will always choose

H<H= \/27“1 /%, so if we define ¢; as the unique solution of

e (1B YE) 1500 "

37See Proposition 1.4.8 of Aubin and Frankowska (2009).
38See Osborne and Rubinstein (1994).




where b = —2—— then if cg € [cnp, ¢1], there exists a unique constrained equilibrium.
/% i’ » Ol
r Bo

If cp is very large, we want to show that %@S’Hﬁ| S—cp < 0 is always true for any

plausible (H, f). Then any equilibrium must be an interior equilibrium. To see this, note

1—G(b)—(cB—cNB)G’(b)1_1% <0 (151)
<—— CB — CNB > (1 — H) 15/—6(231)) (152)

We know =60 i decreasing in b, so if cg — cng > ==, then all equilibria must be interior.
G'(b) & G0

Let ¢ = cyg + G+®

B.3 Proof of Proposition 6

First it is obvious that for an unconstrained equilibrium, the change of cg has no impact on
the equilibrium. Now we prove results for the constrained equilibrium.

1. Spread, fee, speed. Because S; = cp, an increase in cp obviously increases the
spread.

By the implicit function theorem, we have

Off 0Ty 0Ty  0%2Ips 0I5,

_ ) 153
den * OMdep OHOf — OH? 00cn | (3303 1) (153)
At (S%,H3, f3), by direct calculation, we get
r 821_[33 H
e 1—H)G' (b) — HfG" 154
r 32H33 H " /
- = = — - - 2 1
%y e S CACRACEE Y IO LD
r 821_[3 3 (b — f) f T
— == 2G" (L) +H(b—- G ()} — —K" (H), 156
S = R R0 0 KO- NGO - LRG0, (156)
21 OHIcp (1—H) '
At (S%,H3, f3), it is obvious that %jgf; > 0, so
0% 3 0%
o 2 (0P1ps Pl 0Pz Mgy 50 e THDes THOT - d°llps (158)
21 OHOcg OHOf OH? Of0cg Pllp3 OH?

dfdcs



Here, we have

821_[3’3 821_[373

T ooes ooy |=fHO— )G (1) + (S —2/) GO [fG(b) + Hf (b - f)G" (b))
2p  Oies (1—H)? HG' (b) — L2267 (b) '
(159)

It is easy to verify the following results (using S — f = (1 —H) (b — f)):
fGQO)+Hf(b—[)G" () =SG (b)) = (b— (1 -H) G (b) - HfG'(' (b)]),
160

—fHO— )G () + (S =2f) G (b) = —fG (b) + (b— /) [1 - H) G (b) - HfG’(’ (b)])-
161

Then

9%llg 3 8%ig 3
T 9HOcg OHOf
20 9%lp 3

8foch
_ ﬁ _SfGl2 (b) _ ’ (h_ 2 _ / _ " 2
7 Lreireh e R IR I C R R R (IO T O SR
Using the above expression and the expression for ﬁazn—?f;’?’, we have
921l 5 O%1lp 5
oHocs oHor . O0°llpgs
T > (163)
dfdcs
r 1 ! 1
@@K (H)(1=H)* > (b= f) f{2G' (b) + H (b— [) G" (b)} (164)
SfG™ (b) 2 2
— (S b— )G (b b— 1—-H)G (b) — " (b
TG —ggarm - ST HO- NGB+ b - 6 I b)
T, SfG' (b
=K (H) (1~ H)P > B
H (1-H)— HfG,—(b)
<———iK” (H) (1= H)® > SfG (b). (165)

By the assumption K" (H) > 5 and the expression of 55, we know at the equilibrium
(S%,H3, f7), we must have

K" (H) (1 - H)* >

o cpbG’ (b). (166)

DN | Ut



This is a sufficient condition for

5, K (M) (1~ M)’ > SFG (b). (167)

Thus we must have 52 o2
I3 0“llp 3 9
oHoc, onor . O0°llps

Ty ETTE (168)
8fBCB
in this case, which implies that
daf3
) 1
dCB >0 ( 69)
By the implicit function theorem, we have
8H§ - 82HB,3 @21_.[373 . aQHB,Z’) 821—-[3,3 (170)
ocp df0cg OHOf df? O0HOcp (Sg,Hg,fg).
By direct calculation, we have
T (‘921133 H
— X = 1—H)G (b) —HfG" (b)], 171
e = (g (110G 0) = 1G] (1)
T (921_[33 H
— = — —fHO— )G (b) + (S —2f)G (b)], 172
s = T RO DO+ (S - 20 @ 0) (172
L82HB,3 _ fG () +Hf - f)G"(b) (173)
20 OHIcp (1—H)’ ’
r 821_[33 H ? 2H
_ L el —2G" - ") - —G' (b)|. (174
SO |-ron (26 )+ (125) 16r e - 2w an)
Then
821_[3’3 821_[}3,3
dfocs OMOf
(" N[ H 2 FH? FH? Loy e o1 "
= ((1-%)2) {17H(Sf2f)G (b) — (17H(bff)+ T (S72f))G (b)G" (b) + 077 b-NHG (b)}~
(175)
Let’s write —8281}}3’3 —gjfa}i; as
01l 5 0?11
5o % = RHS, + RHS,, (176)

02 OHocp

10



where

2
RHS, = a ?2)2 [G"B)+H OB )G (b)] KIHH) FG" (b) — 1277%ng (b)] (177)
-t Lo e n (254 () e ornen () o)
RS, — ﬁ [ () + H (b~ )G B)] [-1C" () 26" ()] (178)
Then
02Tl 5 O°11 02l g 5 %11 0*llp 3 O°I1
53 0Mlps  Ollps Fllps B3Z B3 _RHS, > RHS,. (179)

0f0cy OHOf ~ Of 0Mdcy — 0fdcy OHOS
We can directly check

02H3362H33 H H )
) Q0 H — / b 1
dfdcg OHOf RHS, (1_7_[)21_%5(; (b), (180)

then Hj increases if and only if at the optimum (S}, H3, f3)

" garp) > RES, = —1H

1—#H1-H 1-_n? [G"(0) +H (0= ) G" (O] [-fG" (f) =2G" ()]

At the optimum, from equation (25), we know that fG'(f) + G (f) < 1, with the
assumption on ® we can show —fG” (f) — 2G' (f) < 0. So a sufficient condition for
the above inequality is

G’(b)+”H(b—f)G”(b)>O<:>G’(b)+%(5—f)(}”(b)>0
1

— H< o (181)
L+(S—f) <—G/—(b)>

2
which is equivalent to gvﬁi}; > 0. With the assumption K” > (3, we know the

equilibrium speed H3 must satisty

2u  [4e 1
Y Ly . 182
=5 < 1+é<_G”(0)> (182)

G'(0)

G”(LE)
G’ (x)
so the above inequality is a sufficient condition for (181). Then with the assumption

K" > B3, Hj increases in c¢p.

From the assumption &' < 0, we can show that —

is a decreasing function of z,

11



2. Customers’ choices. From equilibrium conditions (25) and (26), we have

r

b(G(b)—G(f))—(b—f)fG’(f)=ZK' (H). (183)

Taking the total derivative of the above condition, we have

db d r dH
60+ 4G (5) ~ G ()~ JC (D] 3o = (b= 26/ (1) + 16" ()] g+ K" () T
(184)
Using equation (25), the above result becomes
cB / db (. / " i T oen d_H
LG ) = (0= RGN+ G (] e+ LR 1)

Then taking the total derivative of equation (25), we have

vy R o | H ’ " df | fG'(b) dH
&)~ 256 )] e = [ 0+ 26 () + 6 )| e LEL AR,
(186)
Finally, taking the total derivative of b = %, we have
b 1 —H df b—f dH
dCB_l—H+1—HdCB 1—HdCB‘ (187)
From (185) and (186), we can get
" fG'(b cB ’ 1 "
o 0= ot Q6 (N + G (£) = 256/ (1) = 26/ () + £G (£))
(188)
From the assumption K" (H) > [, we know at the equilibrium, we must have
TR ) (1= H)P > Db (b) (189)
201 2P '
Then we get (consider cg > S > f)
. ”fG O 103 <1, (190)
K" (H) (1=H)* (1= H)
and G (b S— ) fG (b

=K' (H) (1-H)" LK (H)(1-H)’

12



So both the numerator and denominator of the RHS of (188) are negative. Then

a3
dcp
db}
dep

> 0. (192)

Because we already show that % > (0, we must have % > (0. That is, the fraction of
customers who refrain from trading goes down.

At the equilibrium (5%, H3, f3), (G (b) — G (f)) increases if and only if

df  G'(b)
&< (193)
Define I' = % and by (185)xI'—(186), we can solve
d_ (-TE)an- e o
db - (1-T (b= 1) 2G (f) + fG"(f)) + 775G (b)
So (G (b) — G (f)) increases if and only if
T )& (b) — HL g /

1—T(b—f) G () + fG" () + 226 (b) ~ G ()

When cyg — 0 and ¢ | cng, there is no matchmaking because in equilibrium
S5 = cg — 0. As cp increases, S} increases and some customers start to use the
matchmaking mechanism. Because G (b)) — G (f3) is a continuous function of cp, in
the region that cyp is small enough and cg is mildly above cypg, the share of match-
making must increase.

Because f3 increases in cpg, the fraction of customers who refrain from trading increases.

3. Customers’ average transaction cost can be rewritten as

1-G(b)

UReTy

(S—1). (196)

13



As cp increases, we know fJ increases, so at the equilibrium, we must have

1-G(b) d[(1 =G (b)) (S—f)]
d0+1—GuﬂS‘”)>ﬁ+ a0

:#+Tjégﬂﬂﬂ—0@»ﬂ—dW—G®Dﬂ}

= df + g A1~ G ) S]+.C (0) fb— (1= G (1) df}
. dKl_gg?gﬂ (G050, o
So a sufficient condition for d ( f+ 258 (5 - f)) >0 is
d[(1—G®)S] >0 (198)
which is equivalent to
(1= G (1) dS — G (b) Sdb > 0 <= 5% < 16‘;—%56) (199)

If cyp is small enough and cg | cyp, we have a constrained equilibrium, so the above
condition becomes

db 1—-G(b)
< . 200
Blcy S G (b) (200)
Here, -2 d can be solved by (185), (186), and (187). So if ¢ — cyp is small enough, the
above mequahty must hold (because the LHS — 0 while the RHS is positive). In this

case, average transaction costs must increase.

. The profits of dealers (bank dealer and non-bank dealer). By the envelope
theorem, we have
rdm B

! * 1
Snder = HAliG ) T > 0 (201)

H3
Now we turn to the non-bank dealer’s profit. First, we have

r dm NB dbg

=1—-G (bg) -G (bg) (CB — CNB)

) 202
21 dep dcg (202)

Then if —i is bounded and cg | cyp, we must have dd’rcﬂ > (0. Let’s show that db3

is bounded. By (185), (186) and (187), as ¢g | cng, d‘i—I; can be solved and must be

14



bounded.?® Then, we must have

. dmnp
lim
cplenp dCp

> 0. (203)

For the case in which cp is close to the unconstrained level, let’s use % = 1_17{* +
3
% df} — 2 dH3 .
1_H3§ g+ ﬁﬁ If cp is large enough, 1 — G (b%) — G’ (b%) (cB — cnB) ﬁ —
0 (this is the non-bank dealer’s first-order condition). In this case, if ::f*% +
3
el A 0, we have % < 0. We claim that this is true when K” is large

(1-73)" des
enough. We now show it.

Suppose that K" is sufficiently high (the equilibrium speed H is close to zero) and cp is
sufficiently high so that it is close to the unconstrained equilibrium level. From Proposi-
tion 5, define ¢% = inf,, {there exists at least one unconstrained equilibrium for cg = ¢, }.
First ¢l is well defined and is greater than cyp. Second, at the unconstrained equilib-
rium S5 = ¢, the non-bank dealer’s first-order condition satisfies

1
1—G(b;) — G (b;) (¢ — en) =7 0. (204)
3

Besides, for any cyp < cg < ¢}, there exists only one constrained equilibrium with
S; = cp. If K" is sufficiently high (say K” — 00), then in any equilibrium 3 — 0.
In this case b5 — 53 and the equilibrium S5 can be solved from the non-bank dealer’s
first-order condition. f} can be solved by (taking Hj — 0)

G (53) — G (f3) = fiG"(f) > 0. (205)
From (26) we know
r !/ * * * *
EK (H3) = f3 (G (55) — G (f3))
is finite. Then, we must have % — 0 because K" (H3) % = %. Then (186)
becomes 0 if
! R ! " Y
&' () 1 =2 (1) + O ()] AL (206)
Substituting this into (185), we have (taking Hz — 0)
db r dH
/ 7 —K” - 2
G 0) 2 = LR () (207)

39%the exception is when the coefficient matrix for the system is singular when cg = cng, but this is a
degenerate case.

15



Consider (26), we have

TK/(H) G(b)_G(f)b_f "o
— = —K : 208
T A 7 o) (208)
Then ’H% <(b—-1f) % because
df _ b—fdH
dCB H dCB
G(b)_G(f> df T dH
=/ b— f dcg < 2,uK (%) dcg
G -G l / "
== o)+ @)+ ), (209)
If K" (H) is sufficiently large, we must have
df dH
in any equilibrium. Now consider
T dﬂ'NB N ’ B d_b
ﬂ dCB =1 G(b) G (b) (CB CNB) dCB
1 —H df b—f dH

=1-G (b) — G/ (b) (CB — CNB) [ (211)

I—H 1—Hden  1-Hden

If K" to be sufficiently high, (%% + %%) is always positive and bounded away
from zero. This is because % is bounded away from zero and H increases in cp if K”

is sufficiently high (from the comparative statics of Hj).

Then, we move cg to the unconstrained level ¢% (given K”), in this case

1—G(b) = G (b) (cs — cnp) 0, (212)

1-H

and
r d7T NB

(213)

—>—G’(b)(cB—cNB)( —H 4 b_de)<o.

@dCB 1—7‘[ch 1—7‘[6103

. Customer welfare.

As cyp — 0 and cp | cng, the only equilibrium is a constrained equilibrium with
S; = cp, and b5 — 0 so all customers choose market making with zero cost. Then,
customers welfare reaches the maximum in this case. Now, if cp increases, the spread
will increase because S; = cp. In the meantime f; also increases, so the customer

16



C

welfare decreases. Customer welfare is a continuous function of both cg and cyg, so it
decreases if cyp is small enough and cp — cyp is sufficiently small (and positive).

Using H (b— f) =b— S, we can get

dr, :/fb%(_i) G’(g;)dx%—/fb(:x—f)ﬂg( )dz = (1-G (b))

dep dep

From the analysis in the proof for the comparative statics of mng, we know that when
K" is sufficiently hlgh — 0, and both b and f converge to constant numbers. Then
in this case, we must have

dre </f -G @ de— (1 - G0) > —(1-G ) <0,

dCB dCB

This is intuitive: when cp increases, both the matchmaking fee f and market making
spread S increase, and both make consumers worse off. The only possible benefit that
consumers can get is from the increase of matching speed H, but if the cost of the
matching technology is very high, the increase in matching speed will be very small,
and the overall customer welfare will decrease.

Proofs of Propositions in the Robustness Section

C.1 Proof of Proposition 7

Case 1 of the equilibrium: In this case, we know based on previous results that at the
equilibrium (ST, H1, f7),

e = d’H/ (1— G () dr— (1 —H) (1— G () db, (214)
id(ﬂ'B + (CB - CNB) (1 -G (b))) = ( Cp — CNB) G, (b) db, (215)
mng = 0. (216)

Then dW > 0 is equivalent to

dH

= (1=G@)dr— (1 =H) (1= G (b)) = (cs = exp) G (5) >0, (217)
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We know that at the equilibrium,
cg bG'(b)—(1—-G(b))

1-H G’ (b) ’ (218)
SO
(1—H)(1 -G b))+ cgG (b)) =(1—H)bG (b). (219)
Then
dH [* /
- (1-G(x)de—(1—=H)(1 =G (®)) —(cg —enp)G (b)) >0
dH [ , ,
<:>% (1 -G (z))dx > (1 —=H)bG (b) — ecnpG' (D). (220)
From previous results we know that at the equilibrium
dH
s > 0. (221)
So the LHS of (220) is positive. The RHS of (220) becomes
= GI (b) [S - Hf - CNB] . (223)

In Case 1, we have S — Hf — cyp < 0, so (220) always holds. Thus, i:—vg > 0.
Case 2 of the equilibrium: Based on our previous results, at the equilibrium (53, H3, f3)
we have

o M ow), (224)
dr, = 2 [P0 = NH (225)
T Js Jcg
g = 0. (226)
So
aw. 2 2u (Pd](x— f)H] 2ud((cg —enp) (1 — G (b))
E__Tu—a(b)”?/f IR )+ 2 o
(227)
2u sy db Yd[(x— f)H]
=1 (en — exn) G (0) 7 +/f e e @) (228)

In Case 2, we have cg — cyp < 0 > 0, df<0 and >O so £~ >0

’dc
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C.2 Proof of Proposition 8

If we can show V' (¢;) > V (¢2) for any 0 < ¢; < ¢o < cyp, then this result is proved. Define

SQ S* (CQ)
Hg = H* (CZ) s Vé =V (Cg) ) (229)
2 f*(e2)

and
Sl S* (Cl)
Hl = H* (Cl> s Vi =V (Cl) . (230)
fi f*(e1)

Start with ¢g = ¢o. Then the equilibrium is (S3, He, f2), and overall customer welfare is
Vo =V (¢3). Now let’s decrease cp from s to ¢;. If the bank dealer still chose the strategy
(Sa, Ha, f2), the zero profit condition would be violated and the bank dealer’s profit would
be positive because

2 oo (G (b2) — G (f2)) + (52 — 1) (1= G (b2))]—K (H2) > 22 [Hafa (G (b2) — G (f2)) + (S2 = ) (1 = G (b2))] K (Hz) = 0.
(231)
Consider the following adjustment by the bank dealer: keeping Sy and f, unchanged,
but increasing H such that the bank dealer finds an H € (Ha, 1) to satisfy the zero profit
condition:

B (52,7’~[>f2,01> = QTM [’lflfz (G (i)) — G(f2)> + (Sy — 1) (1 e <l~)>>} K (,}:[) _o
This can always be done because (232)

1. If the bank dealer chooses H = 1, his profit will be negative (from the assumption
about ():
B (SQ,H = 1,f2,61) < 0. (233)

2. We have shown above that
B (SQ,H27f2,C]_) > 0. (234)

Therefore, by the mean value theorem, there must exist H € (Hs, 1) such that 7 <SQ, H, fo, cl> =

0.
Having shown that the zero profit condition will be satisfied if the bank dealer chooses

<52,7:[, fg) if cg = ¢;, we show that this choice delivers higher customer welfare than
(S2, Ha, f2) (which is the equilibrium if cg = ¢3). To see this, we fix S = S and f = fo, and

: One .
consider vk

o,
OH

= = :2_u|:b_2HG/bﬁ_b_S2G’bﬁ bLL’—QdGI:|
ls=sa.=) = = | (0= f)HG(b) 77 — )G (0) 5 + f2< f2) (()23,5>
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where b = 5217_—77{_{2 It is straightforward to show that 5_71-7[ = (”192_;_522 and (b— fo) H—(b—5,) =
0. Then,

Trlis—sunsos = 20— )R = 0= )& 0) Zs+ [ = pace)
(236)
_ —O+/b(x—f2)dG(x) - 0. (237)
[ S

So, given S = S, and f = f,, m. is increasing in . Since we know H > Hs, we must have

me (S0, T f2) > 7o (S0, Mo, f2) = Vi (239)
QTM [/fé<x—f2)7:[dG(x)+/;o (z — S5)dG (z)] > 27“ [/fb (x—fg)HgdG(x)Jr/boo(x—Sz)dG(x) .

(239)
Hence, when ¢g = ¢; and if the bank dealer chooses S = Sy, H = H, and f = f, the
bank dealer’s zero profit condition will be satisfied and customer welfare will be higher than
that when the bank dealer chooses S = Sy, H = Hs and f = fo (which is the equilibrium
customer welfare in the case when ¢ = ¢3).
By definition, (S1, H1, f1) should generate weakly better customer welfare than any other
strategy (S, H, f) that satisfies the zero profit condition when cg = ¢y, i.e.,

%:WC<SI7H1af1)Z7TC(S7H7f) V(S7H7f)E{(Svva)|7TB(SaH7facl):0}' (240)
Since (Sg, H, f2> satisfies the zero profit condition when cg = ¢;, we must have
Vi = m. (S1, Hi, f1) > e (5277:[>f2)- (241)
Combining (238) and (241), we have
Vi =m. (51,7'[1, f1) > Te (5277'2, f2> > Te (52,7‘[27 f2) = V. (242)

The above analysis is true for any 0 < ¢; < ¢2 < cyp, so V (¢p) must be decreasing in cp.

C.3 Proof of Proposition 9

The objective function is a continuous function of (S, f,H), and the domain is a compact
set, so the maximum must exist. To show the FOCs are satisfied, we just need to show that
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the optimum is not a corner solution, i.e., the optimal solution cannot be f, = 0, H, = 0,
or H, = 1.

First, H, = 1 is not an optimum. Suppose H = 1, then b = oo and the bank dealer’s
profit becomes

2B (G) — GU)) RS — K (H)) + (S — cz) (1 — G (B))]

r

=11 = G ~ K (O] + (5~ en) (1 - 1)

Since K (1) > cyp > f, the bank dealer’s profit will be negative thus this cannot be an
optimum.

Second, H, = 0 is not an optimum. We prove this by contradiction. Suppose H = 0,
then the bank dealer’s profit becomes

215~ en) (1 - G(9)) (243)

which is invariant to f. Then, the optimal solution (S,, f,) is given by

2
S, = arg max —- [(S — ¢p) (1 - G(9))], (244)
S<cn T
fa €10, 8] (245)
Here f, can be any value in [0, .S,]. Con81der T | (Sasta=0,5,)- If this derivative is positive for

some f, € [0,5,], then it is profitable for the bank dealer to choose a positive H. We can
show that

87TB 21

67{ (Sa Ha=0,fa) — 7 [(G (ba) -G (fa)) fa - (Sa - CB) G/ (ba) (Sa - fa)] ) (246)

where b, = Sali—?;ff“ = S,. So,

0 2 G (S,) — G (f, ,
87;5 (Sa,Ha=0,fa) — :( fa) fa ( Sz—fa(f) — (Sa—CB)G (Sa) . (247)

We only need to find one f, such that the above derivative is positive. Consider f, — S,.
Then, S, — f, > 0, % — G'(S,), and f, > S, — ¢g. The derivative of the bank
dealer’s profit with respeact to the matching speed is positive, and hence it is not optimal to
set H, =

Third, f, =0 is not an optimum. If f, = 0, it is obvious that the bank dealer should
not invest in matchmaking, i.e., H, = 0. But we have already shown that this cannot be an
optimum.
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C.4 Proof of Proposition 10

Based on Assumption 2, the optimization problem becomes

max —(GO) =G [Hf = KH)]+ (S —cp) (1 =G ()]

=2 g - 0+ (5 e (1- 3]

_Q_Nl[s—f

1-H

f - K0+ (5 - e (- 50| e

Suppose the constraint cyg > S is not binding. Given any H and f, the objective
function is a quadratic function of S and the FOC is

1 S—H -1
g (= K )+ B S (s ) (2 ) =0
= Hf-KH)+B(1-H)—S+Hf-S+cg=0
= 2S=Hf—K(H)+B(1-H)+Hf+cs
B(l-—H)4+cp— K (H)

= S=Hf+ 5 (249)
Similarly, the objective function is also a quadratic function of f and the FOC is
S—f Ho
(Hf—K(/H))—Fm,H—F(S—CB) Y, =0
H
= —f+ 7(_[ >+S_f+S—CB:O
1 K(H
o pes Lo K00) )

Given any H (and with the constraint S > f > 0), solving the above two FOCs gives us the
best response functions

S:BJ;CB, (251)
[ B+ER B 1 . (K(H)
f—mln{T,S = §+§mln{T,cB}. (252)

To find the optimum, we need to substitute (251) and (252) into the objective function,
and find the optimal H. We can then find the optimal f using (252). Note that % is

increasing in H (since K is convex). When —H) > cp, f =S and the objective function
will be independent of H. So without loss of generahty, we just need to consider the region
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% < cg. Then, the best response function of f is

B 1K(H)
f= B} + TR (253)
We substitute (251) and (253) into the objective function to obtain
S—f S—Hf
m(%f—K(H))—l—(S—CB) (B— 11— ) (254)
1 K (H) HB 1 B—cg (B c¢g—K(H)
= — —-K - . 2
2(1—H) (CB H )( > 2 (H))+ > (2 2(1— H) (255)
The optimal H can be solved from the above objective function with the constraint % <

CB.

The optimal spread S = is an increasing function of cg. Hence, when % <
cnp <= cp < 2cyp — B, the equilibrium is unconstrained, and when c¢p € (2¢yp — B, cnB),
the equilibrium is constrained.

We focus on the constrained equilibrium because our goal is to examine whether the
increase in customer welfare in Case 2 of our main model is robust to the alternative formu-
lation of the bank dealer’s cost of matchmaking. We now derive the comparative statics for
the bank dealer’s matchmaking fee, matching speed, and most importantly overall customer
welfare. In the constrained equilibrium, S, = ¢yp and the objective function is

_2ul fenp—f
r Bl 1—H

B+cp
2

I, (= K (0) + lewn —cn) (5= 2210 s

Given any H € (0,1), Il is a quadratic function of f, and the FOC with respect to f is

-1 cng — f H

1_7_[<Hf_K(H)>+ 1 — % H+(CNB_CB)1—’H:O
o)

As we argued before, we just need to consider the case when cg > K and verify that the

= H
solution (257) satisfies the constraint f < S = cyp.
Then, the objective function becomes

gﬂB = 2(133 £Ty [(CB - %) (CNB - % (CB + %))} +(cnp —cB)(B—cnB) — 2(133 £ry (CB - %) (cNB —¢B)
LA ) (o 50 o )
=7 (1?f 7 (cB - %)2 +(enB —c¢B) (B —cnNB) (258)
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rB H 1 2
ZHB m (CB — §]€H) + (CNB — CB) (B — CNB) . (259)

The derivative with respect to H is

rBdllp 1 1 1.\ H 1
2 an [m (o0 ) = 70 (o0 5””)] .
1
Cp — ikH [ 1 :|
-2 —kH—kH(Q—-H)|. 261
4(1 — ’]—[)2 CRp 2 ( ) ( )

We have already shown that one only needs to consider the value of 7-[ when K(H = lkH <

cp. Therefore, if k£ > 4cyp, we have k?—[ <cg=H< 1 , then f 2k )2 >0 and cg — lk% —

kH (1 — H) is decreasing in ‘H. The unique optimal ’Ha is solved by

1
cg — 5/{7{@ —kH, (1 —H,) =0. (262)
It is clear that when cp increases, the optimal H, must increase. Besides,
1
cB — ékz?-[a =kH, (1 —H,) (263)

also increases. Then, the optimal fee

1 1
fa=cnB — B (CB - §k7_la) (264)

must decrease. Similar to Case 2 of our main model, the change in overall customer welfare
when the regulatory cost increases is

rodre b d[(x — fo) Ha] .
_/f el

2udep 3 dcg
ba T df dH
= - a — Ja d ’ 2
/fa { chH + (z — fa) . G (x) (265)
where b, = %. We already proved ‘CllH“ > (0 and 5& < 0, and therefore we must have
a B CB
dfa dH,

—f)—2>0 266
O Hat (= ) > (266)
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for all = € (f,,b,). Then,
brodf dM
L —f) ey 267
[ i+ - 1) G| 6w (267)

must be positive, and thus jci; > 0.
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