CONTENTS

TABLES ...ttt e e 17
FIGURES ..ottt s scnenos 19
L INTRODUCTION.. ..ottt st 21
II. THE INSTITUTIONAL ECONOMIC THEORY OF MARKETS.......... 25

THE COMPARATIVE ANALYSIS OF THE FOREIGN

EXCHANGE MARKET...........cccoontiiiimmicircis s 35
. Characteristics of Foreign Exchange Trading ...........cccccccoevevurceenininniercnieinnns 36
1.1 Exogeneity of Foreign Exchange Positions.............cccececerrnrircrneciemrenenmsorrecrensnnnene 36
1.2 Monopolistic Information on the Trade Price of Foreign Exchange........................ 36
1.3 Asynchronous Settlement of Payment and ]_)elivery Leg .o 37
2. Comparative Analysis of the Search and Information System..............cocccovurunni. 39
2.1 IMPEIECHONS ......oovreecrreriirecmecrieniriraeteaesessatsesteseaeesesestsseansaensssesensessasesesessasasans
2.1.1 Position Risk Exposure...
2.1.2 Market Risk Exposure...................
2.1.3 Dispersed INfOrMAtION ............cocrveierimeinicimniressieeresisnissirseseeseessisnesnerens
2.1.4 Credit Risk EXPOSUIE ........coovieermeceiciiireinnnismieresnssssisssesesrorssnsnnses 43
2.2 Alternative Search and Information SyStems ...........c.ocevvrvuvinienicnmnnncnecinnernerennes 45
2.2.1 Decentralized Market ................cccccivermmmrernnenccrieicicnnenesneesenresesennes 45
2.2.1.1 Foreign Exchange Market ..............cccovveereeinrenceininnnenerecennnsonnnns 45
2.2.1.2 Free Entry Foreign Exchange Market ............ccccccoueveninenecnrernnnnnnn, 48

Bibliografische Informationen E H
. digitalisiert durch 1 L
http://d-nb.info/959742697 BLIOTHE


http://d-nb.info/959742697

12 Contents

2.2.2 Organized EXChange ..........c.ccouiiiiinrncenmsennennisinsincecninsesssscsesnssssn s 48
2.2.2.1 Frankfurter Wertpapierbdrse ..o 48

2.2.2.2 London Stock Exchange...........c.ccovvervvciimiinvcmiiicnsninisiaines 49

2.2.3 Centralized Market...........ccovieureinninencreiinsiisisinneseesesesessssisssssessaienen 50
2.2.3.1 SOthebY’s. ..o 50

2.2.3.2 Free Entry London Stock Exchange...............ccoceveeieverievennuenenieseneens 50

3. Comparative Analysis of the Pricing System..............ccccecooemenevenieniccenniere 51
3.1 IMPEHECtiONS ..........ccovinimiiiniiiiteiitine ettt 51
3.1.1 Position Risk Exposure Revisited.............c.o.ccoovvreerrieiennrenernesrireeeseeaens 51
3.1.2 Dispersed Information Revisited ................cccovvenenernennnnenccnneninenneeees 52

3.2 Alternative Pricing SYSIEMS............coccvceiieetrinieininrererersssissnissessarsssssesessassersaasssssnsses 52
32,1 AUCHONS.......c.oomiiiiriiinirii ittt e oat bt 52
3.2.1.1 Foreign Exchange Market .............c..ccverrceemnrirnencrcnnieernieseniseseees 52

3.2.1.2 Sotheby’s and Other Auction Markets ..............coeeceveerrernerncrenenenenne 54

3.2.2 Bargaining ArTangements ..............ccccvvrereernesireresessnrescasmesessesesessmasserenesseness 55

4. Comparative Analysis of the Settlement System .........c.c..occoovevniverciiennienne 56
4.1 IMPErfections ........cccccomiriiiiiicircciiiii et et e ene e 56
4.1.1 Credit Risk Exposure Revisited .................ccoevrvvvernnenenininneisevsseiessnerennas 56
4.1.2 Liquidity Risk EXPOSUIE .......c..ccecrmiumimerienriererinrencseeninseessencsneseressesessosones 60
4.1.3 Systemic Risk EXPOSUTE .........cccocccnmmminirnirenrnreeaesenrneceniceeeseseneensessesonens 62

4.2 Alternative Settlement SYSIEMS..........ccocccrmiinnrierrenenineeresermeeeseseesessorerassesarees 63

4.2.1 Single-Currency Settlement.............cccoouviineiininennniirrriteese e
4.2.1.1 Foreign Exchange Market

4.2.1.2 Bilateral Netting.............c.ovoeuiurnrmermrrcieecenenrenensencsaesneeiseseesensnne 65
4.2.1.3 Exchange Clearing HOUSC...............cccovrirenrnmeienisiorinecnsareeresennas 67
4.2.2 Multi-Currency Settlement..............cc.ocoiiiviiiiiininiitnre e ceste e eseeses 68
4.2.2.1 Continuously Linked Settlement Bank ................cocooovvreerrenienrenennn. 68

4.2.2.2 Multi-Currency Netting ............ocociviriiriercrinnrevenieseesssseesssssesessncs 69



Contents 13

5. Supply and Demand for Foreign Exchange..............cccoovnniiininnnncicns 69
Appendix: Alternative Search and Information Systems.............ccooevirineiininns 72
1. Institutional AEMAtiVES............cooviiieriniiiie e 72
2. Organizational ABEMALIVES ........c.cocomrniiniiniiisin s saissess e 74
IV. THE OPTIMAL SEARCH AND INFORMATION SYSTEM ................. 77
1. Credit Risk Exposure and the Efficiency of Partner-Specific Trading,
Sealed Trading, and/or Membership............cococoeneiininericniicinescnienecneenes 78
L1 AGENCY COSIS......covivirieinmeiniisicini et ritssere e os i sb s sbssna b st s 78
1.1.1 Foregone Trading Profits............ccococecvueeuniiiniunmemnieencnnecnernesesessneissesseserenne 78
1.1.2 Opportunity Costs of Collateral............coecreriiicerrcnsinsinisininnorerenisseensnens 81
1.1.3 Transaction-Specific INVEStMENLS.............ccveeveeiirinnieiiini e seseeeenesenen 82
1.1.4 Investments in REPULALION.............cccoicvrriirvenistencccnnenisecettsseeesestssissensnes 83
1.1.5 Adverse Selection and Market Failure.........cocooveeeicmiiiciiccniniccies 89
1.2 Comparative ABALYSIS ........cccvvieviiniciiiiisi e sssrere s aenes
1.2.1 Centralized Market
1.2.2 Organized EXChange.........ccooecvvrermirniiiectiiniciic s 93
1.2.3 Decentralized Market ............cccciiiiniiiincimnnnnnnoeneseesesneaanes 95
2. Dispersed Information and the Efficiency of Sealed Trading and Dealing.......... 100
2.1 Foregone Return on Information
2.2 Comparative ANALYSIS ..........cccoevvreeernrerererissnnieenesesssisisisssisssssssnsesesasesrossessssseses
2.2.1 Frankfurter WertpapierbOrse ...........ccvevveninevnmnineicinsincnesieenae 104
2.2.1.1 Order Matching and Sealed Trading versus Open Trading ............. 104
2.2.1.2 Attainability of Order Matching .............ccovcevevernicinernrencsnerinennnns 109
2.2.2 Foreign Exchange Market...............c.ccooiniininnnnnncnenn, 112
2.2.3 London Stock EXChange .............cccovmrmevrnerininnniieioisancenienesesesnenenenenes 121

3. Market Risk Exposure and the Efficiency of Market Making and
MEMDEISRID. .........covoevrivereerescesites et ebs s sebss s st sess s sas b anssss s bannanes 122

3.1 Costs Of DEIAY .....ccovvurrienririsirinerreniesesisre ettt sesasss e sesesbassesesssestsrsns 122



14 Conten

3.2 Comparative Analysis.............ccccovverrinremenneninine et seseessaenees 122
3.2.1 Frankfurter WertpapierbOrse ..........c.veeerereinnivrrccresiorennmrassorensesesensesessesasans 122
3.2.2 Foreign Exchange Market...............cccevvereiennmmecrosiinininieseeioneresnasesessesasens 126
3.2.3 Free Entry Foreign Exchange Market..............cccocneiniincininnnninenncesennnene 129

4. Position Risk Exposure and the Efficiency of Continuous Trading and

Standard Dealing AMOUNES .............ccoccviiiiieiiiinetir oo 132

4.1 LiQUidity COStS.......cooveviecreriericntrennecitneneereentstarnuesenseststsessessssessrassosssessessesenesns 132
4.1.1 Foregone CoOmMmiSSIONS..........ccoceureemviriiinceiininiiicen st eseenseseenes 132
4.1.2 Interest PAYMENS .........c.coeiivimimemnneiieriiiei et eneessnasssonesessssssnns 135
4.1.3 Zero Costs of Forcign Exchange Trading ..............correveveeensrereeersenrsenresen 136
4.1.4 Order Processing COosts..........ocoveercvrinicrienrcininininiesecnnieessseseseessssoss 137

4.2 Comparative Analysis

4.2.1 SOthebY’s ... .ottt ettt s e e as
4.2.2 Foreign Exchange Market............cocceeeiinnenmicnccinenennorenenesenienenneseen 141
4.2.3 Foreign Exchange Market Revisited............ccoocrvenrieceinnnceencnncnivenncnns 143
Appendix: Search and Information Acquisition on the London Stock
EXChan@e ........cooooviiiiiiecr et 145
V. THE OPTIMAL PRICING SYSTEM............ccccovnriiimmrnneiennineiennnns 149
1. Position Risk Exposure and the Efficiency of Competition and the
First-Price Sealed-Bid AUCHON............cccooverirrieienieieccneeeen e eenens 151
1.1 BRIRHUNG COSIS....c.voon..ceveveveeon s ssesseenessssosssssssesessesmssssesssseeenseessosessessosessesseons 152
1.2 Comparative ANalysis ...........c.ococoriririnnenseneinniesenenesiesniensresessessesssssasssens

1.2.1 Bargaining Arrangements
1.2.2 AUCHONS.........cooviceeitiririercinece e rne et asastesetestsestsrasstssesasssesassasasssssase 159

2. Dispersed Information and the Efficiency of Competition and the

First-Price Sealed-Bid AUCHON..............c.....cccoiveveirinnrerieeeee et 162
2.1 Bargaining Costs RevViSted.............ccovumuiueinreircreenicrner e neesssressaesesesarens 162
2.2 Comparative ANAIYSES ...........ccoueiurrerercareiiierscosenmnimsersosessessssiesessssssssssnrsasssseses 162

2.2.1 Bargaining ATTaNGEIMENLS .........c..coverrererseerserrsecesseenssseransassesessssssensnsesarees 162



Contents 15

2.2.2 AUCHONS.....covrnrrirreecrrritrieectsirieresreessesacssstesasemssesesessersssstsosbonsbosssenssnsaane 171
3. Position Risk Exposure and the Efficiency of the Bid-Ask Spread .................... 174
V1. THE OPTIMAL SETTLEMENT SYSTEM. ............cccocevvnirmninenrcrennnn. 179

1. Credit Risk Exposure, Credit Limits, and the Efficiency of Multi-
Currency Settlement ..........cc.covviniirrininineinerre e s

1.1 Agency Costs Revisited

1.2 Comparative ADAlYSis ...........coovvveiiiiinicecr st
1.2.1 Single-Currency Settlement...................cccoereirreerecernrnceeseecnrnrersereernnnens 183
1.2.2 Multi-Currency SEtement................cocvuervercmeniinensesnresinsenssensescinesens 185
2. Liquidity Risk Exposure and the Efficiency of Multilateral and
Net Settlement..... ..ot 185
2.1 Costs of MaKing Payments ..........ccccccvvieinirrcenienennseesnenrrnsnesessosenssnssssssssnnnens 185
2.2 Comparative ANALYSIS ........cccecvriveeerieenieneneereinsinnneneecsseriesrenneesessenssnseressnsessenne 188
2.2.1 Single-Currency Settlement...............cccovuveeireerivnerinrerionescesessinssesseessennnnns 188
2.2.2 Multi-Currency Settlement...................cceveviviriccneniniece et 190
3. Systemic Risk Exposure and the Efficiency of Net Settlement .......................... 193
3.1 S0CIAE COSIS ...ouniiinici et s er e s b s s s 193

3.2 Comparative ANALYSIS .........ocoveirivmriernminsneniesisiisosseesesssnsresesssresersssnracssscnnnne
3.2.1 Gross Settlement
3.2.2 Net Settlement......

VII. SUMMARY AND CONCLUSION ..........cccccooiimmiiiienneeneans 203

REFERENCES..........coooeiitmmiitcn e 213



