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Abstract

We propose a theory to understand when there is fragmentation in asset

markets. To do so we develop a model of market formation in which investors

with heterogeneous valuations trade an asset strategically. Investors choose

a dealer with whom to trade. After the market structure is decided, trade

takes place sequentially. First, each dealer and his investors trade strategi-

cally in a local market. Second, dealers participate in a strategic inter-dealer

market. Markets are fragmented when there are multiple active dealers. In

contrast, the market is centralized if all investors choose to trade with the same

dealer. In equilibrium, market fragmentation depends on the dispersion of the

investors’ valuations for the asset and on the dealers’ opportunities to inter-

mediate through the inter-dealer market. Increasing the number of market

participants in the local market always decreases the investors’ price impact

and, thus, their cost of trading. At the same time, it also decreases the in-

vestors’ gains from trade when their valuations are less dispersed. This second

effect dominates when the dealers’ willingness to intermediate is low. We show

that investors choose to trade in fragmented markets when their valuations are

highly correlated and when intermediation is limited. We compare investors’

and dealers’ welfare in fragmented and centralized markets. The model also

has implication for liquidity and price dispersion.
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