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Abstract
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which are affected by execution priority rules in the dark pool, adverse selection, and

traders' competition. We show that dark trading activity has a non-linear relationship

with asset volatility and liquidity, which explains previous mixed empirical results

regarding the impact of dark pools on market quality. The introduction of dark pools

increases welfare only for speculators, while other traders (even large traders) are

worse off. Importantly, we show that a size execution priority rule improves global

welfare and liquidity relative to a time execution priority for dark orders.
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9DULDEOI

'"HVFULSWLRQ

O9DULDEOHV LQ 6HFWLRQ

7UDGLQJ YHQXH OLW PDUNHW
7UDGLQJ YHQXH GDUN SRRO

7KH
7KH

DuUULYDO UDWH 3RLVVRQ SURFHVV RI QHZ WUDGHUYV
IXQGDPHQWDO YDOXH RI WKH DVVHW DW DQ\ LQVWDQW

,QQRYDWLRQV 3RLVVRQ SURFHVV LQ WKH IXQGDPHQWDO YDOXH

7KH

OLPLW RUGHU ERRN DVVRFLDWHG ZLWK WKH OLW PDUNHW Z

GLVFUHWHSSU LEKHH/UHL >

7KH
7KH

WLFN VL]H GHILQHG DV WKH GLVWDQFH EHWZHHQ WZR FRQVHF
TXHXH Rl VKDUHV IURP XQH[HMXUNH @ LB RW LR/ EH U\ HDMD VBLUYL

QXPEHY GRIWRWHY EX\ VHOO OLPLW RUGHUV

7KH
7KH
7KH
7KH
7KH
7KH

EHVW ELG DQG WKH EHVW DVN SULFH DW DQ\ LQVWDQW
PLGTXRWH Rl WKH OLW PDUNHWY{V EHVW ELG DQG EHVW DVN S
VLQJOH TXHXH RI VKDUHV 1UR B VW QW_FHHF YW H GV /G Q@ LNH RINGLHF YV

WLPH ODJ DW ZKLFK DOO WKH WUDGHUV REVHUYH WKH IXQGDF
UH HQWU\ UDWH 3RLVVRQ SURFHVV RI WUDGHUV ZLWK PRUH |
UDWH DW ZKLFK SD\RIIV I[URP WUDGHV DUH GLVFRXQWHG EDFN

$ WUDGHUTY SULYDWH YDOXH WKDW UHSUHVHQWY UHDVRQV IRU W
BULYDWH YDOXHVY GLVFUHWH GLVWULEXWLRQ

7KH SUREDELOLW\ WKDW WKH PDUNHW SDUWLFLSDQW LV D VPDOO
7KH PD[LPXP QXPEHU RI VKDUHVY D QHZ ODUJH WUDGHU FDQ WUDGH
7KH VWDWH REVHUYHG RQ D SDUWLFXODU HQWU\ WR WKH PDUNHW
$ WUDGHUTVY RSWLPDO DFWLRQ LQ VWDWH

7KH VHW RI IHDVLEOH WUDGLQJ GHFLVLRQV D WUDGHU FDQ WDNH |

7KH VKDUH LQGLLEDWR'UC ZLMKHEHY WKH QXPEHU RI UHPDLQLQJ VKI
RUGHU

7KH SUREDELOLW\ GHQVLW\ WKDW D VKDUH LV WUDGHG DW VRPH |
$ WUDGHUTV H[SHFWHG SD\RII RI WDNLQJ DQ RSWLPDO GHFLVLRQ |

7KH RUGHUYV SULFH
7KH RUGHUYVY GLUHFWLRQ

7KH
7KH
7KH
7KH
7KH

GHQVLW\ IXQFWLRQ RI WKH DVVHW YDOXH DW WLPH RI H[HFXW
SUREDELOLW\ WKDW D VWDWH LV REVHUYHG DW VRPH IXWXUH
VHW RI SRWHQWLDO VWDWHY DW UH HQWU\

FXPXODWLYH SUREDELOLW\ GLVWULEXWLRQ RI WKH WLPH DW |
YDOXH WR DQ DJHQW RI EHLQJ LQ DQ\ JLYHQ VWDWH

9DULDEOHV LQ 6HFWLRQ
$ VSHFXODWRU ZUWK SULYDWH YDOXH
$ OLTXLGLW\ WUDGHWU ZLWK SULYDWH YDOXH
7KH DVVHWYIV YRODWLOLW)\ ZK&éFKPHIBQUEMPDRH WAKIKHH YDOXHV ORZ
%X\ PDUNHW R&GHU DW SULFH
%X\ OLPLW RUGHU DW SULFH
'DUN RUGHU DW SULFH
7KH SUREDELOLW\ WKDW WKH '2 LV QRW LPPHGLDWHO\ WUDGHG
9DULDEOHV LQ 6HFWLRQ
7KH H[SHFWHG SD\RIlI SHU WUDDBHB MNKIDFWHL RRU RW WEKGHH D VW HBMTV Y R
8WLOLWDULDQ ZHOIDUH
SURSRUWLRQEMN «»" St ef et—

Xr
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9DULDEOHV LQ $SSHQGL[
7KH DJHQWVY EHOLHI FRQFHUQLQJ WKH H[SHF WKIEQSOWRAWWKDW L’
REVHUYHG DW WLPH
$ FRXQWHU WKDW LQFUHDVHV:E\ \RRQBW RHIGI UR SWK IR 0PM [ DEX\PL RS H F
RXW RI DOO SRVVLEOH DFWLRQV LV WDNHQ LQ VWDWH V
$Q RUGHUYTV UHDOL]HG SD\RII
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