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a b s t r a c t

Does it matter to market quality if broker identities are revealed
after a trade and only to the two traders involved? We find that
implementing full anonymity dramatically improves liquidity and
reduces trader execution costs. To explain this, we compare
theories based on asymmetric information to an order anticipation
mechanism, where identity signals trader size, allowing strategic
agents to predict the future order flow of large traders. Evidence
supports the anticipation hypothesis: liquidity improves most in
stocks where trading is heavily concentrated among a few brokers
and in stocks susceptible to temporary price pressure. Also, only
traders having large market shares benefit from anonymity.

& 2014 Elsevier B.V. All rights reserved.

In an electronic trading context, anonymity refers to whether the brokers that intermediate trading
can be nominally identified by other participants. This can occur before the trade, if broker identities
are shown alongside unexecuted orders on trading screens, or after the trade, if the IDs of the brokers
are revealed. In this paper, we study the effects of introducing anonymity to trading on the London
Stock Exchange (LSE). The anonymity change we look at is very different to that studied in previous
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work, as ID disclosure was initially very restricted on the LSE. Prior to the change, the market was
already pre-trade anonymous and only the two parties involved in a trade learned each other's
identities. With the introduction of a central counterparty (CCP) to electronic equity trading in London
in February 2001, post-trade counterparty identification ceased, rendering the trading process
completely anonymous. Using data on 134 stocks from 6 months before the introduction of the CCP to
6 months after, we find that under full anonymity spreads decline by around 20%, the order book
deepens significantly, and the price impacts of single trades and worked executions decrease
substantially. A matched control sample of European and U.K. stocks that did not experience any
anonymity change displays no such liquidity improvement.

Why did this seemingly small change in transparency cause such striking improvements in
liquidity? Related work presents results from analysis of the introduction of pre-trade anonymity,
studying markets around the times that exchanges stopped disclosing the identities of brokers
alongside their unexecuted orders (Foucault, Moinas, and Theissen, 2007; Comerton-Forde and Tang,
2009). They find that market liquidity improved and explain this using an asymmetric information
argument: revealing the identities of agents who are better informed before they trade broadcasts
their information while, under anonymity, those agents can expose their orders to the market without
fear that others will trade in front of them. Our results share some features with those in extant work,
but they are hard to interpret along the same lines. Why would revealing identities only after a trade
has been completed and only to the pair of traders involved lead to concerns about information
leakage?

We proceed to shed light on the mechanism that generates our results. We compare the
implications of two theories that relate anonymity to liquidity. The first relies on asymmetric
information (AI) arguments – examples include Huddart, Hughes, and Levine (2001), Foucault,
Moinas, and Theissen (2007), and Rindi (2008).1 These models generate very different predictions.
Huddart, Hughes, and Levine (2001) suggest that, with exogenous endowments of private
information, post-trade anonymity degrades liquidity as it perpetuates information asymmetries.
However, Rindi (2008) argues that if information acquisition is endogenous then anonymity may
improve liquidity and efficiency as it strengthens agents' incentives to acquire information.

The second mechanism we consider is order anticipation (OA). Order anticipators use order flow
data to predict the direction of future institutional trades and to profit from those predictions, perhaps
by moving prices against the anticipated trader or trading in front of them. This style of opportunistic
trading was described several years ago, most clearly by Harris (1997) and Harris (2002). Harris (2002)
devotes a whole chapter to OA, describing it as “parasitic.” Harris (1997) states that “To trade
profitably, [anticipators] do not need to know why traders want to trade. They merely need to know
that a large trader strongly intends to complete a trade.” This statement makes it clear that OA is one
of a family of strategies that profit from predictability in order flow direction. Those strategies include
strategic trading around index rebalances or fire sales (Harris and Gurel, 1986; Beneish and Whaley,
1996; Coval and Stafford, 2007) and “predatory trading” (Attari, Mello, and Ruckes, 2005;
Brunnermeier and Pedersen, 2005; Carlin, Lobo, and Viswanathan, 2007). In turn, they all rely on
the ability of a trader to move prices and thus the existence of price pressure effects, a thread
originating in Shleifer (1986).

OA has been much in the news recently, through its alleged use by high-frequency trading firms. In
its 2010 “Concept Release on Equity Market Structure,” the U.S. Securities and Exchange Commission
(SEC) called for evidence on OA strategies, described as “any means to ascertain the existence of a
large buyer (seller) that does not involve violation of a duty (…) or other misconduct” (pp. 54–56). The
SEC explicitly asked the following question: “Do commenters believe that order anticipation
significantly detracts from market quality and harms institutional investors (…)?”2 We argue that

1 Note, however, that the latter two papers focus on pre-trade anonymity.
2 Appendix A gives details of earlier policy debates. The implications of transparency for OA were, for example, very clearly

spelled out in the National Association of Securities Dealers' request to the SEC for a rule change to introduce post-trade
anonymity to “SuperMontage.” Our own discussions regarding the introduction of the CCP with block brokers on the LSE bear
this out. They categorically described non-anonymity as generating OA in a concentrated market and welcomed the
introduction of anonymity post-CCP.
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