
Economic Consequences of Bias in 
Fair Value Prices:
Evidence from the Korean Bond Markets

Doyeon Kim (University of Hong Kong)
with
Daniel Aobdia (Pennsylvania State University)
Derrald Stice (University of Hong Kong)



Research Questions
• How does competition affect information content?

• Does an increase in competition among third-party specialists affect the bias in 
information?

• Are there any economic consequences of bias in information?
• How does the information bias affect liquidity?
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What are Bond Pricing Agencies?
• Three BPAs were established after the Asian financial crisis in the early 

2000s.

• Provide fair value prices of all OTC-traded financial securities on a daily 
basis to financial institutions.

• Intended to..
• increase the liquidity in the bond markets;
• better risk management;
• attract foreign investors by reducing uncertainty;
• evaluate performance of fund managers.
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Regulatory Environment
• All financial institutions that trade and hold financial assets are regulated to 

receive fair value prices from BPAs daily.

• What do financial institutions do with these fair value prices?
• Prices are used for bookkeeping, risk management, and for pricing funds.
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Entry of Fourth Bond Pricing Agency
• FN Pricing was established as a subsidiary of FN Guide in 2011.

• First started providing fair value prices in 2012.

• Barrier to entry is quite low.
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FnPricing vs. Other BPAs
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Conflict of Interest
• BPAs have incentive to provide more favorable prices to maintain their 

client base.
• BPAs have an investor-pays business model.
• Financial institutions can choose who to receive fair value prices from.
• Managers at the financial institutions are evaluated and compensated based on the 

end-of-month fair value prices.

• BPAs face legal, financial, and reputational costs in the case of mispricing.
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Hypothesis
• Bias in fair value prices may decrease with competition if BPAs:

• compete by providing more accurate estimates;
• are concerned about legal, financial, and reputational costs.

• Bias in fair value prices may increase with competition if BPAs:
• compete by providing more favorable prices.
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Research Design
• Employ a difference-in-differences research design by exploiting a unique 

setting of BPAs in Korea.

• Use the entry of the fourth BPA in an oligopolistic market as a shock to 
competition.

• Use the variation in the incentives of BPAs to bias prices at different 
periods of the month.

• Control group: Middle of the month yields.
• Treatment group: End of the month yields.
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Bias in End of Month Yields?
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Yields – Before and After FnPricing
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Regression Specification
• Issuer-level regression:

𝑌𝑌𝑖𝑖,𝑗𝑗,𝑡𝑡 = 𝛽𝛽0 + 𝛽𝛽1𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸ℎ𝑖𝑖,𝑗𝑗,𝑡𝑡 + 𝛽𝛽2𝑃𝑃𝑃𝑃𝑃𝑃𝑡𝑡𝑡𝑡 × 𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸ℎ𝑖𝑖,𝑗𝑗,𝑡𝑡
+𝛾𝛾𝑋𝑋𝑖𝑖,𝑡𝑡 + 𝛿𝛿𝑡𝑡 + 𝜆𝜆𝑖𝑖 + 𝜖𝜖𝑖𝑖,𝑗𝑗𝑗𝑗

• 𝑌𝑌𝑖𝑖,𝑗𝑗,𝑡𝑡 is the three-year yield from the term structure.

• Include issuer fixed effects, year-month fixed effects, and cluster at the 
issuer level.
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Sample
• Sample period

• October 2010 – September 2013.
• Three-year period centered around April 2012.

• Use the average 3Y yields of the existing three BPAs.

• Corporate bonds with investment grades.
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Data
• Infomax

• Corporate bond term structures.
• Corporate bond trades and issuances.

• KOSCOM
• Firm fundamentals for control variables.
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Result: Competition and Bias
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How do BPAs Bias Prices?
• Cross-sectional tests:

• Traded vs. not traded.
• Liquid vs. illiquid.
• Higher vs. lower credit ratings.
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Cross-sectional Analysis: Not Traded

• Bias is higher for issuers that 
are less traded at the end of 
the month.
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Cross-sectional Analysis: Liquidity

• Bias is higher for issuers that 
are less liquid at the end of the 
month.
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Cross-sectional Analysis: Credit Rating
• Bias is higher for issuers that have higher 

credit ratings at the end of the month.

• Bond with higher credit ratings are held by 
a larger number of financial institutions.

• BPAs try to bias bonds that are held by 
most of their clients.
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Economic Consequences: Liquidity
• If estimated prices are biased on the last day of the month, traders will 

have harder time agreeing on a transaction price on the first day of the 
following month.

• Regression specification:

𝑌𝑌𝑖𝑖,𝑗𝑗,𝑡𝑡 = 𝛽𝛽0 + 𝛽𝛽1𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹ℎ𝑖𝑖,𝑗𝑗,𝑡𝑡 + 𝛽𝛽2𝑃𝑃𝑃𝑃𝑃𝑃𝑡𝑡𝑡𝑡 × 𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹ℎ𝑖𝑖,𝑗𝑗,𝑡𝑡
+𝛾𝛾𝑋𝑋𝑖𝑖,𝑡𝑡 + 𝛿𝛿𝑡𝑡 + 𝜆𝜆𝑖𝑖 + 𝜖𝜖𝑖𝑖,𝑗𝑗𝑗𝑗

19



Results: Liquidity
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Robustness – Disagreement
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• Spread is calculated as the 
difference between the lowest and 
highest yield on a particular day.

• Difference is the difference 
between the average trade price 
and the fair value price provided 
by BPAs.

• The disagreement increases at the 
end of the month.



Robustness – Trading Activity
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• Individual bonds trade more at the 
end of the month.

• There is no change in the total 
volume traded.



Robustness – Distance to Default
• Calculate the expected default frequency 

(EDF) as the theoretical credit risk.

• Credit risk indicated by the yields provided 
by BPAs decrease relative to the EDF.
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Conclusion
• We examine the effect of competition on the reporting behavior of BPAs.

• Increased competition leads to increased bias in fair value prices.

• Liquidity drops as a result of bias in information.

• Provides policy implications to regulators.
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Thank you!
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