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Motivation and Research Question

• Do banks use private information 
from lending relationships when 
prop trading?

• Well-know conflicts of interest in 
(universal) banking

− Key issue are info flows from commercial side 
to investment side 

− US: Long standing regulatory debate from 
Glass-Steagall Act to Volcker Rule

− EU did not ban prop trading, but relies on 
organizational solution
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What we bring to the table

• Analyze bank prop trading and relationship lending at very 
granular level

• Combine several large micro-level data sets from different 
supervisory authorities (2012-2017)

− Trade-level data reported by banks to Federal Financial Supervisory 
Authority (BaFin)

▪ 168 million trades (with volume of EUR 3.5tn)

− Detailed lending data from Deutsche Bundesbank (German credit register) 

▪ Universe of corporate lending exposures above EUR 1 million

− Comprehensive database on German firms’ corporate events

▪ 39,994 events on earnings & dividend announcements, guidance, M&A
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To fix ideas: An example from our sample

• Bank B builds up a large position in the [-7,-6] day window prior 
to firm F announcing its earnings

− EA yields positive abnormal return of around 5%

− B reduces its position after the event

− Realizes profit around €5m

• At the time, bank B was firm F’s main lender and recently 
granted a large loan to the firm

− Again, it is possible that the bank has expertise
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Research design: Computation of net purchases



Slide 6

Research design: Trading around corporate events

Bank-event level data set:

 NetPositionbe = β1 x Relationshipbe x Pose + 

   β2 x Relationshipbe + 𝛾e + 𝛾bs + 𝜀be

• NetPositionbe is defined as 
𝑠ℎ𝑎𝑟𝑒𝑠 𝑝𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑑 −𝑠ℎ𝑎𝑟𝑒𝑠 𝑠𝑜𝑙𝑑

𝑠ℎ𝑎𝑟𝑒𝑠 𝑜𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔
× 10,000 by bank b in 

firm f during [-14, -1] day window prior to event e (Griffin et al. 2012 RFS)

• Relationshipbe = 1 if bank is largest lender or has loan share > 25%

• Pose = 1 if market-adj. return of firm f in [-1, +1] around event is positive

• Fixed effects: Each corporate event (𝛾e) and bank x industry (𝛾bs)
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Base results 

➢ Expertise matters most for scheduled events (e.g., EA)
➢ Study unscheduled events (e.g., management forecasts, profits warnings)

➢ Stronger effects before unscheduled events (pos and neg)
➢ Remarkable as these events are harder to anticipate

➢ Effects are stronger for “bigger” news (or surprises) – also M&A events
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Net positions over time

➢ Mapping out for unscheduled E-related events w/ bigger news (>2%):

➢ Net purchases (or sales) shortly before events and reversal afterwards
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Trading in the “right” direction: Suspicious trades

➢ Suspicious trade: Trading in right direction before and after for 
positive or negative event
➢ For all banks, baseline prob is pushed from 25% to 25.8%

➢ Relationship banks increase this prob by 6.2pp (to 32%)
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Profitability of relationship trading

• Compute in the same way banks manage their trading desks

− MTM daily positions:

− Average (median) sample bank maintains 5 (10) relationships in a given quarter
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Relationship trading vs. bank expertise

➢ Expertise should be longer-lived; info flows depend on relationship
➢ Trading effects are in “sync” with bank relationship
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Third-party events

• News events that pertain to firm 1 with lending relationship and 
another third party (firm 2) 

• Bank has no relationship with firm 2
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Trading in third-party events

➢ Banks trade in “right” direction ahead of events of other firms that 
involve one of their borrowers

➢ No effect for other events of the same third-party (difficult to explain 
with expertise)
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Indirect Channel: Risk management

• Central risk management requires info from both the lending and the 
investment side of the bank (“above the wall”)
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Direct Channels / Flying under the radar?

• Supervisor more likely to scrutinize large trades & events with 
large returns

− Banks built up “suspicious” positions with many small trades

− Holds with bank-firm FE, so trading pattern changes when rel. bank

− All the action in medium return size events (2-10%)

▪ No effects for events with very large returns (>10%)

• What about market participants?

− Counter-party is known in the OTC markets

− Have granular intra-day data can estimate price protection in OTC market 
for same stock-event pair relative to exchange (RB vs. non-RB)

− Find relationship banks obtain worse prices in OTC (others are aware)

− Banks respond by building positions on exchanges rather than OTC market
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Conclusion

• Banks engage in profitable prop trading ahead of corporate 
events when they are the main lender

• Evidence is strongest for events that should be harder to 
anticipate (e.g., unscheduled profit warnings, M&A)

• Main take-aways

− Combining large data sets can uncover unusual trading patterns

▪ Could improve supervisory practices

▪ One motivation for FINRA’s Consolidated Audit Trail

− Information flows within universal banks, despite ethical walls

− Risk management is a source of these flows 



Thank You
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Assessing magnitude of informed trading

• Assessing economic magnitude is tricky

− Banks are unlikely to have private info for every event

− Event trading captures only a fraction of trading profits  

• Action could be in the tails

− Winsorize net purchases, so results describe systematic trading patterns

− Aggregate: Relationship trades contribute 14% of total event trading profit, 
even though corporate events with relationships account for only 1% of all 
bank-event combinations 

• Gauge expertise relative to trading at random

− Evaluate how often banks trade in the “right” direction
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Descriptive evidence on banks’ prop trading

• Event stats:

− For about 98% of the events at least one bank prop trades in pre-window

− Prop trading can be sizeable relative to daily trading volume

− On average 9 out 47 sample banks, prop trade for a given event

− 19% of the bank-event combinations have non-zero positions

• Net positions built ahead of the events:

− Median positive (negative) net position is 0.27bp (-0.24bp) of shares outst.

▪ Banks’ net positions are sizeable but small relative to market cap

− Banks’ net positions are large relative to their holdings in prior quarter

▪ Net position built is larger than prior holding in 33% of cases

− In 25% of all cases, bank builds a position but had no prior holding
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Institutional background

• Insider trading is prohibited in EU

− But there is a grey zone

• MAR (Art. 9) lists exceptions when trading even in the presence 
of inside information is permitted: e.g.,

− Legal person (bank) has inside info but adequate and effective internal 
arrangements prevent natural persons (traders) from using it

− In the normal course of market making

− To discharge an obligation incurred before info was obtained

− To facilitate certain capital market transactions (e.g., M&A)

• Regulation relies on effective organizational structures (walls)

− Structures apply also to individuals on “public side” for broker-dealers
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Information flows: New loans

➢ Effect increases when rel. bank recently granted a new loan
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SEC Staff Summary Report
• Examination of ethical walls and organizational info barriers at U.S. broker-dealers

− Programs that exist at broker-dealers to protect against the misuse of material nonpublic information 
(“MNPI”)

− Broker-dealers may receive MNPI regarding their clients and market events as part of their business 
operations

− Broker-dealers classify business groups as “public-side” or “private-side”

▪ Latter has routine access to MNPI; 

▪ Sales and trading is on public side

• Findings:

− Significant amount of interaction between groups that have MNPI and groups that have sales and trading 
responsibilities occurred on an informal (undocumented) basis

▪ High frequency of the discussions and the absence of documentation may make it difficult to trace any 
inadvertent (or even intentional) disclosures that may occur

− At some broker-dealers, senior executives, referred to as “above-the-wall,” received MNPI with no related 
monitoring or restrictions

▪ Raises serious concerns about the ability of broker-dealers to guard adequately against misuse of MNPI 
in firm and customer trading

− The staff identified gaps in oversight coverage at most broker-dealers, although such gaps differed
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Risk Management as a Pathway: Regulatory Approach

➢ RelAIRB (RelFIRB) means that the relationship bank applies the 
advanced (foundation) IRB approach to a borrower 

➢ Effect concentrated on cases where banks risk management 
possesses most information 
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Relationship Trading – Mapping out Estimates over 
Time
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Descriptive Statistics
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Descriptive Statistics (Continued)
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Supervisory Radar: Trade Frequency
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Supervisory Radar: Event Return
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Relationship Trading Around M&A Events
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Price protection against relationship banks 

➢ Counterparty observable in OTC trades

➢ Higher (Lower) Price charged when selling to (buying from) a 
relationship bank
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Response to price protection

➢ Relationship Banks are more likely to build up their net positions on 
exchanges rather than OTC
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Return Paths Around Selected Event Categories
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Prop Trading over Time
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Probability of Trading in the Right Direction
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Mapping out Bank Trading Around Corporate 
Events
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Panel Analysis at the Bank x Event x Time Level
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Option Trading and Client Trading
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