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Abstract:

In financial markets, professional traders leverage their trades because it allows to trade larger positions with less
margin. Violating margin requirements, however, triggers a margin call and open positions are automatically
covered until requirements are met again. What impact does margin trading have on the price process and on
liquidity in financial asset markets? Since empirical evidence is mixed, we consider this question using
experimental asset markets. Starting from an empirically relevant situation where margin purchasing and short
selling is permitted, we ban margin purchases and/or short sales using a 2x2 factorial design to a allow for a
comparative static analysis. Our results indicate that a ban on margin purchases fosters efficient pricing by
narrowing price deviations from fundamental value accompanied with lower volatility and a smaller bid-ask-
spread. A ban on short sales, however, tends to distort efficient pricing by widening price deviations accompanied
with higher volatility and a large spread.
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