Trading and Exchanges

NES, Fall 2006

Prof. Eugene Kandel

Problem Set 
Due on Sept 26,2006
Answer the following questions very briefly. I appreciate typed answers.  
1. What is the main distinction between a Dealer and a Broker in financial markets; what is common between their functions?

2. What are the main reasons for trade and categorize them according to Harris? Which types fit naturally into the models discussed in class, and which don’t? 
3. Why do stock exchanges impose financial reporting requirements on the listed firms, sometimes in excess of what is required by regulation? 
4. Which individuals would you expect to be better dealers: very risk averse or mildly risk averse. Explain.

5. When every transaction is potentially informative (as in the dealer with asymmetric information model), ALL dealers should change their quotes after every trade. Is this correct? In reality they rarely do. Why? 
6. What would be the consequences of an introduction of a designated market maker into a pure limit order market? Would the effect differ between an actively traded and a rarely traded stock? 
7. Extend the inventory model to include a probability of both buy and sell order arriving simultaneously (in addition to equal probabilities of either buy or a sell order). What happens to the individual dealer’s spread when this probability grows? 

8. The Limit Order Book looks as follows (prices and quantities): 
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· How large is the Inside Spread?

· What would it cost for an investor to purchase 5 shares with a market order?

· What would it cost for an investor to purchase 15 shares with a market order?

· What would a sale of 15 shares with a market order yield?

· Present the book above after the execution of two market orders coming from the same trader (do not ask me why he does it): one is a sale of 10 shares, and another is a buy of 10 shares. How large is the Inside Spread now? How would you interpret the loss for the trader associated with this transaction? 
