1. What is the main distinction between a Dealer and a Broker in financial markets; what is common between their functions?

Brokers are agents who arrange trades for their clients they can also provide financial advisory services.

 Dealers in the financial markets supply liquidity to their clients who want to buy and sell trading instruments. They buy when their clients want to sell, and they sell when their clients want to buy.

The main distinction between a dealer and a broker is that a dealer provides immediacy and a broker does not. 
Here is four problems buyers and sellers face when they trade:

1.   Buyers/sellers may not know about each other

2. Buyers/sellers may not know the relevant price 

3. Sellers may have informational advantage 

4. Sellers and buyers arrive at different times 

Common features: A dealer and a broker usually solve first three problems (a dealer also solves the last one). 

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?

Different groups of agents trade for different reasons: 

	Trade type
	Reasons to trade

	Investors
	To move wealth from the present to the future for themselves or for their clients

	Borrowers
	To move wealth from the future to the present

	Hedgers
	To reduce business operating risk

	Asset exchangers
	To acquire an asset that they value more than the asset that they tender

	Gamblers
	To entertain themselves

	Profit-motivated traders
	To gain profit from their trades

	Futile traders
	Expect to profit but on average they go bust


In CAPM model it is assumed that agents have full information which makes it impossible for profit-motivated traders to make money on uninformed traders. In this model there can’t be any uninformed traders as well as gamblers and futile traders. Types that fit naturally into the model: investors, borrowers, hedgers. 
3. Why do stock exchanges impose financial reporting requirements on the listed firms, sometimes in excess of what is required by regulation? 

Stock exchanges impose financial reporting requirements in order to make market more transparent which helps to protect investor’s interests. Sometimes financial reporting imposed on listed firms is in excess of what is required by regulation because government regulation sometimes can prove to be inefficient due to poorly informed legislators. So it’s reasonable to allow experts who are more familiar with the market and its problems to regulate it. 
In the case of financial fraud that may provoke public outcry (Enron) government regulation tends to overreact and impose tight restrictions that prevent markets to function efficiently. So it’s better for exchanges to impose financial reporting requirements themselves than wait for rough government’s regulation. 
4. Which individual would you expect to be better dealers: very risk averse or mildly risk averse? Explain.

Let’s consider Inventory model. The dealer’s spread in Inventory model is:   Amin - Bmax = zs2X
The greater is z the more dealers are risk averse and the greater is dealers’ spread. The greater is dealers’ spread the lower is trading activity. If dealers are very risk averse then they will be trading rarely and they won’t be able to provide liquidity. 
Dealing can be quite risky so successful dealers tend to be traders who tolerate risks well and they get appropriate compensation when forced to bear large risks. I think that mildly risk averse individuals would be better dealers.
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?

In the case of asymmetric information every transaction is potentially informative so taking into account new information dealers should change their quotes after every trade. 

In reality there is a minimum price increment (tick) which is the smallest amount by which a trader may improve a price. The effect of the tick on price competition varies by tick size. So there is a cost of changing price which prevents dealers from changing price after every transaction.
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.

·  How large is the Inside Spead?

· 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?

· After the execution of two market orders coming from the same trader: 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? 

·  Inside Spread of market is $0.5

· Buyer will buy from ask $11.5 offer 5 shares. Totally: 57.5 for 5 shares.

· Buyer will buy from ask $11.5 offer 10 shares, and 5 share from $12 ask offer. Totally: 57.5 for 5 shares. Thus we have: $11.5*10 + $5*12 =  $175.  He paid ($175/15) =  $11.67 per share.

· Seller will sell to $11 request 5 shares and to $10.5 request 10 shares. Totally he/she will gain $11*5 + $10.5*10 = 160$. It is $10.67 per share. 

· He buys them for $11.5 per share and sells them for $10.75 per share. Totally he loses $7.5 ($0.75 per share).

Trader in this case is paying for immediacy. 







