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1.  (10) Consider the following problem in the context of the model of dealers with asymmetric information. We observe the quotes at 10:00AM and then at 14:00 PM. In the meantime there were B buy orders and S sell orders (all of which are for the same amount of 100 shares). What is the informational content of such order flow? How should the quotes in the afternoon differ from the quotes in the morning depending on the values of S and B? I am looking for an intuitive answer. 

The change in quotes depends on the relative size of the sell and buy orders.  Let us assume that B>S, which means that more people bought shares. In the context of the model, each purchase is driven by either an uninformed person or an informed one. So each time a purchase occurs we update the probability that the valuation is higher. Similarly, when we see many more buys than sells, we do the same, so the quotes in the afternoon should be higher than in the morning. Similar arguments apply for other cases. 

2.  (10) Why is the tick size important? Describe the intuition and support it with an example.
Tick size is important for several reasons. Higher tick size reduces the ability o the price to reach its equilibrium level. Moreover, it introduces multiple equilibria in a dealer market, which may translate into a significant increase in the transaction costs. The example can be the NASDAQ case. 

3.  (10) It is relatively rare, but some companies did choose to go public via a direct offering to the public, some even on the WEB? Which companies, in your opinion, would find this route preferable to the conventional IPO through an Investment Bank, and why? 
Recall that IB offers two services: certification and marketing. The first one is the solution to the extreme information asymmetry problem between the owners and the market. IB reduces this asymmetry, because it is trusted by the market (reputation). Th marketing is imperative to place a large IPO in the hands of the investors.  IB costs are high, and increase (in % terms) as the size of the IPO goes down. So firms that do it themselves are likely to be small firms, yet at the same time they must be very transparent, so information asymmetry problem is small. 

4.  (10) Which dimension(s) of liquidity should market designers focus the most, in your opinion? (Hint: it may depend on the market, as different types of traders may prefer different dimensions). Be brief. 

There are many aspects of liquidity: bid-ask spread, depth, immediacy, etc. Small investors only care about the spread, since their trades can always be executed in a reasonable market. Large traders care more about the depth. All traders care about the immediacy, however some care much more. So the composition of the market should determine which features should the designer emphasize. 

5.  (10) Why is the municipal bonds market in the US so illiquid, while the government bonds market is very liquid? Why in Russia Moscow municipal bonds market is more liquid?

A liquid market is first an foremost characterized by a large interest in trading the security by non-speculative investors (those that have economic reasons other than speculation to trade the asset). Needless to say that US government bonds satisfy this criterion. Municipal bonds, on the other hand have many substitutes and there are over 1,000,000 of them (as opposed to less than 50 of the US government bonds). Consequently, each municipal bond is not liquid.

In Russia, the situation is different. There are few bonds of both types, and Moscow bonds may better represent the risk free ruble rate than the GKO, so they are more liquid (coordination).    

6. (10) What would be the change in dealer’s quotes following an arrival and an execution of a sell market order? Answer in the context of (a) the inventory model in a dealer market; and (b) the information asymmetry model in a dealer market. Explain the rationale.

After executing a sell order, dealers will lower their quotes. In the a) inventory model this would occur because the inventory of the executing dealer will rise, so he will lower the quotes. Other dealers will not. In b) the asymmetric information model, this will take place since sell order bring bad news, and all dealers will lower their quotes rather than only the executing one.    

7. (10) What is the role the bond rating agencies perform in various bond markets? What would be a comparable (similar) service in the equity markets and who provides it? 

In all bond markets (sovereign  - countries; municipal, and corporate) rating agencies provide information about the probability of default, i.e. estimate credit risk. These services are subject to enormous economies of scale and rely on reputation. In the equity markets analysts and IB provide similar services. 

8. (10) Describe the practice of “Payment for Order Flow” in the NASDAQ-listed stocks. What is its alleged effect on the market?

Payment for order flow is when a market maker (in NASDAQ or regional exchange) promises to broker payment per share for all (usually uninformed) order flow sent his way. This is a practice that relies on the fact that the bid-ask spread contains some profit margin, thus by increasing your order flow, you increase your profits. They assure the broker that all trades are executed at the best bid and ask prices. This practice leads to lower incentives for competition and higher spreads, which in turn leave even more profit margin. 

9.  (20) Certain traders must transact before the market closes, thus become more impatient towards the end of the day. Answer the following questions using the intuition derived from the Limit Order Book model discussed in class.

a) (5) How does the cost of immediacy change at the end of the day? Explain.

Some institutional and private investors must trade by the end of the day. When they still had not traded, they are more likely to submit market orders, which makes the market for immediacy before the end of the day less competitive. Spreads go up. 

b) (15) This market introduces a closing auction after the continuous trading phase. What is the effect on the cost of immediacy before the close? Be brief.

If a close auction is introduced, then these traders can always trade at the auction and thus they become less impatient at the end of the continuous stage. This increases the competition for the supply of immediacy before the close. Consequently, the immediacy cost – the spread is likely to decline. 
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