	Empirical Exercise I:

The Inventory Hypothesis


The reading list covers the basic hypotheses with regards to the inventory of dealers, their quote behavior and their propensity to take trades. Now it is your turn to try to test these hypotheses using the data for Calor Group. Calor Group is in the Oil and Gas Industry, and had a market cap of £304.3 million as of March, 1992. It's minimum quote size (NMS) is 10,000 shares. Calor Group stock had 7 market makers during our sample period, and you have access to both trade and quote data for 1991.
Note that the quote data is missing for January 1-14, and October 1-14.
 Also, the trade data is spotty or missing for January 17-21. This will only affect how you try to compare trades and quotes. As far as calculating inventory positions, you can disregard the fact that some dates are missing.

Your tasks are to provide answers supported by the data to the following questions:

1.
The models we have studied predict that each market maker's quoted spread will be the same as long as they have the same risk aversion and same beliefs concerning the volatility of the stock. Do Calor Group market makers post the same spreads? Does this mean that they all have the same risk aversion and beliefs concerning volatility? Why? Why not?

2.
It would seem reasonable that the market maker who is posting the best prices will attract the order flow? It this true for Calor Group? What reasons do you suspect might account for orders by-passing the market maker with the best prices? Do all customers get best execution?

3.
Calculate the inventory position in terms of shares for each market maker by cumulating the trades they take as principal (PM). In this calculation, you should include A,E, T, and U trades. Do not worry about the S (stock loans) for now. Are market makers controlling their inventory? In what way? (What kind of trades are they using to manage their inventory?) What are the main characteristics of the inventory patterns? Why do you think that the inventory patterns are different?

4.
Models of dealer markets suggest that each dealer's quotes will be a function of their inventory. How would that manifest itself in the data? Do the predicted patterns hold true for the market makers in Calor Group?

� Dates are given as month=21, day=14 for January 14, month=32, day=31 for December 31.





