Empirical Problem Set II

The Information Hypothesis

The reading list covers the basic hypotheses with regards to the role of asymmetric information.  The articles discuss how information considerations affect trading strategies of informed traders, and how market makers optimally respond to the fact that a subset of their customers might have information.  These dynamic trading strategies translate into hypotheses concerning patterns in intraday data.  Now it is your turn to try to test these hypotheses using the data for IBM. (NYSE) and Microsoft (Nasdaq).  

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

1. Information-based models make predictions for intraday patterns of volatility, volume, and trading costs.  Are these predictions borne out by the data for IBM and Microsoft?

2. What is the average cost of trading according to Roll’s (1984) measure for IBM and Microsoft?  How about using Glosten and Harris’ (1988) proposed measure?

3. The literature has suggested a number of ways of estimating the costs of trading.  Several methods try to estimate the order processing component, the inventory component, and the asymmetric information component separately.  Estimate these components based on your favorite variety for estimating trading costs.


4. Do you have any ideas for how to more accurately measure trading costs?

