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Active traders, 139-140
Adaptive valuations, 311, 327, 337-338
Adjustment costs, 136-142
Adjustment path, 64
Administered prices, 148, 253,
264-268, 285
Aggregation:
description of, 81
from individual demands to market
demand, 97-98
from individual trade curves to
market curves, 113-116
Aggressive quotes, competition by,
278-280
Algorithmic trading;:
conceptual foundation for, 326-327
description of, 324-325, 367
intraday volatility and, 330
Allocation efficiency, 293, 295-25%
Alternative Trading Systems (A T7), 392
American International Gioun (AIG),
333, 338, 341
Analysis:
based on fundamieniarinformation,
308
dynamic and static, 64
long-run and short-run, 14-15
marginal, 15-18
of supply propensities of industry,
applicability of, 230-231
See also Demand-supply analysis of
markets; Technical analysis
Antitrust regulation, 399-400
Arbitrage, regulatory, 358
Arbitrage trading, 139, 331
Arc elasticity, 130
Archipelago ECN, 356, 392
Architecture, definition of, 5

Index

Ask quotations, 138
Assumptions:

of CAPM, 121-122

theory and, 5
Asymmetric information and market

failure, 299-300, 337

ATS (Alternative Tradirg Systems), 392
Auto manufacturers, 341
Automation, impa<t of, 363-368
Average cost curves, 197-200, 201-205
Average fixed costs, 200-201
Average rick premium, 52

Back sfhce crisis, 371-372
Railoat programs, 339
bhandwagon effect, 124-126
Barriers to entry to monopoly power,
257
Baruch, Bernard, 332-333
BBO (best bid and offer), 138
Behavioral economics, 329-330
Bernstein, Peter, 143
Best execution criteria, 383-386
Best profit output, determining,
206-208
Bid-ask spreads:
in competitive dealer markets,
277-278
description of, 138, 140
in order-driven markets, 154-155
as price of dealer services, 272
in securities markets, 180-183
Bid quotations, 138
Bids, 154
Block markets, 164
Book building, dynamics of, 271
Books, 154. See also Limit-order books
Brand, and competition, 282
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Budget constraint:
capital market line compared to,
56-57
in consumer choice model, 29-31, 39
isocost line compared to, 190
Buttonwood Tree Agreement, 386
Buy curves, 111-116, 174-175
Buy-side players, 149

Call auctions:
description of, 127
large traders’ dilemma and, 270-271
in order-driven markets, 160-163
strategic order placement in, 174-176
Capital Asset Pricing Model (CAPM):
demand and supply analysis and,
117-122
description of, 58-59
homogenous expectations and, 310
market efficiency and, 312
perfectly liquid environment and, 143
Capital market line, 54-58
Cap size, 233-234
Cardinal numbers, 31
Ceteris paribus concept, 11-13
Charting/chartists, 316, 324-325
Clearing price, 162-163
Collateralized debt obligatioiic; 334
Commissions, fixed, 378-:383
Commodities Futures Trading
Commission, 2,3
Comparative statice:
current consumption, future
consumption trade-off and, 67-70
description of, 15, 64
risk, return trade-off and, 70-73
X, Y trade-off and, 64-67
Competition:
duopolistic, 268-270
in equity markets, 270-281
free markets and, 7, 9
government intervention and,
399-401
imperfect, 242, 260-270, 285
large traders’ dilemma, 270-271

monopolistic, 260-263, 399-400
NYSE and, 282
oligopolistic, 263-270
overview of, 241
price and, 281-282
in regulation, 358
See also Monopoly firm; Perfect
competition
Competitive dealer markets, 277-281,
347-350
Competitive structure of dealer markets,
224-225
Complements, 90-96
Computerized trading, 304-305
Constant returns to scale, 187
Consumer choice nioael:
budget constraini, 29-31
current corsusniption, future
consminp:ien trade-off, 35-43
descripfion of, 28-29
itid fference curves, 31-33
opiimal resolution of X, Y trade-off,
33-34
risk, return trade-off and, 43-63
X, Y trade-off, 28-34
Consumer surplus, 166-168, 248
Consumption, as flow variable, 36-37.
See also Current consumption,
future consumption trade-off
Contestability/contestable markets, 257
Continuous-order-driven markets,
153-160,173-174
Contract curves, 297
Convexity of indifference curves, 60
Coordination of orders, 145-146
Corporate equities, 3
Cost control, and dealer markets,
225-226
Cost curves:
average cost, 197-200, 201-205
average fixed costs, 200-201
dealer markets, 226-228
for firms in competitive industry, 243
long-run and short-run, 187, 201-205
long-run total, 193-195
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short-run total, 195-197
See also Marginal cost curves
Costs:
execution, 137, 140-142
explicit, 137
fixed and variable, 13-14
of ignorance, 218-219, 222
market maker, 218-219
of trading, 137-142
of unbalanced inventory, 218,
221-222
See also Cost curves
Covariance, 118-119, 120-121
Creative destruction, 336-337
Credit default swaps, 334, 339
Crossing orders, 154
Cross-price elasticity of demand, 86,
90-96
Current consumption, future
consumption trade-off:
budget constraint, 39
comparative statics and, 67-70
description of, 35
income and consumption patterns,
36-37
indifference curves, 39-40, 42-43
interpretation, 40-43
price of current versus future
consumption, 37-39
Customers, segmentaticn of, and price
discrimination. 252256

Deadweight loss, 247-249, 263, 277
Dealer markets:
cost curves, 226-228
description of, 215-216
dynamic inventory control,
223-224
dynamic pricing, 221-223
externalities and supply of services,
228-230
market maker operations, 216-219
oligopoly and, 272
output and cost control, 225-226
pricing models, 219-221

structure of, 149-153, 224-225,
277-281
Decisions of representative consumers,
82-84
Decreasing returns to scale, 210
Demand:
cross-price elasticity of, 90-96
effective compared to wishful, 11
elasticity of, 117-122
to hold shares of risky asset, 99-100
income elasticity of, 86, 87-88
intersection with supply, 104-105
own price elasticity of, 88-90
Demand curves:
aggregate market, 141-142
description of, 87
from individua! to market, 96-99
investor’s, for risky asset, 100-102
kinked moaz1; 264-267
for moropolistically competitive firm,
242263
of monopoly firm, 250-251, 259
crdinary and reservation, 165-166
of price-discriminating monopolist,
255
short-run versus long-run, 134-135
as tool of economic analysis, 12-13
for X, 84-86
Demand functions, 85
Demand-supply analysis of markets:
for risky assets, 109-112
for X, 102-108
Demutualization of exchanges, 355-357
Deutsche Borse, 4, 356
Diseconomies of scale, 187, 194-195
Dissemination of information, dynamic
efficiency of, 320-322
Divergent expectations, 57, 147-148,
310-311
Divergent valuations, 327
Diversifiable risk, 118, 218
Dividend discount model, 326-327
Dodd, David, 331
Dollar size of spreads, 218
Dollar strength of opinion, 319
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Duopoly, 263-264, 268-270

Dynamic analysis, 64

Dynamic efficiency of information
dissemination, 320-322

Dynamic environment, and monopoly
power, 256

Dynamic equilibrium, 15

Dynamic inefficiency, 321

Dynamic inventory control,
223-224

Dynamic pricing policy, 221-223

Dynamic programming model, 222

ECN (Electronic Communications
Network), 392
Ecologies, equity markets as, 11,
400-401
Economic rents, 245-247
Economies of scale:
average costs and, 200
dealer services and, 228-230
description of, 187
exploitation of, 194-195
monopoly firm and, 256-260
as technological property of
production function, 259
Economies of scope, 258
Edgeworth box, 296

Efficiency of markets, see Ii:formational

efficiency; Marketefficiency; Price
discovery efficicac;
Efficient MarkevHyvothesis (EMH),
322-325, 331,332
Elasticity:
arc, 130
of demand for stocks in portfolio,
117-122
description of, 18-19, 81
of income, 87-88
market demand curve and, 98-99
as measure of responsiveness, 86—87,
99
monopolist and, 252
own price, 88-90
supply, 103

Electronic Communications Network
(ECN), 392
Electronic trading platforms, 356
EMH (Efficient Market Hypothesis),
322-325, 331, 332
Envelope curves, 204, 205
Equality on margin, 231
Equilibrium:
definition of, 15
information-gathering/-production
and, 317-318
of market, 112-116
in market for shares of risky asset,
109-112
monopolist and, 252
under monopoligtic competition,
261-262
in monopc'y dealer market, 273-277
Nash, arolications of, 268-270, 271
oligopoly and, 264-268
per‘ect competition and, 242-244
an’que, 297-298, 328
Sgailibrium in market for X:
intersection of demand and supply,
104-105
regulatory intervention and, 105-108
supply curve of X, 102-103
Equilibrium prices, discovery of in
competitive markets, 347-350
Equity markets:
best execution criteria and, 383-386
competition in, 270-281
description of, 3, 132-133
as ecologies, 10-11, 400-401
electronic technology in, 365-368
fixed commission structure and,
378-383
implicit collusion and, 391
informational efficiency and, 306
largest of, 4
large traders’ dilemma, 270-271
as networks, 258, 328
as nonfrictionless, 145
off-board trading restrictions and,
386-391
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penny prices in, 280-281, 393-395
quality issues in, 397-401
regulation of, 375-397
trade-through rule and, 395-397
trading costs, 137-142
trading in as adjustment process, 137
See also Dealer markets
European Commission, Markets in
Financial Instruments Directive,
390-391
Exaggerator category of investors, 315
Excess returns, 245, 246
Exchange-based trading, 365
Exclusivity, and monopoly power,
257
Execution costs, 137, 140-142
Existing information set, and
informational efficiency, 312-313,
314
Expansion path, 191-193
Expectations:
divergent, 57, 147-148, 310-311
homogenous, 57, 121, 310
information and, 305-310
Expected average cost, 226-227
Expected marginal cost, 226-227
Expected number of transactions.
227-228
Expected return, risk, and return
trade-off, 53-54
Expected utility, 28-25562, 176
Explicit costs, 137
Ex post regret, 219
Externalities:
market failure and, 301, 338
supply curves of firms and, 211-212,
228-230
See also Network externalities
Extramarginal firms, 245

Factors of production, 3, 189,
293-294

Fails to deliver, 372

Fair bets, 46

“Fairness” argument, 400

Federal Deposit Insurance Corporation,
377
Financial capital, 294, 335
Financial Services Authority (FSA,
U.K.), 384-386, 409
Financial turmoil of 2007-2009, 9,
333-341
Fish, optimal schooling behavior of,
234-237
Fixed commission structure, 378-383
Fixed costs, 13-14
Flat inventory position, 152
Flow-dimensioned demand, 137
Flow variables, 29, 36-37
Free market stance, 6-<.0,-105
Frictionless markets:
description of,5-5, 20-21
informatios and, 306
monopely gealer model, 276
See alsc: Nonfrictionless markets
Friciions problem, generality of,
241-343
7S (Financial Services Authority,
U.K.), 384-386, 409
Fundamental information, 307-310

Gains from trading, 164-165
Game theory, noncooperative,
268-269
Gathering information, and
informational efficiency, 313-318
Glass-Steagall Act, see Securities Act of
1933
Goldman Sachs, 333-334, 338
Good or service (X):
market efficiency for, 322-325
ordinary and reservation demand
curves for, 165-166
production function for, 188-193
short-run demand and supply for,
133-135
See also Equilibrium in market for X
Governance structure of exchanges,
355-357
Government bailout programs, 339
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Government regulation:
caveats for, 397-401
of financial markets, 355
problems with, 373-375
self-regulation and, 359-360

Graham, Benjamin, 331

Great Depression, 375-376

Herding, 125

High frequency data, 331-332

Homogenous expectations, 57, 121, 310

Honesty as regulatory goal for securities
markets, 370-371

Ignorance, and financial turmoil of
2007-2009, 334-335
Immediacy:
common price charged for, 224-225
market maker firms and, 272
as product, 217
Imperfect competition:
description of, 242,285
monopoly, 260-263
oligopoly, 263-270
Imperfect information:
government regulation and, 375
market failure and, 299-300, 327
Implicit collusion, 391
Income, as flow variable, 36-57
Income effect, 66, 67
Income elasticity of deivand, 86,
87-88
Income expansion path, 87, 88
Indicated clearing price, 162-163
Indifference curves and allocation
efficiency, 295-297
Indifference curves in consumer choice
model:
current consumption, future
consumption trade-off, 39-40,
42-43
risk, return trade-off, 60-62
X, Y trade-off, 31-33
Industry, definition of, 249-250
Inelastic responses, 142

Inertia in dynamic environments, and
market failure, 303-305, 340
Inferring informational change from
prices, 314-316
Inflection points, 199-200
Information:
as factor of production, 293-294
imperfect and asymmetric, 299-300,
337,375
monopoly on, 376-377
stock prices and, 330-333
types of, 307-310
Informational accuracy, 318-320,
322
Informational efficiency:
description of, 395-307, 322
dimensions of, 293, 311-322
existing inforimation set and,
312-313. 214
inforination-gathering/-producing
activities and, 313-318
res: of, 322-325
Information economics, 306
Initial public offering (IPO), 3—4
Inside information, 308-309, 321, 370,
376-377
Inside spreads, 138,278, 280
Interdealer trading, 229, 272
Interdependent valuations, 311
Intermediaries, 149, 356
Interrelated utility functions, 76
Intraday volatility, 330
Intramarginal firms, 245
Inventories, of dealer firms,
275-276
Inventory bounds, of dealer firms, 225
Inventory control mechanisms, 152,
223-224
Investing compared to trading, 10
Investors:
behavior of, 326-327
categories of, 315
efficiency and aggressiveness of,
320-321
value of information bits to, 316-317



02/26/2010 13:12:48  Page 437

Index

437

IPO (initial public offering), 3—4

Irrational behavior and market failure,
300, 337-338

Isocost lines, 190-193, 232

Isoquants, 189-193, 232

Jobber’s turn, 217
Kinked demand curve model, 264-267

Labor contracts, 341-342
Legal frameworks for exchanges, 359
Lehman Brothers, 333, 335, 337,
340-341
Limit-order books:
for call auctions, 160-161
for continuous markets, 155
for order-driven markets, 154,
158-159
Limit orders, 24-25, 138, 155-156
Liquidity:
customers motivated by, 273
definition of, 4, 131, 141-142
financial capital and, 294
financial turmoil of 2008 and, 339
market structure and, 146-147
order coordination and, 145-14¢
perfectly liquid environmetits
143-144
in real environments;144-145
supplemental, 217
Logarithmic rett/ns, 49
London Stock Exchange, 4, 356
Long positions, 138
Long-run analysis, 14-15
Long-run cost curves, 187,201-205,
211-212
Long-run supply curves, 134-135, 209
Long-run total cost curves, 193-195

Macro markets, definition of, 1
Madoff, Bernard L., 371

Malkiel, Burton, 324, 331

Maloney Act Amendments, 361, 377
Marginal analysis, 15-18

Marginal cost curves:
description of, 197-200
in long-run and short-run, 201-205
for monopoly firm, 259
for oligopoly, 267-268
as supply curves, 213-215
Marginal firms, 245
Marginal rate of substitution, 33
Marginal rate of technical substitution
(MRTS), 190191, 192
Marginal revenue curves:
of monopoly firm, 250-251
no-response and perfect response,
265,267
of price-discriminating monopolist,
255
Marginal risk prémjum (MRP), 53,
62-63
Marketabl¢ litait orders, 156
Market-a:chitects, 1-2
Maiket bid-ask spreads, 138, 140
Mauarket demand curves, 97-99
Azrket efficiency:
allocation efficiency, 295-298
for broker/dealer services, 371-372
CAPM and, 312
financial turmoil of 2007-2009 and,
333-341
information and, 330-333
overview of, 293-294
for price discovery, 373
test of, 322-325
See also Informational efficiency;
Price discovery efficiency
Market failure:
conditions of, 299, 337-341
externalities and, 301, 338
imperfect and asymmetric
information and, 299-300, 337
irrational behavior and, 300,
337-338
moral hazard and, 302, 339
network externalities and, 301-302,
338-339
as partial or complete, 298-299
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Market failure (continued)
principal-agent problems and,
302-303, 339
public goods and, 303, 339-340
short-run myopia and, 300-301, 338
systemic risk and, 305, 340-341 elasticity, 18-19
technological inertia and, 303-305, equilibrium, 15
340 fixed and variable costs, 13-14
Market impact, 140-141 free market stance and, 6-10
Market information, 307 long-run and short-run analysis,
Market maker firms: 14-15
costs of, 218-219 marginal analysis, 15-18
dealer firms as, 278-280 market microstructure and, 4-5
operations of, 272-273 maximum, minimum, and optimum,
revenues of, 217-218 19-20
services of, 216-217 reality and, 2-3,20
Market makers, definition of, 149 Micro markets:
Market microstructure, 4-5, 133 definition cf,
Market orders, 138, 155-156 driving forces in, 27
Market risk premiums, 51-52 forces thaping, 353
Markets: reg ilation of, 354

Maximization of expected utility, 28-29
Mean, 49
Microeconomic theory:
ceteris paribus concept, 11-13
competition and, 9-10

complexity of, 1-2

as ecologies, 10-11, 400-401

as fragile, 335

functioning of, 6-10

macro, 1

over-the-counter, 361

primary and secondary, 3-5

reengineering of, 369

segmentation of, ana-orice
discrimination, 252-256

types of, 1

See also Equity markets; Frictionless
markets; Market structure; Micro
markets; Nonfrictionless markets

Market structure:

continuous-order-driven markets,
153-160

description of, 148-149

government involvement with,
398-399

liquidity and, 146-147

negotiated (block) markets, 164

quote-driven (dealer) markets,
149-153

See also Equity markets
Models:
dividend discount, 326-327
monopoly dealer, 273-277
normative and positive, 82
pricing, in dealer markets, 219-221
See also Capital Asset Pricing Model;
Consumer choice model
Momentum effect, 125
Monopolistic competition, 260-263,
399-400
Monopoly dealer model, 273-277
Monopoly firm:
barriers to entry and, 257

best profit price and output, 250-253

definition of, 7

industry, definition of, 249-250

natural monopolies, 257-260, 284

price discrimination and, 253-256

problems with, 256-257
Monopoly on information, 376-377
Monopsonist/monopsony, 274, 275
Moral hazard and market failure, 302,

339
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Mosaic Theory, 309

MPR (marginal risk premium), 53,
62-63

MRTS (marginal rate of technical
substitution), 190-191, 192

Naked shorts, 138
Nasdaq Stock Market, 4, 356, 361-363
Nash equilibrium, 268-270, 271
National Market System (NMS),
395-396
Natural monopolies, 257-260, 284
Negative externalities, 301
Negotiated (block) markets, 164
Network externalities, 258, 301-302,
338-339
Networks, properties of, 328
New York Stock Exchange (NYSE
Euronext):
branding of, 282, 357
description of, 4
fixed commission structure and, 379
Hybrid Market system, 365
Nasdaq and, 362
off-board trading rule of, 386-391
order-consolidation rule of, 368-369
privatization of, 356
19¢.3 stocks, 387-388
NMS (National Market Systern),
395-396
Noncooperative gam= Uieory, 268-269
Nondiversifiable “1s);218
Nonfrictionless markets:
competition and, 282
description of, 5-6, 131, 176-178
monopoly dealer model, 276-277
price discovery efficiency and, 330
as reality, 147-148
See also Equity markets; Frictionless
markets
No response demand curves, 265, 266
No response marginal revenue curves,
265,267
Normative models, 82
Number of shares outstanding, 116

Off-board trading restrictions, 386-391
Offers, 154, 216
Oligopoly:
administered prices, multifirm
equilibrium, and, 264-268
characteristics of, 263-264
dealer markets and, 272, 277-281
duopoly, 268-270
“One quantity” assumption, 170-172
On the margin:
current versus future consumption
and, 4041
making adjustments, 15-18
Opinion, dollar strength of, 319
Opportunity costs, 145-141
Optivar trading corapany, 367-368
Order-driven malkets, 153-160,
173-174
Order flow, trading, 218, 330
Order Fianaiing Rules, 392
Order placement strategy, 170-176
Orders:
attributes of, 146
coordination of, 145-146
crossing, 154
limit, 24-25, 138, 155-156
market, 138, 155-156
scaled, 171
Ordinal numbers, 32
Ordinary buy curves, 174-175
Ordinary demand curves, 165-166
Output, and monopoly firms, 250-253,
256
Overshooting, 338
Over-the-counter (OTC) markets,
361
Own price elasticity of demand, 86,
88-90

Passive traders, 139-140

Patents, 257

Path dependency, 328-329

Penny prices, trading in, 280-281,
393-395

Percentage spreads, 217
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Perfect competition:
deadweight loss and, 247-249
description of, 242
models of, 7
no-profit, long-run, equilibrium
solution, 242-244
profits, economic rents, and, 244-247
Perfect complements, 93-95
Perfect response demand curves, 2635,
266
Perfect response marginal revenue
curves, 265, 267
Perfect substitutes, 93-95, 120
Periodic call auctions, strategic order
placement in, 174-176
Philanthropy, 76
Ponzi schemes, 370-371
Positive externalities, 301
Positive models, 82
Preferencing, 273, 278, 279-280
Price:
administered, 148
as competitive variable, 281-282
of current versus future consumption;
37-39
of dealer services, floor under,
280-281
importance of, 241
as important variable, 12
indicated clearing price. 162-163
inferring informau.o1:4l change from,
314-316
informational accuracy of, 318-320,
322
interference in free setting of, 132
monopoly firm and, 250-253, 256
as rationing variable, 116
reservation price, 169-170, 176
responses to change in, 136-137
socially desired, 260
See also Price discovery; Price
discovery efficiency
Price controls, imposed, 106, 260
Price discovery:
in competitive markets, 347-350

description of, 132
divergent expectations and, 311
liquidity and, 144-145, 146
quality of, as regulatory focus, 373
in quote-driven markets, 150-152
Price discovery efficiency:
behavioral economics and,
329-330
description of, 322, 325-326
investor behavior and, 326-327
three punchlines to story, 328-329
Price discrimination, and monopoly
firms, 253-256
Price elasticity, see Liquidity
Price improvement, 272-273
Price priority, 279
Price setters, 7
Price takers, 7
Price theor, {6
Price vanation, 154
Price volatility, 50
Priciig models in dealer markets,
219-221
Primary markets, 3-5
Principal-agent problems and market
failure, 302-303, 339
Prisoners’ Dilemma, 268-269
Private goods, 303
Private information, 309-310
Privatization of exchanges, 355-357
Producer surplus, 170, 248-249
Producing information, and
informational efficiency,
313-318
Production function:
economies of scale and, 259
for X, 188-193
Profit output:
determining best, 206-208
for monopoly firm, 260
for oligopoly, 267-268
Profits:
economic function of, 247
economic rents and, 244-247
perfect competition and, 242-244
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Propositioned limit orders, 138
Public goods and market failure, 303,
339-340
Public information, 308
Public policy:
caveats for, 397-401
monopoly firms and, 260
regulation of micro markets and, 354
tick size standardization and, 281, 393

Quantity discovery, 132, 145, 146
Quotations, 138
Quote-driven (dealer) markets:
cost curves, 226-228
description of, 215-216
dynamic inventory control, 223-224
dynamic pricing, 221-223
externalities and supply of services,
228-230
market maker operations, 216-219
oligopoly and, 272
output and cost control, 225-226
pricing models, 219-221
structure of, 149-153, 224-225
Quoted spreads, and realized spreads;
226
Quote matching, 273

Random equilibria envircninents, 328
Random walks, 323-325
Rational decision makisg, 310
Rationing variailes; 105-106, 116
Raw information, 307
Realized spreads, and quoted spreads,
226
Rectangular hyperbola, 110
Reengineering of markets, 369
Regulation:
approaches to, 409
equilibrium in market for X and,
105-108
evolving focus of, 368-369
financial turmoil of 2008 and,
342-343
price controls, imposed, 106, 260

self-regulation, 353-354, 357-360
unintended consequences of, 8-9
of U.S. equity markets, 375-397
See also Government regulation
Regulation FD (SEC), 321, 370
Regulatory arbitrage, 358
Regulatory capture, 360
Regulatory lag, 360
Relative prices, 15
Rents, 245-247
Representative consumers, decisions of,
82-84
Reservation buy curves, 174-175
Reservation demand curves, 165-166
Reservation prices, 165-170, 176
Resistance bounds, 322
Responsiveness, ineasures of, 85, 86
Returns:
abnorma', 513
excess. 245, 246
fizzed and variable, 13-14
measurement of, 48-50
risk and, 19-20
Leturns to scale, 194-195, 210
Revenues, market maker, 217-218
Reversal behavior, 125
Risk:
diversifiable, 118
measurement of, 50-51
nondiversifiable and diversifiable, 218
return and, 19-20
systematic, 117
uncertainty compared to, 43-44
unsystematic, 117, 118
volatility and, 335-336
Risk, return trade-off:
comparative statics and, 70-73
description of, 43-44, 53-60
indifference curves, 60-62
interpretation, 62-63
measurement of returns, 48-50
measurement of risk, 50-51
optimal solution to problem of, 62
risk aversion, 44-48
risk premiums, 51-53
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Risk arbitrage trading, 139

Risk aversion, 44-48, 51

Risk-free assets, 117-122

Riskless arbitrage trading, 139

Risk premiums, 47, 48, 51-53

Risky assets, 99-102, 109-112

Round trips, 217

Rugged individualist category of
investors, 315

Sales taxes, 107-108
Saving spreads, 156
Scaled orders, 171
Scale economies, see Economies of scale
Schering-Plough, 309-310
Schumpeter, Joseph A., 336
SEC, see U.S. Securities and Exchange
Commission
Secondary markets, 3-5
Securities Act of 1933, 370, 376, 377
Securities Acts Amendments of 19735,
378, 383, 386, 388
Securities Exchange Act of 1934, 370,
376,378
Securities exchanges:
governance structure of, 355-357
regulatory goals for, 370-373
self-regulation of, 357-36C
Security analysis based on tundamental
information, 308
Segmentation of maike:s, and price
discrimination; 253-256
Self-regulation of exchanges, 353-354,
357-360
Self-Regulatory Organization (SRO),
357
Sell curves, 111-116
Selling short, 138
Sell-side intermediaries, 149
Semi-strong form efficiency, 323
Separation theorem, 121
Service, see Good or service
Sheep category of investors, 315
Shelley, Percy Busse, 401
Short positions, 138

Short-run analysis, 14-15
Short-run cost curves, 187,201-205
Short-run demand and supply for X,
133-135
Short-run myopia and market failure,
300-301, 338
Short-run total cost curves, 195-197
Short selling, 138
Slope of isoquant, 190
Smith, Adam, on invisible hand, 6
Snob effect, 124-126
SRO (Self-Regulatory Organization), 357
Stable value, 105
Standard deviation, 51
Static analysis, 64
Static efficiency, and aynamic efficiency,
321-322
Static equilibsiuni, 15
Stigler, Gec¢rg:z, 306
Stocks. ciasticity of demand for, 117-122
Stock vailables, 29
Stiategic order placement, 170-176
Strategic trading decisions:
consumer surplus, 166-168
demand curves for, 165-166
description of, 164-165
reservation price, 169-170
trader’s objective, 168
Strong form efficiency, 323
Subsidies, 107-108
Substitutability, 96, 119-122, 134-135
Substitutes, 90-96, 249-250
Substitution effect, 66-67
Summers, Lawrence, 332
Supplemental liquidity, 217
Supply, intersection with demand,
104-105
Supply curves:
for competitive firms, 208-215
of competitive firms, 188
of competitive industries, 211-212,
243
marginal cost curve as, 213-215
short-run and long-run, 134-135, 209
of X, 102-103
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Supply elasticity, 103
Support bounds, 329
Surplus, 170
Systematic risk:
demand and supply analysis and, 117,
121
liquidity and, 143-144
Systemic risk and market failure, 305,
340-341

Taste, and utility function, 133
Tax, on economic rents, 246
Technical analysis:
behavioral economics and, 329-330
conceptual foundation for, 326-327
description of, 324-325
Technological inertia and market
failure, 303-3035, 340
Technology change:
impact of automation, 363-368
Nasdaq Stock Market and, 361-363
Theory:
assumptions and, 5
reality and, 2-3, 20
Tick size, imposition of minimum,
280-281, 393
Time priority:
in electronic order-driven riarkets,
279
pennying and, 394
as rationing device; 153
“Too big to fail** concept, 338
Total risk premium, 52
Trade credit, extension of, 287-289
Trade curves, 111-116
TraderEx: The Stock Market Trading
Game, 24
Trade-through rule, 395-397
Trading:
algorithmic, 324-325, 326-327, 330,
367
arbitrage, 139, 331
automation of, 365-368
computerized, 304-305
exchange-based, 365

gains from, 164-165

interdealer, 229,272

investing compared to, 10

order flow, 218, 330

in penny prices, 280-281, 393-395

See also Strategic trading decisions
Trading costs, 137-142
Two-sided quotes, 149

Uncertainty, 43-44, 336-337
Unintended consequences, 8-9
Unique equilibrium, 297-298, 328
Unsystematic risk, 117
U.S. Securities and Exchange
Commission (SEC):
honesty in markets aad, 370
Order Handling Fules, 392
Regulation t1D, 321, 370
Regulaticn National Market System,
395-396
Regulation of Exchanges and
Auaternative Trading Systems, 392
reputation of, 377
rules-based regulatory framework of,
409
Securities Acts Amendments of 1975
and, 388-389
Utility function, 31, 47-48, 76, 133
Utility value, 16-17

Valuations of shares:
adaptive, 311, 327, 337-338
divergent, 327
“fuzzy,” 327
interdependent, 311
Variable costs, 13-14
Variables:
flow and stock, 29, 36-37
rationing, 105-106, 116
Variance, 49, 50, 118-119,
120-121
Volatility:
financial turmoil of, 340, 342
intraday, 330
risk and, 335-336
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Weak form efficiency, 323 X, Y trade-off:
Wealth of decision makers, 319 comparative statics and, 64-67
consumer choice model and,
X (good or service): 28-34
market efficiency for, 322-325 cross-price elasticity and,
ordinary and reservation demand 90-96
curves for, 165-166 demand curve for X, 84-86
production function for, 188-193 elasticity and, 86-87
short-run demand and supply for, income elasticity and, 87-88
133-135 own price elasticity and,

See also Equilibrium in market for X 88-90



