Definitions

Quoted Half-Spread  =(1/2)(Ask – Bid)

 = (1/2)[(Ask – M) + (M – Bid)],

where M = (1/2)(Ask + Bid) = the midpoint

of the bid and ask,

Effective Half-Spread= Abs(T – M) = D(T – M),

where
T =  the transaction price,

D = a binary variable that equals +1 for customer buy order (trade at the ask) and -1 for customer sell order (trade at the bid).

Price Impact = D(M+ – M).

Price Impact measures decreases in M following customer sells and increases in asset value following customer buys, which reflect the market’s assessment of the private information the trades convey.  Such price moves constitutes a cost to market makers, who buy prior to price decreases and sell prior to price increases. 

Realized Half-Spread = Effective Half-Spread

· Price Impact

= D(T – M) - D(M+ – M) = D(T - M+) 

= Market making revenue, net of losses to

   better-informed  traders

