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Abstract:

ELECTRONMIC LIMIT ORDER BOOKS ARE UBIQUITOUS IM MARKETS TODAY. HOWEVER,
THEORETICAL MODEL% FOR LIMIT ORDER MARKETS FAIL TO EXPLAIN THE REAL
WORLD DATA WELL SAMDAS (2081) TESTS THE CLASSIC GLOSTEM (1994) MODEL FOR
ORDER BOOK EQUILIBRIUM AMD REJECTS IT. WE RECOMFIRM THIS RESULT FOR OME
OF THE LARGEST EUROPEAM STOCK MARKETS. WE THEM RELAX OME OF THE MODEL'S
AS5UMPTIOMS AMD ALLOW THE INFORMATIOMAL COWTEMT OF TRADES TO CHAMGE
OUER TIME. ADAPTIMG HASBROUCK'S (1991A,B) METHODOLOGY TO ESTIMATE TIME
UARYING TRADE INFORMATIVEMESS WE FIMND THAT IT IS A 5LOWLY MEAM REVERTIMG
PROCE>5. BY COMDITIOMIMNG OM TRADE INFORMATIVEMESS, WE FIND SUPPORT FOR
THE GLOSTEM MODEL'S IMPLICATION THAT BOOKS ARE MORE 5HALLOW DURIMG
TIMES OF INFORMATIVE MARKET ORDER%. HOWEVER, A HIGH LEV'EL OF LIQUIDITY
5UPPLY I5 COMMITTED UP TO AN ECOMOMICALLY SIGMIFICAMT TRADE 5IZE VOLUME,
EVEN WHEM TRADE INFORMATIVEMESS IS5 HIGH. THIS CAM BE SEEN A% A
VINDICATION OF THE OPEM ORDER BOOK DESIGM WHICH DISPEMSES WITH
DEDICATED MARKET MAKERS. WE ALS0 FIMD EVIDEMCE FOR A MARKET ORDER
TRADER POPULATIOM WHICH IS QUITE HETEROGEMOUS WITH RESPECT TO PRICE
SEMSITIVITY.
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