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The information provided in this trading education material is for informational and
educational purposes only. It does not constitute financial, investment, or trading
advice and should not be relied upon as such. Trading financial instruments,
including but not limited to stocks, options, futures, and currencies, carries a high
level of risk and may not be suitable for all investors. Before engaging in any trading
activity, you should carefully consider your investment objectives, level of
experience, and risk appetite.



HOW DEPTH OF MARKET WORKS

Depth of Market (DOM) works by providing a real-time view of the buy and sell
orders for a particular financial instrument at different price levels. This
detailed view helps traders understand the current supply and demand
dynamics and the market liquidity for that instrument. Here’s a breakdown of
how DOM works:

How Depth of Market Works:

1. Order Book Compilation:

- Buy Orders (Bids): These are the prices and quantities at which buyers are
willing to purchase the asset.

- Sell Orders (Asks): These are the prices and quantities at which sellers are
willing to sell the asset.

- The order book compiles these bids and asks from various traders and
institutions.

2. Price Levels:

- The order book displays multiple price levels, showing the number of buy and
sell orders at each price. The highest bid (the highest price buyers are willing to
pay) and the lowest ask (the lowest price sellers are willing to accept) form the
bid-ask spread.

3. Real-Time Updates:
- The DOM is continuously updated in real-time as new orders are placed, and

existing orders are modified or cancelled. This allows traders to see the latest
market activity and liquidity.



4. Aggregation of Orders:

- Orders at the same price level are aggregated. For example, if there are three
buy orders at $100 (one for 50 shares, another for 30 shares, and another for 20
shares), the DOM will show a single entry at $100 for 100 shares.

5. Execution of Orders:

- When a market order (an order to buy or sell immediately at the best available
price) is placed, it is matched against the existing orders in the order book. If a
trader places a market buy order for 200 shares, and the lowest ask is $100 for
100 shares and the next lowest ask is $101 for 100 shares, the order will execute
100 shares at $100 and 100 shares at $101.

Components of a DOM Display:

1. Price Levels:
- The different price points at which buy and sell orders are placed.

2. Volume at Each Price Level:
- The number of shares/contracts available for buying or selling at each price
level.

3. Bid and Ask Columns:

- Separate columns for buy orders (bids) and sell orders (asks), showing the
volume of orders at each price.

Example of a DOM Display:

Price  Buy Orders Sell Orders

101.50 100
101.40 150
101.30 200
101.20 250
101.10 300
101.00 500
100.90 450
100.80 400
100.70 350

100.60 300



Benefits of Using DOM:

1. Market Transparency:
- Traders gain a clear view of the market depth, understanding where
significant buy and sell interests are located.

2. Informed Trading Decisions:
- By analysing the DOM, traders can make more informed decisions about
where to place their orders, helping to avoid large price impacts.

3. Identifying Support and Resistance:
- Large clusters of buy orders can indicate support levels, while large clusters
of sell orders can indicate resistance levels.

4. Reducing Slippage:
- Understanding the liquidity at different price levels helps traders place large
orders without significantly moving the market, thus reducing slippage.

5. Algorithmic and High-Frequency Trading:
- DOM data is crucial for algorithmic trading strategies that rely on rapid
execution and precise market timing.

Practical Use of DOM:

- Scalping: Traders who make numerous small trades throughout the day use
DOM to find the best entry and exit points.

- Day Trading: Day traders use DOM to gauge market sentiment and
momentum.

- Swing Trading: Swing traders may use DOM to find optimal points for
entering and exiting trades based on observed support and
resistance levels.



In summary, Depth of Market is a vital tool in trading, offering a transparent
view of market liquidity and allowing traders to execute their strategies with
greater precision and confidence. By understanding how DOM works and how
to interpret it, traders can better navigate the complexities of the financial
markets.



