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Abstract

We study a noisy rational expectations equilibrium in a multi-asset economy populated
by informed and uninformed investors and noise traders. The assets can include state
contingent claims such as Arrow-Debreu securities, assets with only positive payoffs, op-
tions or other derivative securities. The probabilities of states depend on an aggregate
shock, which is observed only by the informed investor. We derive a three-factor CAPM
with asymmetric information, establish conditions under which asset prices reveal infor-
mation about the shock, and show that information asymmetry amplifies the effects of
payoff skewness on asset returns. We also find that volatility derivatives make incomplete
markets effectively complete, and their prices quantify market illiquidity and shadow value

of information to uninformed investors.
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1. Introduction

Informed investors in financial markets often use their private information to extract
gains from trading in a multitude of financial assets, such as stocks, corporate bonds,
and derivative securities. This information can be partially learned from asset prices
by uninformed investors for their own advantage. Learning from asset prices in realistic
multi-asset economies is complicated by the joint effects of non-normality of asset payoft
distributions, complex payoff structures of derivative securities, and interdependence of
asset prices arising because each price may contain information about the payoffs of other
assets. Therefore, despite the fact that asymmetry of information across investors is a
prominent feature of financial markets, its impact on equilibrium asset prices in multi-

asset economies remains relatively unexplored.

In this paper, we develop a new tractable approach for studying asset prices in multi-
asset noisy rational expectations equilibrium (REE) economies with realistic asset payoffs
and asymmetric information. Our approach provides a bridge between risk-neutral asset
pricing and models with asymmetric information, and sheds new light on the effects of
information asymmetry on asset prices. In particular, we derive a three-factor extension of
the standard Capital Asset Pricing Model (CAPM), show that aggregate volatility is priced
in the cross-section of asset returns, derive conditions under which prices of assets (such as
debt, equity, and derivatives) reveal information about an aggregate economic shock, and
demonstrate that information asymmetry amplifies the effects of higher order moments
of asset payoffs on asset returns. We also uncover a unique economic role of volatility
derivatives. We show that these derivatives make incomplete markets effectively complete,
and their prices quantify both market illiquidity and the shadow value of information
for uninformed investors. The latter results complement the widely-used interpretation
of market volatility indices such as VIX (i.e., the risk-neutral volatility of S&P500 stock

index) as “fear gauges” of financial markets.

We consider a multi-asset economy with two dates and a finite but arbitrary number of
random states. The probabilities of states are exponential-linear functions of an aggregate
shock normalized to sum up to one, where the shock has a certain conjugate prior distribu-
tion. The shocks are multiplied by realizations of a state-dependent aggregate risk factor,
such as aggregate output or weather conditions, which quantifies shock impacts on state
probabilities. The tradable assets can be state contingent claims such as Arrow-Debreu
securities, assets with only positive payoffs, and derivatives. The economy is populated by

two types of price-taking rational investors, informed and uninformed, with constant abso-



lute risk aversion (CARA) preferences over terminal wealth. There are also noise traders
with exogenous jointly normally distributed asset demands. The investors trade assets at
the initial date, and asset prices are determined from the market clearing conditions. The
informed investors observe the shock, whereas the uninformed investors use asset prices to

extract information about the shock, which is obfuscated by noise traders.

We begin the analysis by studying markets where the number of states equals the
number of assets, henceforth complete markets. Our unique setup allows us to extend the
methods of risk-neutral valuation and portfolio choice to complete markets with asym-
metric information. We show that the risk-neutral probability measure is unique and
obtain closed-form asset prices and investors’ portfolios of assets. Asset prices are given

by expected discounted payoffs with respect to risk-neutral probabilities.

We then derive an approximate three-factor model that extends the standard CAPM by
linearizing the state price density in the economy. This three-factor model helps us isolate
the effects of asymmetric information on asset returns. The first factor in the model is the
payoff of the market portfolio, as in the standard CAPM. The second and third factors
are the aggregate risk factor and its volatility. In the special case in which the market
portfolio is proportional to the aggregate risk factor, our model (26) is consistent with
the empirical findings showing that market volatility is priced in the cross-section of asset
returns [e.g., Ang, Hodrick, Xing, and Zhang (2006); Cremers, Halling, and Weinbaum
(2015)]. The model may also contribute towards explaining findings in Savor and Wilson
(2014) who show that market betas are strongly related to expected returns only during
periods of macroeconomic announcements. Our model implies that reduced asymmetry of
information during such announcements reduces the effect of information-related factors

on asset returns, and hence, expected returns are mainly determined by market betas.

Next, we extend our analysis to a subset of realistic incomplete-market economies,
where the number of states exceeds the number of assets. These economies include
economies with one risky asset studied in the previous literature [e.g., Grossman and
Stiglitz (1980), Breon-Drish (2015)], the latter economies with added derivatives, and
economies with risky corporate debt and equity, among others. Asset prices in these
economies solve a system of non-linear equations and are less tractable than in the economies
with complete markets. We prove the existence and uniqueness of equilibrium in these

economies using a new method that relies only on well-known results of basic calculus.

We provide several further applications of our model that shed light on the effects of
information asymmetry on asset prices. First, we provide an answer to a fundamental

question: which assets help mitigate the information asymmetry in the economy? We



show that the information about the aggregate shock is impounded into asset prices only
via the informed investor’s demand for those assets that make up a replicating portfolio
for the aggregate risk factor. Investing in this replicating portfolio allows the informed
investor to hedge exposure to the aggregate risk factor in response to information by
transferring more wealth to more likely states. The amount of wealth invested in this
portfolio depends on the aggregate shock. The information about the shock then becomes
incorporated into asset prices via the market clearing conditions. The assets which are
not included in the replicating portfolio are informationally irrelevant in the sense that
adding them to the economy does not reveal any additional information. For example,
we show that adding derivatives to the economies with one risky asset in Grossman and
Stiglitz (1980) and Breon-Drish (2015) does not reveal any additional information about
the underlying asset, provided that noises across markets are uncorrelated. Similarly, we
demonstrate an informational analogue of the irrelevance of capital structure according to
which, absent additional frictions, the information jointly revealed by the prices of risky

corporate debt and equity does not depend on the face value of debt.

We also identify realistic situations when securities are not informationally irrelevant.
In particular, we consider an economy with costly defaults on corporate debt that destroy a
fraction of the firm’s value, and allow investors to trade Arrow-Debreu securities on default
states, similar to credit default swaps. We find that the informativeness of prices (measured
by the posterior variance of the aggregate shock) is a decreasing function of the face value
of debt and the cost of default. The intuition is that as the face value of debt increases,
default becomes more likely. Therefore, more Arrow-Debreu securities are needed for
hedging and more information is revealed through their prices. Our findings are consistent
with the empirical literature showing that credit default swaps reveal information about
cash flow distributions of underlying firms [e.g., Blanco, Brennan, and Marsh (2005);
Longstaff, Mithal, and Neis (2005)]. Other realistic situations where derivatives are not
informationally redundant include the cases in which noise trader demands are correlated

across markets or derivatives help hedge the exposure to the aggregate risk factor.

The multi-asset nature of our setup also allows us to unravel the important economic
role of volatility derivatives. These derivatives are widely traded in financial markets, and
adding them to our model makes it both more realistic and tractable. The analysis of these
derivatives when the payoff of the underlying asset is not normally distributed is unique
to our model. Specifically, we study a security with a payoff equal to the squared payoft
of the underlying, which we interpret as a volatility derivative. We show that introducing

this security in an incomplete market with one risky underlying asset makes this market



effectively complete, that is, allows informed and uninformed investors to achieve Pareto
optimal asset allocations. Moreover, the asset prices in the resulting effectively complete

market are available in closed form.

Furthermore, we show that the prices of volatility derivatives, given by risk-neutral
variances of asset payoffs, determine the shadow value of information and illiquidity in
financial markets. We define the shadow value of information as the amount of wealth
that an uninformed investor is willing to give up to become informed. When the market
is complete, the value of information is proportional to the risk-neutral variance of the
aggregate risk factor, which can be interpreted as the price of a volatility derivative. When
the market is incomplete, the value of information is reduced by the measure of market
incompleteness defined as the Kullback-Leibler divergence of two risk-neutral measures
given by real probabilities weighted by marginal utilities of investors. The intuition is that
the benefits of information are smaller in incomplete markets due to restricted risk sharing

and fewer tradable assets.

We define market illiquidity as the matrix of asset price sensitivities to noise trader
demands, and show that illiquidity is proportional to the risk-neutral variance-covariance
matrix of asset payoffs. Such a relationship between illiquidity and risk-neutral variance is
in line with empirical findings. In particular, Chung and Chuwonganant (2014) show that
liquidity (defined as the inverse of the illiquidity) is negatively related to VIX, and Nagel
(2012) shows that the returns of liquidity provision are high when VIX is high.

We build on the role of volatility derivatives discussed above to develop a new method
for studying the effects of asymmetric information on asset prices. We consider an incom-
plete market with a single risky asset and then make it effectively complete by adding a
volatility derivative. To facilitate the comparison of incomplete and effectively complete
markets, we exclude noise traders from trading the derivative; even then we show that
the equilibrium is not fully revealing because the derivative is informationally irrelevant
(in this particular case). For several broad classes of asset payoff distributions we find
asset prices in the effectively complete market in closed-form. Using our new method, we
also derive a new relationship between asset prices and higher moments of their payoff
distributions. We show that asset risk premia are decreasing functions of payoff skewness,

and the asymmetry of information amplifies the sensitivity of risk premia to skewness.

Finally, we demonstrate the generality of our methodology and robustness of results by
extending our baseline analysis in several directions. First, we show that when the market
is complete the model can be solved for general probabilities of states and distributions of

shocks and noise trader demands. We then extend the analysis to economies where noise



traders are replaced by noisy endowments of investors, and show that the equilibrium
prices have the same structure and the quadratic derivatives play the same role as in
the baseline analysis. Next, we study economies with multiple heterogeneously informed
investors, and show that quadratic derivatives make the market effectively complete, prove
the existence and uniqueness of a symmetric equilibrium, and derive prices in closed form.
Finally, we extend the analysis to the case of multidimensional economic shocks. As in
other extensions, the prices are available in closed form and have the same structure as in
the baseline analysis. Moreover, the security that completes the market has payoffs given

by quadratic forms of the aggregate risk factor in the economy.

Related Literature. Our paper is related to a large literature on noisy REE mod-
els, which was pioneered by Grossman (1976), Grossman and Stiglitz (1980) and Hellwig
(1980). These early works typically consider economies with CARA investors and one risky
asset with normally distributed payoffs. Admati (1985) extends these models to the case
of multiple securities and Wang (1993) develops a dynamic model. Palvolgyi and Venter
(2014) prove the uniqueness of equilibrium in Grossman and Stiglitz (1980) in the class
of continuous prices and find multiple equilibria with discontinuous prices. Diamond and
Verrecchia (1981), Vives (2008), Garcia and Urosevi¢ (2013) and Kurlat and Veldkamp
(2013) discuss further extensions and applications of CARA-normal models. Davila and
Parlatore (2019) study the effect of trading costs on the acquisition and aggregation of
information. Cespa and Foucault (2014) study an economy in which investors learn infor-
mation about an asset also from the information about other assets and show that such
learning may lead to liquidity crashes. In contrast to this literature, we allow for multiple

assets with more general payoff distributions.

Breon-Drish (2015) studies an economy with CARA investors and one risky asset with-
out normality. He obtains a general characterization of prices in terms of inverse functions
and proves the existence and uniqueness of equilibrium when the asset payoff conditional
on the informed investor’s signal has a distribution from the exponential family. He also
obtains closed-form exponential-linear asset prices when payoffs have a binomial distri-
bution, and uses conjugate prior for the economic shock similar to ours. Relative to the
latter paper, we study a muti-asset economy with multinomial distributions. We show
that (effective) market completeness offers significant additional tractability and closed-
form prices. We provide new economic results on the informational irrelevance of assets,

the role of quadratic derivatives, effective completeness, value of information, and liquidity.

Malamud (2015) studies an REE with Arrow-Debreu securities in a continuous-space

complete-market economy and shows that the equilibria with non-CARA preferences are
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fully revealing. Albagli, Hellwig, and Tsyvinski (2013) consider a noisy REE model where
the information is dispersed across all investors, preferences are general, and investors face
position limits. Our model differs from their setup in that our investors are either informed
or uninformed and their trades are unconstrained. Han (2018) studies numerically dynamic
information acquisition with ex ante identical investors but without derivative securities,
and shows that the marginal cost of information precision is proportional to risk-neutral
variance. In contrast to Han (2018), we derive the value of information and show that this
value is reduced by market incompleteness. Although our model is one-period, investors

are not ex-ante identical and solutions are in closed form.

Bernardo and Judd (2000) solve models with general distributions and preferences
numerically and demonstrate that the REE in Grossman and Stiglitz (1980) is not robust
to parametric assumptions. Breugem and Buss (2019) study portfolio and information
choice of investors concerned about their performance relative to an index. Other related
models that do not rely on the normality of asset payoffs include Barlevy and Veronesi
(2000), Peress (2004), and Yuan (2005) among others.

Our model is also related to works on the informational role of derivatives. Brennan
and Cao (1996) consider a CARA-normal model with one risky underlying asset and a
quadratic derivative written on it. They show that the derivative effectively completes
the market and does not reveal any information which is not already in the price of
the underlying asset. We show that the latter result extends to economies without payoff
normality. Moreover, the quadratic derivative in our model plays a unique role by allowing
us to obtain closed-form prices whereas in their work introducing this derivative does not
affect the price of the underlying asset. Other related models in this literature include
Back (1993), Biais and Hillion (1994), Vanden (2008), and Huang (2014) among others.

2. Model

2.1. Securities Markets and Information Structure

We consider an economy with two dates t = 0 and t =T, and N states wy,..., wy at the
terminal date, where N > 2. The probabilities 7,(¢) of states w,, are normalized exponen-

tial functions of the aggregate shock ¢ € R adopted from logit models in econometrics:

en +bne

W’ ”n/:l,...,N, (1)
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where a,, and b,, are state-dependent variables. Variable b,, determines the effect of shocks
on probabilities and can be interpreted as an aggregate risk factor of global importance
for the economy, such as aggregate output. With such interpretation, probabilities (1)
intuitively imply that, for example, bad shock € < 0 makes states with higher output b,
less likely than states with lower output. We also interpret variables b,, as the sensitivities
of probabilities 7, () to shock . Below, we discuss economic settings where probabilities
(1) arise endogenously and factor b emerges as a source of information asymmetry. By

b(w) we denote a corresponding random variable with realizations b, in states w;,.

There are M > 2 assets traded in the economy: a riskless bond in perfectly elastic
supply paying $1 at date T and M — 1 state-contingent risky assets in zero net supply with
terminal payoff C),(w) in state w, where m = 1,..., M — 1. The risky assets may include
Arrow-Debreu securities, assets with only positive payoffs, options or other derivatives. All
assets are non-redundant in the sense that each asset’s terminal payoff cannot be replicated
by trading in other assets. We denote the vector of M — 1 risky asset payoffs in state w by
C(w) = (C’l(w), e C’M_l(w))T, and use C, and C as shorthand notation for C,,(w) and
C(w). The bond price is set to pg = e~"", where r is an exogenous risk-free interest rate.
We denote the vector of observed date-0 prices of the risky assets by p = (p1,...,paw_1) -

These prices are determined in equilibrium, defined below.

The economy is populated by three types of investors, informed and uninformed, labeled
I and U, and noise traders. There is a continuum of identical investors of each type that
act as price-takers. Fraction h/2 of all investors are informed and fraction (1 — h)/2 are
uninformed, where h € (0,1), and fraction 1/2 are noise traders. Investors I and U have
CARA preferences over terminal wealth with risk aversions «, and ~,, respectively. Noise
traders submit exogenous normally distributed demands v = (v, ..., VM,l)T ~ N(0,%,)

(M—-1)x(M-1)

for risky assets, where ¥, € R is a symmetric positive-definite matrix.

Both investors I and U know all asset payoffs in all states, C,,,(w;,). Before the markets
open, investor I observes shock €. Investor U observes only asset prices p at date t = 0
and knows how the equilibrium prices, given by some function P(e,v) € R~ depend
on shock € and noises v. Investor U has the following conjugate prior probability density
function (PDF) over e:

(Z;‘Vfl eaj+bj:c) 670.5(17#0)2/08

(2)

13 'T" = ’
#el2) 12 (E;'V:I e“j+bjx>670'5(%“0)2/"36[95

Below, we discuss economies where PDF ¢, () arises endogenously.

For fixed parameters a,, and b, we choose o and of such that € has any desired mean



e and variance o2. We refer to the distribution of ¢ as generalized normal N (e, 02)
with mean E[¢] = p. and variance var[e] = 02, and note that it can be rewritten as a

weighted average of PDFs of normally distributed random variables. The relationship

2
€

between (pg,03) and (p.,02) is given by equations (A.1) and (A.2) in the Appendix.
Our economy also has an equivalent interpretation as an economy where the aggregate
risk factor b has an arbitrary prior distribution 7, and the informed investor receives a
conditionally normal signal e = bo? + u, where u ~ N (pg,02). Then, Bayes’ law and
the formula for total probability give rise to probabilities (1) and distribution (2), where
a, = In(7,) — 0.502b%. According to this interpretation, learning via e about factor b is
the source of the asymmetry of information, which justifies the interpretation of b as an

aggregate risk factor.

Allowing shocks € to be conditionally normal and noise trader demands v normal
variables captures in a tractable way the fact that these variables can be either positive or
negative, which makes their normality less restrictive than the normality of asset payoffs
in the related literature. Moreover, v and ¢ in reality are likely to be sums of smaller zero-
mean shocks, in which case they are approximately normal by the central limit theorem.
The normality of noise v is in line with the empirical evidence in Peress and Schmidt (2018)
who show that noise trader demands are normally distributed at monthly and quarterly
frequencies. In Section IA1 of the Internet Appendix, we study an economy with general
continuous probabilities 7, (¢), shock distribution ¢.(x) and noise distribution ¢, (z) with
finite moments. The latter economy admits closed-form solutions for the complete market
case when M = N (which is the main focus of this paper), albeit these solutions are less

tractable than the solutions in our baseline economy.

Finally, we provide another interpretation of probabilities (1). The investors believe
that true probabilities 7, are in the vicinity of benchmark probabilities 7,, = e/ Z;V:l e,
The informed investors directly observe or estimate the expected value of the aggregate
risk factor 22]:1 7,b, = b but do not observe probabilities m,. The informed investors
find probabilities 7, that minimize the Kullback-Leibler divergence SN | 7, In(m, /7,),
often interpreted as a distance between two probability measures [see MacKay (2017,
p. 34)], subject to constraints zﬁzl b, = b and nyzl m, = 1. Using the method of
Lagrange multipliers, it can be verified that the optimal probabilities are given by equation
(1), where ¢ is a Lagrange multiplier that depends on b, and hence, is observed only by
informed investors. Therefore, shock € describes the deviation of optimal probabilities

from benchmark probabilities in response to the inflow of information about factor b.



2.2. Investors’ Optimization and Definition of Equilibrium

Each investor ¢ = I, U is endowed with initial wealth W, o, and allocates it to buy «; units
of the riskless asset and 6;,, units of the risky asset m. By 6, = (6;1,...,6; wo1) ! we
denote the vector of units of risky assets purchased by investor . After observing prices
p, the uninformed investor updates the prior PDF (2) conditioning on the information
that shock ¢ and noise v satisfy equation P(e,v) = p. Investors I and U maximize their

expected utilities over terminal wealth:

maxE|~e 7" e,p), )
max E[—e*VUWU»T ‘P(s, V)= p} : (4)
ou

respectively, subject to their self-financing budget constraints
Wir=Wige™ +(C—e"p)'o;, i=1,U. (5)

Definition of Equilibrium. A competitive noisy rational expectations equilibrium is a
vector of risky asset prices P(e,v) and investor portfolios 0% (p;e) and 0} (p) that solve
optimization problems (3) and (4) subject to self-financing budget constraints (5), taking

asset prices as given, and satisfy the market clearing condition:
hO;(P(e,v);e) + (1= h)0;(P(e,v)) + v =0. (6)

Remark 1 (Particular Cases). Our model incorporates the economies with one risky
asset in Grossman and Stiglitz (1980) and Breon-Drish (2015) for particular choices of
distribution parameters a,, and b, in equation (1) in the limit N — oco. Lemma A.2 in the
Appendix demonstrates that the latter economy is a limiting case of our N-state economy

with asset payoffs C}(w,) = Cy + (Cy —Cy)(n—1)/(N — 1) and distribution parameters
Cilwn)? poCilen) i) .

203 o} o8
where C, and C) converge to the lower and upper limits of payoff C; with PDF ¢ ().

+In{pc(Ci(wn))],  bn

Ay —

3. Characterization of Equilibrium

In this section, we first consider our baseline economy where the number of assets equals
the number of states, M = N, and find the equilibrium in closed form. Then, we consider
a more general economy with M < N assets and derive the equilibrium in terms of inverse
functions. We use the latter economy to establish conditions for the effective completeness

of financial markets and to study the impact of market incompleteness on asset prices.
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3.1. Economy with M = N Securities

We start with an economy where the number of assets equals the number of states, that is,
M = N, which we label as a complete-market economy.! Our methodological contribution
is to show that market completeness substantially simplifies the derivation of equilibrium,

so that asset prices and investors’ portfolios are available in closed form.

Due to market completeness, we look for equilibrium prices p in the following form:

p=[TNClwr) + T Clwa) + .. + 7 Cwy)] ™7, (8)

RN

N are the risk-neutral probabilities of states w,. The risk-neutral probabilities

where 7
exist and are unique in equilibrium because investors [ and U are unconstrained and can

eliminate any arising arbitrage opportunities [e.g., Duffie (2001, p. 4)].

Informed and uninformed investors agree on the risk-neutral probabilities because these
probabilities are uniquely determined from equation (8) as functions of prices p. However,
investors assign different real probabilities to states w,. In particular, investor U’s real
posterior probabilities are given by 7 (p) = E {Wn(E) |P(e,v) = p} . The expression for 7¥(p)

can be obtained by rewriting investor U’s expected utility (4) as follows:
E[—e0"ur|P(e,v) = p| = = Tl (B[ma(€) | P(e, v) = pleoWore)

— — T m(p)e e,

(9)

Taking probabilities m,(¢) and 7Y (p) as given, investors’ optimizations can be solved
using the methods of complete-market portfolio choice. The informed and uninformed
investors have different state price densities (SPDs), which are given by discounted ratios
of risk-neutral and their real probabilities [e.g., Duffie (2001, p. 11)]: 7%e¢~"T /7, (¢) and
7Ne=T /7U(p), respectively. The first order conditions (FOCs) of investors equate their

marginal utilities and SPDs [e.g., Duffie (2001, p. 5)] and are given by:

T —rT
re Wi — glﬂ’ Ape WU T — gUW’i‘RN;, (10)
mn(€) T (p)

where ¢; are Lagrange multipliers for investors’ budget constraints. From equations (10),
we find optimal wealths W; ;. Then, we use these wealths to recover optimal portfolios

from budget constraints (5). Lemma 1 below reports investor I’s portfolio in closed form.

!The realizations of shock ¢ can be interpreted as a continuum of states of the economy in addition to
states w,. However, N non-redundant assets still suffice to replicate any contingent claim in our economy
because the payoffs of such claims do not vary across € for a fixed state w,. In other words, e-states can
be clumped together so that only w,, states matter for replication. Furthermore, noise trader demands do
not contribute to market incompleteness because they affect date-0 prices but do not affect future payoffs.
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Lemma 1 (Investor [’s optimal portfolio). Investor I’s optimal portfolio is given by:

0 (pse) = 25 - f”ip)‘) (1)

where Q0 € RW=DX=1) s ¢ matriz of excess payoffs with elements Q,, ;, = Cy(wy)—Cr(wy),
A= Q7 by — by, by —by)T €ERYL G = (a1 —ay,...,ay_1 —ay) € R¥7L and

v(p) € R¥"! is the vector of log ratios of risk-neutral probabilities, given by:
_ 7.(.RN ﬂ-RIi T
o(p) = (ln <;N> ,...,111( NRN1>> : (12)
7TIV 7TN

Equation (11) decomposes portfolio 6% (p; €) into two terms, which we label as information-

sensitive and information-insensitive demands, respectively. The information-sensitive
demand is linear in shock €, and the portfolio is separable in € and prices p, as in the related
literature [e.g., Grossman and Stiglitz (1980), Breon-Drish (2015)]. The information-
insensitive demand depends on risk-neutral probabilities, which can be found analytically
as functions of prices p by solving risk-neutral pricing equations (8). Hence, portfolio (11)
is in closed form in terms of shock £ and price p, which are observable by investor I.
Vector A in portfolio (11) has the following interpretation. The definition of A in Lemma
1 implies that \ satisfies equations b, = Ao+ C (wn)TA, where )\ is a constant. Therefore,
A is a replicating portfolio for the aggregate risk factor b, up to a constant A\g. In Section
3.3 below, we provide detailed discussion of portfolio A and separability of portfolio (11)

in shock € and price p in a more general incomplete-market economy.

Substituting 6% (p;e) and 6 (p) into the market clearing condition (6), we find that
hAe

V1

+v+ H(p) =0, (13)

where H(p) is a function of asset prices p, discussed below, which is given by:

H(p) = (1= 1)) = 207" (5lp) — 7). (14)

and 0(p), a are as in Lemma 1.

Investor U uses equation (13) to infer information about shock . Substituting prices
p into this equation, investor U learns sufficient statistic s = hAe/v, + v, which is equal
to —H(p). Therefore, function H(p) reveals information in prices, and hence, we label
it the informational content of prices. Next, investor U finds posterior probabilities of

states given by the conditional expectation 7 (p) = E[ﬂn(sﬂh)\e/% +v = —H(p)] The

12



derivation of probabilities 77 (p) is simplified by the structures of probabilities m,(¢) in (1)
and the prior distribution ¢.(z) of shock ¢ in (2). Lemma 2 reports these probabilities.

Lemma 2 (Posterior probabilities of states). The posterior probabilities of states wy,

conditional on observing the sufficient statistic s = hAe /v, + v are given by:

102+ 20, (po/0f — KATE; H(p) /1)
exp§ an + = Z 2 ’
2 R2ATEIN/yF + 1o

)= 5 (15)

where function H(p) is given by equation (14), and G(p) is a normalizing function.

We observe that probabilities (15) are proportional to an exponent of a quadratic function
of sensitivities b,, which is similar to a moment generating function E[e’*] of a normally
distributed variable z. This similarity emerges because, as discussed in Section 2.1, noise
v and shock ¢ are (conditionally) normally distributed, and state probability 7, (c) has an
exponential-linear form. Consequently, Bayesian updating of the latter probability gives

exponential-quadratic posterior probability (15).
We then find the equilibrium as follows. From the FOC (10) for investor U we find

investor U’s optimal portfolio &, (p) in terms of probabilities (15), similar to finding investor
I’s portfolio (11). We observe, that probabilities (15) themselves depend on portfolio 6} (p)
via the informational content of prices H(p). Hence, portfolio 65 (p) solves a fixed-point
problem [equation (A.15) in the Appendix]|, which we do not show here for brevity. The
fixed-point problem turns out to be linear, and hence, we find portfolio 8} (p) in closed
form. Then, we find the equilibrium risk-neutral probabilities and asset prices from the
market clearing condition (13). In this paper, we focus on equilibria in which asset prices
are continuous functions of the sufficient statistic s, and the sufficient statistic is the only

information revealed by prices.? Proposition 1 reports the equilibrium.
Proposition 1 (Equilibrium with M = N assets).
i) There exists unique equilibrium in which prices only reveal the sufficient statistic s =

hXe/v; + v. In this equilibrium, the vector of risky asset prices P(e,v) and risk-neutral

probabilities 7~ are given by:

P(e,v) = [m"Clwn) + m5Clws) + - + T Clwx) e, (16)
evn

RN ’ 17

n E;\f:1 evj ( )

2Palvolgyi and Venter (2015) show that our complete market equilibrium is unique among all equilibria
with continuous prices. However, Péalvolgyi and Venter (2014) demonstrate the existence of multiple
discontinuous equilibria in a Grossman and Stiglitz (1980) economy, which may also exist in our model.
Finding such equilibria in multi-asset economies is a challenging task and is beyond the scope of our work.

13



where probability parameters v, are given in closed form by:

1 A=W B 2u/odb. | Clwd)(E+Q)s
R Y S § Y NS > Vo A o s
Q- h(1—h) )\)\TE;1 (19)

Yive  REATESIN/4Z 1/(7(%’

where E is an identity matriz, Q, E € RN=UXWN=D "and X = Q7Y (by —by, ..., by_1—by)".

ii) Portfolio 0% (p; ) is given by equation (11) and portfolio 07, (p) is given by

0 (p) = (E N Q)—l (hQQ_l(ﬁ(p) —a) Q7'(v(p) —a) n Mo_/(%Ug)A 2) (20)
(1 =h) Yo R2ATSIA/F + 106

where 0(p) € RN is given by (12) and has elements v, —vy in equilibrium, and a,a € R¥~1
have elements a, — ay and a, — ay + 0.5(b2 — b%)/(B2XTX I\ /42 + 1/02), respectively.
Proposition 1 extends the no-arbitrage valuation approach to economies with asymmetric
information and provides asset prices in closed form in terms of expected discounted payoffs
under risk-neutral probabilities, familiar from the asset-pricing literature. The equilibrium
prices are non-linear functions of shock € and noise v, in contrast to CARA-normal noisy
REE models [e.g., Grossman and Stiglitz (1980); Admati (1985), among others|. The
tractability of equilibrium prices and portfolios allows us to study the slopes of asset

demands with respect to prices p, which we report in Proposition 2 below.

Proposition 2 (Slopes of asset demands). The comparative statics for investors’

portfolios with respect to prices p are as follows:

89?(]9; 5) 1 RN -1 r
——— =——(var[C]) €7, 21
) @1
8(9;}(]9) _ iE _ (h/ﬁ)/I + (1 — h)/’yU)h)‘)‘Tzu_l (VaI'RN[O])_IGTT (22)
dp Yoo v (BPATE A2 + 1/08) + h(1 = B)ATE A ’

where var™ -] is the variance-covariance matriz under the risk-neutral probability measure.
Furthermore, informed investor’s demand for risky asset m is a downward-sloping function

of that asset’s price p,,, holding other prices fixed.

Equations (21) and (22) show the sensitivities of investors’ asset demands to prices.
The informed investor’s demand (21) is determined by the inverse risk-neutral variance-
covariance matrix. Hence, the informed investor’s demand for risky asset m is a downward
sloping function of that asset’s own price p,, because the elements on the main diagonal

1

of a positive-definite matrix (var®™|[C])~" are all positive [see proof of Proposition 2].
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The sensitivity of portfolio &;(p) to prices p in equation (22) has two terms that capture
the substitution and information effects, respectively. Investor U’s demand for asset m
can be an upward sloping function of p,, because the product of the matrices in (22), in
general, is not positive-definite. Intuitively, high asset prices can be interpreted as positive
information about shock €, in which case the uninformed demand for asset m may increase
despite high price p,, through this information effect. Admati (1985) finds a similar result
in a multi-asset CARA-normal model. Our analysis extends the finding of Admati (1985)
to economies without normality and reveals the important roles of portfolio A and the

risk-neutral variance of asset payoffs in generating these effects.

Similar to Admati (1985), the equilibrium is unique despite possibly upward sloping
uninformed demand. The intuition is that for the uninformed demand to be upward
sloping there should be a sufficiently large fraction of informed investors in the economy
so that the information effect is sufficiently strong. However, as shown in Proposition 2, the
informed investors have downward sloping demands. As a result, the aggregate demand
is downward sloping because the information effect is subdued by the substitution effect
after aggregation. At a more technical level, the equilibrium is unique because uninformed
portfolios and log-ratios of risk-neutral probabilities solve a linear system of equations that

has a unique solution [see the proof of Proposition 1].

3.2. Capital Asset Pricing Model with Asymmetric Information

In this Section, we derive a capital asset pricing model (CAPM) with asymmetric informa-
tion and study its economic implications. Our CAPM provides a bridge between risk-based
models of asset pricing in the no-arbitrage tradition and models with asymmetric informa-
tion, and also highlights how information aggregation alters asset returns. The existence
of the state price density allows us to derive this CAPM as a simple corollary of the results
in Section 6.1 of Cochrane (2005), which we report below.

Corollary 1 (Asymmetric information CAPM). Let R; = C;/P; be the gross return
of asset i. In the effectively complete market the asset risk premia are given by

RN

E'[R] - ¢ = —cov’ (R, %), (23)

where ™ /7Y is the ratio of risk-neutral and investor U’s probabilities of states, and the
covariance is computed under investor U’s probability measure w¥. Furthermore, let R*

be the projection of the rescaled state price density (7™ /") /ERN[7™ /7V] on the space of
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tradable assets in the FEuclidean space with scalar product EV[XY]. Then

EUR TT_COVU(R’”R*) EU R* TT 24
[Ri] —e _VarU—[R*]( [R] —e™). (24)

Corollary 1 presents the CAPM from the point of view of an uninformed investor or an
econometrician, and demonstrates that the asset risk premia are determined by the co-
variance of returns with the state price density and admit a beta representation (24),
similar to standard risk-based models discussed in Cochrane (2005, pp. 101-102). Follow-
ing Cochrane (2005, p. 109), we note that return R* in (24) can be interpreted as a return

of a factor-mimicking portfolio for the state price density.

The risk-premia in (24) non-linearly depend on the aggregate risk factor b, which
complicates the analysis of asset returns. To isolate the effects of asymmetric information
on the risk premia, following Cochrane (2005, p. 161), we derive an approximate linear

three-factor model by linearizing the SPD. Corollary 2 reports our results.

Corollary 2 (Three-factor CAPM). Suppose, either v, or vy, are small. Then,

Tn_o=T a go(s) (1 4 C(wn) "E[-v]s] 1 h/v: b2 — 2b,EV D] )
Y . (= W)/ +hfy 2(1— )70 + hjy BPATS, A2 + 1/02 )
(25)

where go(s) does not depend on state w,, and asset risk premia are given by:
EV[R;] — € ~ Brii + Boil\o + Bail\s, (26)

where B1;, Bai, and Bs; are the multiple regression coefficients of R; on factors C(w) "E[—v|s],
b, b? and a constant, and the factor risk premia are given by Ay = (EV[C(w,,)]—pe™) "E[—v|s],
Ay = EV[b] — ERN[b], Ay = EV[b?] — ERN[D?].
The three-factor model (26) is the main result of this section. The betas in (26) can be
interpreted as time-series regression coefficients of asset returns on factors in a setting
where returns each period are determined from our one-period model, as in the mean-
variance CAPM. We also note that model (26) is conditional on the investors’ ability to
observe the sufficient statistic s. Hence, betas should be estimated as functions (e.g.,
polynomials) of s, similar to Cochrane (2005, p. 144).

Next, we discuss the factors. The first factor C'(w)E[—v|s] is analogous to the payoff
of the market portfolio in our model. In particular, from the market clearing condition
(6), the exogenous supply of risky assets in the economy is given by —v. The uninformed

investor does not observe —v, and hence, evaluates the payoff of the market portfolio by
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using the best estimate E[—v|s]. The other two factors, the aggregate risk factor b and

the volatility factor b, capture the effects of asymmetric information on the SPD.3

The three-factor model (26) reduces to the standard mean-variance CAPM in three
special cases of our model in which 1) there are no informed traders (h = 0), 2) exogenous
asset supply is deterministic (3, = 0), and 3) shock ¢ is known to everyone (0o = 0). This
is because factors b and b? cancel out in the SPD (25) in these three special cases when

h =0, \TX;1\ — oo, or oy — 0, respectively. Hence, these factors would have zero betas.

Three-factor CAPM (26) is consistent with the empirical findings in Ang, Hodrick,
Xing, and Zhang (2006) and Cremers, Halling, and Weinbaum (2015) showing that market
volatility measured by VIX is priced in the cross-section of asset returns. In particular,
in a special case of our model studied in Section 4.1 in which b is proportional to C
and v; = 0 for ¢ > 2, risk factor b and its volatility are proportional to the market
portfolio payoff and its volatility. Our model may also contribute towards explaining
findings in Savor and Wilson (2014) who show that market betas are strongly related to
average returns only during periods of macroeconomic announcements such as news about
inflation, unemployment, and FOMC interest rate decisions. Their explanation is that
announcements provide a clearer signal about aggregate risk and expected future market
returns due to reduced noise or disagreement. CAPM (26) shows that, in line with this
explanation, reduced asymmetry of information during macroeconomic announcements
decreases the effect of information-related factors on asset returns, and hence, expected

returns are mainly determined by market betas.

Finally, we evaluate the contribution of the information-specific factors to asset returns.
For tractability, we focus on the returns of Arrow-Debreu (AD) securities. We also assume
that the informed and uninformed investors have the same risk aversion so that the effects
of information asymmetry are not confounded by other sources of investor heterogeneity.

Lemma 3 presents the expected returns and comparative statics.

Lemma 3 (Expected returns of Arrow-Debreu securities). Suppose, both investors
have identical risk aversions, v; = vy, = . Then, the expected return of the Arrow-Debreu

security with payoff 1yu—.,y s given by:

]EU[R ] _ ™, T — exp{_'yc(wn)T]E[—l/’S] + O.5t(bn — EU[b])2 + T’T} (27)
n RN ERN [exp{—vC’(w)TE[_yM +0.5t(b — EU[b])Q}} ’

where t = h/(R*X\TE,P\/4? + 1/02) quantifies the asymmetry of information. Moreover,
OEV[R,]/0t > 0 if and only if (b, — EV[b])? > var”[b].

3As noted in Cochrane (2005), the factor representation is not unique. Three is the maximum number
of independent factors in our model, but they can be combined in two or one factor, as in equation (24).
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Equation (27) disentangles the effects of risk attitudes and information asymmetry on
expected returns, which are captured by terms vC(w,) E[—v|s] and (b, — EV[b])?, re-
spectively. Parameter t quantifies information asymmetry. Larger ¢ corresponds to more
information asymmetry and ¢ = 0 to no asymmetry, in which case either there are no
informed investors (h = 0), or asset supply is deterministic (3, = 0), or shock ¢ is known
to everyone (09 = 0). When t = 0, expected returns are only determined by risk aversion
v and market portfolio payoffs C(w,)" (—v). Equation (27) allows for simple comparative
statics showing that if two states have the same market portfolio payoffs then, in the pres-
ence of information asymmetry, the AD security of the state with higher squared deviation
(b — EY[b])? has higher return, and the effect is stronger with larger parameter t.

The risk premia of AD securities are given by EV[R,] — e = (7Y /7fN — 1)e"’. There
are always AD securities with positive and negative risk premia because assuming that,
e.g., all risk premia are positive, 77 /7 — 1 > 0, leads to a contradiction 1 = )", 77 >

YN = 1. Next, we find out which AD securities have positive risk premia. From
equation (27) we observe that 7 > 7N for sufficiently large |b,| because the ratio 77 /7N
is mainly determined by the quadratic term (b, —EV[b])2. Therefore, posterior probabilities
7Y are higher than risk-neutral ones for tail risks (i.e, when |b,| is large), and hence,
corresponding AD securities have positive risk premia. The latter effects are stronger with

larger asymmetry parameter ¢.

3.3. General Economy with M < N Securities

In this section, we study an economy with M securities, where M < N, which subsumes
complete and incomplete market economies as special cases. For tractability, we focus on

a subset of economies which satisfy the following condition.

Informational spanning condition: There exists a replicating portfolio for the risk

factor b. That is, there exist constant \g and vector X\ = (A\y,...,A\y_1)' such that

by = Ao+ C(wn) " (28)

We provide several plausible economies that satisfy condition (28). First example is a
complete-market economy, where M = N, and hence, there always exist constant A\g and
vector A satisfying equation (28). Second example is an incomplete-market economy with
only one risky asset with payoff C; = b/)\;, where \; is a constant. Lemma A.2 in the
Appendix shows that single risky asset economies in Grossman and Stiglitz (1980) and

Breon-Drish (2015) satisfy condition C; = b/\;. Third example is an economy with an
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asset paying C7 = b/A;, and call options on C} with payoffs Cy = max(C; — K3, 0),.. .,
Cu-1 = max(C; — K,;_1,0), in which case \g = 0, A\ = (\(,0,...,0)". Fourth example is
an economy with a firm that has cash flow b and issues risky debt and equity with payoffs
min(b, K') and max(b — K,0), where K is the face value of debt. It is easy to verify that
in this last example \g = 0 and A = (1,1)T because b = min(b, K') + max(b — K, 0).

We begin with the derivation of informed investor’s portfolio in Lemma 4 below.

Lemma 4 (Investor I’s optimal portfolio). i) The portfolio choice of the informed
investor is equivalent to the following mean-entropy optimization:

max 0] (E[C] - pe'™) - , (29)
I Y1

where expectation IE[] is under investor I’s benchmark probability measure 7, = m,(0), and

R(X)=In (]E[ex]) — IE[X] is the entropy of random variable exp(X) under this measure.

ii) If Condition (28) is satisfied, then investor I’s demand is linear in €, and given by

Ae  0:(p)
o (i) = 2o = L) 30
ey =2 - i )

where vector X is such that Condition (28) is satisfied, and 0% (p) is a function of p.

Lemma 4 shows that portfolio (30) is separable in shock £ and price p and linear in &
when condition (28) is satisfied. We label the first and second terms of (30) as information-
sensitive and information-insensitive demands, respectively. Next, we provide intuition for
portfolio (30) and condition (28).

First, we discuss the portfolio choice. Lemma 4 shows that the portfolio choice is
equivalent to a risk-return tradeoff (29), which is similar to mean-variance optimization
except that risk is measured by entropy rather than variance. This similarity can be seen

from the expansion of entropy in terms of cumulants [see Campbell (2018, p. 100)]:

_ var| X skewness|X
R(X) = 2[! ]—i- i [ ]+

If variable X is normally distributed, then %(X) = 0.5 var[X], and hence the entropy term
in (29) becomes 0.5, var[be/y; — 0] C], and we obtain the mean-variance objective. If

higher order cumulants are small, we obtain an approximate mean-variance objective.

The entropy term of the objective function (29) explicitly demonstrates that investor
I hedges uncertainty arising due to the variation of risk factor be across states, because
this variation affects the probabilities of states m,(¢). We now show that the economic

role of condition (28) is to ensure perfect hedging of be. To focus on pure hedging, we first
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consider a partial equilibrium portfolio choice with zero excess payoffs ]E[C] —pe't = 0.
Then, optimization (29) reduces to the minimization of entropy #(be —~,0] C'), and hence,
investor I replicates risk factor be in the best possible way. Perfect hedging with zero
entropy is feasible if and only if condition (28) is satisfied, in which case the optimal
information-sensitive hedge is given by Ae/v;. The latter portfolio perfectly tracks be and

allows the investor to have more wealth in more likely states.

Next, we show how perfect hedging (equivalently, condition (28)) leads to the separa-
bility of shock e and prices p in portfolio (30). If perfect hedging is feasible, the investor
hedges exposures be by including a perfect hedge \e/~; in the total portfolio 67. Residual
uncertainty then no longer depends on be and the information-insensitive demand solves
the optimization problem for the case ¢ = 0. Consequently, the information-based trading

is localized in the hedging portfolio Ae/~;.
The separability of portfolio 7 in shock € and price p is not feasible without perfect

hedging because speculation and hedging decisions become intertwined. Consider, for
example, a single-asset economy where condition (28) is violated because b = C'— C?, and
assume without loss of generality that ]E[C] —pe' > 0 and € > 0. Then, investing 0, > 0
in the risky asset allows the investor to take advantage of the excess payoff IE[C’} —pe't >
0. However, the optimal portfolio cannot balance two irreconcilable hedging objectives
of having 1) more wealth in more likely states and 2) less wealth in less likely states.
Specifically, portfolio #; > 0 allocates more wealth to more likely states with be > 0 when
C is low, in line with the hedging incentive, but more wealth to less likely states with

be < 0 when C' is high and b takes negative values, contrary to the hedging incentive.

Finally, we comment on the role of distributions and preferences in the portfolio choice.
We observe that probabilities m,(¢) in (1) and preferences of investor I are conjugates
because both have an exponential form. Consequently, risk factor be and portfolio payoffs
0] C are perfect substitutes such that one unit decrease of b,e can be offset by the increase
of portfolio payoff 8] C(w,) in the investor’s optimization. This substitutability gives rise

to the additivity of be and portfolio payoff ] C' in the optimization (29).
Equation (1) for real probabilities and condition (28) imply that the PDF of the payoff

vector C'(w) conditional on shock € belongs to a multivariate exponential family distribu-
tion @ee(x) = H(e)exp (A(x) + B(x)e) [Casella and Berger (2002, p. 114)] with a linear
function B(z) = A\"2. Breon-Drish (2015) demonstrates that the latter exponential family
distribution with a linear function B(x) is necessary and sufficient for the separability
of portfolio 67 in the signal and prices in a single risky asset economy. The separability

of portfolio 87 in the multi-asset case can be demonstrated along the same lines as in
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Breon-Drish (2015), and without mean-entropy optimization (29). In Section IA2 of the
Internet Appendix, we show that the informational spanning condition (28), and hence
the linearity of function B(z), can be relaxed in a setting where noise trader demands are

replaced with random endowments, and show the robustness of our results in that setting.

Substituting portfolio (30) into the market clearing condition, similar to the complete-
market economy, we obtain hAe /7y, 4+ v+ H(p) = 0, where H(p) = (1—h)0%(p) — h0* (p) /v,
is the informational content of prices. Investor U finds the posterior probabilities follow-
ing the same steps as in the complete-market case. Given these probabilities, we derive
the portfolios of investors, and then the asset prices from the market clearing condition.

Proposition 3 reports the equilibrium.
Proposition 3 (Equilibrium with M < N assets).

i) Let the informational spanning condition (28) be satisfied. Then, there exists unique price
vector P(e,v) that is a continuous, differentiable, and invertible on its range function of

sufficient statistic s = hAe/v, + v. Price vector P(e,v) is the unique solution of equation

i (e Pe,v) . (1= h)f; (e Pe,v))
Vi Yo

(1= Wio/ (o)A
XS, IN/AE 1 103

= (E+Q)s+ (31)
where E is the identity matriz, Q is a matriz given by equation (19), E,Q € RM-1)x(m—1)

and functions fi, fy : RM=1 — R™~L are invertible on their ranges and given by

_ 25 Cwy) exp {a; + Clw;) "z}
Yl exp{a;+CO(wy)Tay
2
ZN: C’<w'>eXp{a'+l NSRRIV 2 —|—C(w-)TZ’}
folay= = T EMAL AR T T (33)

N b4
Zj:l €xXp {aj + %hQATZJI;/'Y?"'l/JS + C<wj>Tx}

fi(z)

ii) The informed and uninformed investors’ optimal portfolios are given by

—1( _ rT
0;(p;e) = t - fIS;p), (34)

. 1 (PQfTH ) f (€T v
i) = (E+Q) ( u—%%)‘ & )+mwgﬁbﬁlwﬁ)'<%>

Portfolios (34) and (35) have similar structure as the complete-market portfolios. Fur-
thermore, both in incomplete and complete markets prices are non-linear functions of the

sufficient statistic hAe/~; + v. However, in incomplete markets, in general, the prices are
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not available in closed form and satisfy non-linear equations (31). Solving and analyz-
ing these equations, in general, is a challenging task when the number of unknowns is
large. The intractability of the incomplete-market equilibrium is in stark contrast with

our complete-market equilibrium where prices are available in closed form.

Another contribution of Proposition 3 is the proof of the existence of equilibrium. This
proof is complicated by market incompleteness and the multiplicity of risky assets. As a
result, proofs in the related models with a single risky asset [e.g., Palvolgyi and Venter
(2014), Breon-Drish (2015)], which are based on the intermediate value theorem, do not
apply in our model. Our proof in the Appendix relies on well-known results of basic
calculus such as Weierstrass’s compactness theorem [e.g., Rudin (1976, Theorem 2.42)]
and an implicit function theorem [e.g., Rudin (1976, Theorem 9.28)]. Although the latter
theorem guarantees only local existence and uniqueness, using Weierstrass’s theorem and
the fact that functions f,(z) and f,(z) in (32) and (33) have globally invertible Jacobians,

we show that the solution can be extended globally.

Next, we introduce two measures of market incompleteness which we use in our analysis
below. Risk-neutral probabilities in incomplete markets (i.e., M < N), in general, are not

unique. In particular, consider the following two probability measures:

RN,I _ n(€) eXp{_’VIWI,T,n} TRNU T (p) eXp{_’YUWU,T,n}

S E;'V:1 T (5) eXp{_P}/IWI,T,j} ’ " B Z;'Vzl Wy(p) eXp{_’YUWU,T,j} ‘

m (36)
The first order conditions for investor optimizations (3) and (4) imply that p = e "TE*/[C]
and p = e "TEMU[C], respectively, where the expectations are under the measures (36).

Hence, probabilities (36) can be interpreted as risk-neutral probabilities.

The first measure of market incompleteness is the Kullback-Leibler (KL) divergence

(also called relative entropy) of the two risk-neutral measures (36), defined as

RN,U

R =B (S ). (37)

and the second measure is the symmetric KL divergence, given by

RN,U TRNGI

)]+ E () (38)

The KL divergences (37) and (38) are always non-negative, and take zero value if and

R =E= (5

only if the probability measures (36) coincide [e.g., MacKay (2017)]. Lemma A.9 in the
Appendix shows that the probability measures (36) and divergences k" and R are functions
of the sufficient statistic s, and hence, are observed by both investors I and U. Lemma

A.9 also presents kY for the CARA-normal economy.
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We now relate the measures of market incompleteness to the probability-weighted ratio

of marginal utilities. In incomplete markets, this ratio varies across states, and hence,

Tn(e) exp{—v W, rn} _
ﬂ'g(p) eXp{—’YUWU,T,n}

, (39)

where ¢ and /,, = {(w,,) are a state-independent and a state-dependent variables, respec-
tively. Using simple algebra, it can be shown that our measure of incompleteness (37)

equals the entropy of the random variable exp{¢(w)} under the measure 7**

, given by
kY =In (ERN’U {ef(‘“)D — E"NU[l(w)]. Hence, ratio (39) does not depend on state w, if and
only if k¥ = 0 (equivalently, & = 0). In the latter case, the market is effectively complete,
that is, the investors achieve Pareto-optimal allocations [e.g., Amershi (1985); Brennan

and Cao (1996)]. Lemma 5 below, derives & in terms of risk-neutral variances.

Lemma 5 (Measure of market incompleteness). The measure of market incom-
pleteness defined as the symmetric KL divergence (38) of the informed and uninformed

investors’ risk-neutral probabilities is equal to

var®™v[b] — var™'[b]
R2ATSIN/42 +1/08’

R =

(40)

where the variances are under the risk-neutral probabilities (36), respectively.

Lemma 5 has several implications. The first implication is that the asymmetry of
information is in itself an important source of market incompleteness. It is known that
without the asymmetry of information the market is effectively complete even when in-
vestors have different risk aversions and M < N [see Rubinstein (1974)]. Second, equation
(40) shows that the extent of the risk-sharing imperfection is characterized by the wedge
between the risk-neutral variances of the risk factor b under the risk-neutral measures of
investors U and I. Third, Lemma 5 implies that var®™V[b] > var®™'[b] because & > 0, and
hence, investor U faces higher uncertainty. Finally, Lemma 5 implies that the risk-neutral

measures (36) coincide if and only if var®Y[b] = var®™'[b] because then & = 0.

Lemma 5 sheds light on risk-sharing in the economy. First, we note that the informa-
tional spanning condition (28) and the risk-neutral measures (36) imply that E*V[b] =
E™NI[b] = p, and hence, investors U and I agree on the valuation of the replicating port-
folio for the risk factor b. Next, we observe that the risk-neutral variances var™V[b] and
var®™’[b] in (40) can be interpreted as the informed and uninformed investors’ subjective
valuations of a non-tradable quadratic derivative with payoff (b — p)?, respectively. There-
fore, because var®™V[b] > var®™![b], as discussed above, there are potential gains from

trade if investor I could sell this derivative to investor U. Equation (40) then implies that
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market incompleteness arises due to the different subjective valuations of this derivative
and inability to trade it. The intuition is that buying the quadratic derivative at a price
lower than var™V[b] compensates investor U for the disutility of facing higher uncertainty
due to being uninformed. Consistent with this intuition, in Section 4.2 below, we show that
allowing investors to trade quadratic derivatives makes the market effectively complete and

it is the informed investor who sells the quadratic derivative to the uninformed.

4. Economic Applications

In this section, we provide several applications of our model to market microstructure, cor-
porate finance, and asset pricing. In Section 4.1 we study the informativeness of derivative
prices and introduce a new concept of informationally irrelevant securities. There we also
explore the informational content of corporate debt and equity. Then, in Section 4.2, we
study volatility derivatives and show that they make financial markets effectively com-
plete, quantify the value of information, and indicate by how much the informed investors
are better off than the uninformed ones. In Section 4.3 we derive new closed-form asset
prices in effectively complete markets. We also derive expansion for asset prices in terms
of higher order moments of asset payoffs and use it to study the effect of payoff skewness

on prices. In Section 4.4, we study the effect of financial innovation on market liquidity.

4.1. Information Revelation in Asset Markets

In this section, we study how the information about the aggregate shock revealed by the
prices depends on the type of traded assets. We start with the analysis of the informed
investor’s portfolio in equation (30). This equation implies that the informed investor’s
demand for asset m depends on shock e if and only if \,, # 0, where ), is the m™
component of vector A\. Otherwise, if \,, = 0, the informed investor’s demand for asset m

does not contain any information about e, and hence, asset m is informationally irrelevant.

The informational irrelevance of derivatives is a generic property of economies with one
underlying asset with payoff C; = b/A\; and derivative securities written on this asset. In
such economies, the informational spanning condition (28) is satisfied with the replicating
portfolio A = (A1,0,...,0)". As demonstrated in Lemma A.2 in the Appendix, condi-
tion C} = b/)\; is satisfied in the single risky asset economies of Grossman and Stiglitz
(1980) and Breon-Drish (2015). Consequently, adding any non-redundant securities to
these economies does not reveal more information about £ (provided that noises v are

uncorrelated across assets, as elaborated below).
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To illustrate informational irrelevance, we consider an economy with a risky asset with
payoff C1 = b/A;. Then, we add M — 2 derivative securities written on that asset and
assume that all noises v, are i.i.d. In this economy, A = (A\1,0,...,0)". Prices then reveal
sufficient statistic Ae/y; + v = (Aie/y; + v1, V2, ..., v1) . However, because noises v,
are i.i.d., only the first element \je/v; + 14 of the sufficient statistic provides information
about £. Hence, the number of assets does not affect the posterior distribution of ¢ and
posterior probabilities 77 (p). The derivative securities are thus informationally irrelevant.*
Informational irrelevance also implies that derivatives prices are not fully revealing when

noise traders do not trade in derivatives markets, that is, when v; = 0 for ¢ > 2.

As shown in Section 3, assets with \,, # 0 are used by investor I for hedging the
aggregate risk factor be. From equations (34) and (35) we observe that assets with A, = 0
are still held by investors for reasons unrelated to information, such as trading against noise

traders. Moreover, we note that portfolio A does not depend on payoff distributions.®

The informativeness of prices also depends on the correlations of noises. Consider an
example with two risky assets and perfectly correlated noises 1 = 5. Taking the difference
of the market clearing conditions (13) for the two markets we find that (A —A2)e /v, + (11—
va) + (1,—1)TH(p) = 0. Shock € can then be perfectly learned from prices if A\; # Ay and
is given by € = v,(—=1,1)TH(p)/(A\; — A2). The effects of the informed investor’s demand
and noise correlations on the learning from prices by investor U are captured by vector A

and matrix ¥, in equation (15) for investor U’s posterior probabilities, respectively.

We now apply the results of this section to study the informational content of risky debt
and equity. Consider a firm with cash flow b, in state w,. The real probabilities of states
mn(€) and PDF ¢, (z) of shock € are given by equations (1) and (2), respectively. Suppose,
investors trade the firm’s debt and equity with payoffs min(b, k') and max(b — K,0),

respectively, where K > 0 is the face value of debt. The informational spanning condition

4The empirical literature on price discovery in financial markets finds that the prices and trading
volumes of derivative securities reveal information about the payoffs of the underlying asset [e.g., Easley,
O’Hara, and Srinivas (1998); Chakravarty, Gulen, and Mayhew (2004); Pan and Poteshman (2006)]. This
evidence is consistent with our model when the derivatives help replicate the economic factor b or noise
trader demands are correlated. The latter situation may arise when factor b represents the aggregate
output in the economy and e is a market shock that makes states with high output less (more) likely
when € < 0 (¢ > 0). If, for example, informed investors know that € < 0 they would hedge by investing
in assets and derivatives that have higher payoffs in bad times (e.g., put options, gold). The latter assets
are sensitive to information, and hence, would have \,, # 0.

®Consider, for example, a firm with cash flows b and three tradable securities with payoffs C; = b—g; (b),
Cy = g1(b) — g2(b), C3 = g2(b), where ¢1(b) and g2(b) are arbitrary continuous functions. The replicating
portfolio for cash flow b is given by A = (1,1,1)", because b = C; + Cy + C3, and does not depend on
the distribution of cash flow b or functions g1 (b) and g2(b). The latter result is similar to how replicating
portfolios for options in a binomial model do not depend on real probabilities of states of the economy.
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is satisfied for debt and equity with the replicating portfolio A = (1,1)" because b =
min(b, K) + max(b — K,0). The prices of debt and equity can be obtained by solving
equation (31). Portfolio A = (1,1)" does not depend on K, and hence, the sufficient
statistic, the posterior distribution of €, and the posterior probabilities of states also do
not depend on K. As a result, the face value of debt K is irrelevant for the amount of

information jointly revealed by the prices of debt and equity.

Our irrelevance result is not a mere consequence of the Modigliani-Miller theorem
because of a market imperfection in the form of informational asymmetry. This result
emerges because investor I buys the same number of units of debt and equity to replicate
the risk factor b, which is similar to buying directly a security with payoff b. Such portfolio
composition of investor [ is difficult to anticipate without our theory because, in general,
the uninformed investor may want to purchase less informationally sensitive securities such
as debt min(b, K') when K is small. Then, the informed investor would hold more equity

than debt in equilibrium.

Similar to the Modigliani-Miller theorem, the economic value of the irrelevance condi-
tions is that they help identify plausible situations when the capital structure is relevant
for the informativeness of asset prices. For example, our analysis of debt and equity relies
on costless default on debt whereas in reality firms may face considerable bankruptcy costs
[e.g., Altman (1984); Andrade and Kaplan (1998)]. Hence, the irrelevance result breaks

down in the presence of costly defaults, as we show below.%

Consider a firm with cash flow b,, in state w, such that b; < by < ... < by. The firm
loses fraction x of its value in the case of default so that the final payoffs of debt and equity
are given by min(b, K') — xbl<ky and max(b — K, 0), respectively. The cash flow b can
no longer be replicated by trading only debt and equity. In addition to debt and equity,
we allow the investors to trade Arrow-Debrew (AD) securities with payoffs 1,—.,,}, where
n < N — 2. These securities help achieve protection in default states, and in this respect
are similar to credit default swaps. The firm cash flow can be replicated as follows:

b=x Y bulgu—y,y + (min(b, K) — xbljpcry) + max(b — K, 0),

n:bp <K

debt with costly default equity

6Another realistic example where the capital structure affects the informativeness of prices is an
economy with an interplay between investment decisions and security payoffs. Consider, for exam-
ple, an economy where raising capital K by issuing debt changes the probabilities of states so that
7n(e) = exp{a, + (bn + g(K)b2)e}/ Zyil exp{a; + (bj + g(K)b?)e}, where g(K) is an increasing function
of K. Thus, investing K increases the probability of high payoffs when € > 0, and hence, the investment
decision reveals information about ¢. Assuming that investors can trade a derivative with payoff b2, the
risk factor can be replicated as b+ g(k)b? = min(K, b) + max(b— K, 0) + g(K)b%. Therefore, the replicating
portfolio A = (1,1, g(K)) depends on K and the amount of information is affected by debt K, similar to
the example below. More detailed investigation of this interplay we reserve for future research.
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and hence, the replicating portfolio is given by A = (xby,. .., xbs,0,...,0,1,1)7, where @
is the largest integer such that b, < K. We then evaluate the informativeness of prices
using the posterior variance of shock e, which is reported in Lemma 6 below.

Lemma 6 (Posterior variance of shock ¢). The posterior variance of € is given by:

B 1 N varV [b]
TRNTECINA2 +1/52 T (RPATSIAA2 + 1/02)2

var[e|s] (41)

From equation (41), we see that defaults affect the informativeness of prices because
the replicating portfolio A depends on both the cost of default x and the face value of debt
K. To simplify the exposition, we assume that 3, = 02F, where E is an identity matrix.
We further assume that o3 is small and/or b, has low variability, so that the second term

in (41) is small. Then, keeping only the first term in (41) for tractability, we find that

1
var|e|s| ~ . 42
W e T, D e 2
Equation (42) reveals that the posterior variance of shock € is a decreasing function of

the face value of debt K and the cost of default y. The intuition is that default becomes

more likely as the face value of debt K increases, and hence, more AD securities are
needed for hedging and more information is revealed through their prices. The latter
result is consistent with the empirical evidence showing that credit default swaps reveal

information about cash flow distributions of underlying firms [e.g., Blanco, Brennan, and
Marsh (2005); Longstaff, Mithal, and Neis (2005)].

4.2. Effective Completeness and Volatility Derivatives

We now apply our model to study the economic role of volatility derivatives. These
derivatives are widely traded in financial markets, and hence, adding them to our analysis
makes it more realistic. We show that introducing volatility derivatives to incomplete
markets makes these markets effectively complete and, moreover, their prices quantify
the value of information to uninformed investors. As discussed in Section 3.3, effective
completeness requires that the measure of market incompleteness (37) is zero, k¥ = 0.

Proposition 4 below provides necessary and sufficient conditions for effective completeness.
Proposition 4 (Conditions for effective completeness).

i) Suppose, the market is incomplete, that is, M < N, and the informational spanning
condition (28) is satisfied. Then, the market is effectively complete if and only if there
exists a replicating portfolio for squared risk factor b2. That is, there exist constant Xo and
vector X € RM~1 such that b2 = Ao+ C(wn) A, foralln=1,...,N.
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ii) If the quadratic derivative with payoffs b2 is tradable, then the informed investor holds

a short position and the uninformed investor holds a long position in this derivative

iii) If the market is effectively complete, the prices of risky assets are given by equation
(16), as in a complete market, with the only difference that vectors A, v, and matrices ), E
and QQ are of lower dimensions: X\, v € R, Q € RV gnd F, () € RM-DxA=1)
Moreover, the CAPMs in Corollaries 1 and 2 also hold in the effectively complete markets.

Proposition 4 confirms the risk sharing analysis in Section 3.3. As discussed in Sec-
tion 3.3, the measure of market incompleteness (40) implies that investors U and I have
different subjective valuations of assets with quadratic payoffs b? in incomplete markets.
Moreover, investor U has higher valuation of this derivative than investor I in the incom-
plete market. Consequently, allowing informed investors to sell securities with such payoffs
to uninformed investors generates gains from trade. Proposition 4.ii verifies that investor

I sells a quadratic derivative to investor U.

We demonstrate the implications of Proposition 4 in a simple economy with one asset
that has payoff C1 = b/A;. The proposition implies that the market can be effectively
completed by introducing a derivative security with a quadratic payoff such as C? or
(Cy — ERN[CY])2. The last security is similar to a simple variance swap (SVIX) introduced
in Martin (2013). The prices of this security and the underlying asset are then given in
closed form by var®™[C}le™"" and E*N[Cy]e™"7T, respectively. Therefore, we interpret assets

with quadratic payoffs as volatility derivatives.

Next, we explain the importance of volatility derivatives for achieving effective com-
pleteness. Taking logs on both sides of equation (39) for the marginal rates of substitu-
tion, after simple algebra, we find that the market is effectively complete [i.e., £, = 0 in
equation (39)] if and only if vyWy 1, — ¥Wizrm — € = In (7Y (p)/mn(€)). The expression
YoWorm—YWrrn— ¢ can be interpreted as the payoff of a portfolio that invests in bonds
and 7,07, —v,07 units of the risky assets. Hence, effective completeness is feasible if only if
the log-ratio of probabilities In (7Y (p)/m,(¢)) can be replicated by a portfolio of tradable
assets [see Lemma A.8 in the Appendix]. Moreover, the log-probability In(7f(p)) is a
quadratic function of b, [see equations (15) and (A.29)], and hence, Pareto allocations of
wealth are quadratic functions of b,. Therefore, the existence of a replicating portfolio for

b2 is essential for Pareto optimality.

Previous literature has noted that introducing contracts and securities with quadratic
payoffs can lead to Pareto-optimality in CARA-normal models of syndicates with belief
heterogeneity [e.g., Wilson (1968)] and REE models of asset markets [e.g., Brennan and

Cao (1996)]. However, CARA-normal models have very restrictive structure of asset pay-
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offs, and there is no indication or anticipation in this literature that the latter property of
quadratic derivatives might hold in more general models. Moreover, quadratic derivatives
do not play any methodological role in CARA-normal models because the asset prices in
these models are available in closed form and do not depend on whether the quadratic
derivatives are traded or not [see Lemma 7 below|. Our methodological contribution is to
show that quadratic derivatives significantly enhance the tractability of models where the
normality of asset payoffs is relaxed. Introducing these derivatives gives rise to analytical
asset prices [studied in Section 4.3 below|. We observe that incomplete market prices, in
general, solve nonlinear equations (31) in terms of inverse functions, and are difficult to
compute in multi-asset settings even by numerical methods. We also contribute to the
literature by uncover a simple yet general approach for completing markets by introducing
a security that replicates the log-ratio of investors’ probabilities. This approach works not

only for our REE model but also for models where investors have heterogeneous beliefs.

Finally, we study the implications of volatility derivatives for the valuation of infor-
mation. Conditional on observing the sufficient statistic s, we define the shadow value of
information as the amount of wealth W that the uninformed investor is willing to give up
to become informed. Although we primarily focus on the complete-market economy, we

derive W in a more general incomplete market economy. Proposition 5 reports our result.

Proposition 5 (Shadow value of information). The amount of wealth that the unin-

formed investor is willing to give up to become informed is given by

— 1 var®™™U[p] kY
_ " 4
BTN e R Ve e )

where kY > 0 is the measure of market incompleteness given by (37), and the variance is

computed under the risk-neutral measure of investor U in (36).

Proposition 5 sheds further light on the economic role of volatility derivatives. When
the volatility derivatives are traded, and hence, the market is effectively complete, the
measure of market incompleteness is zero, k¥ = 0. Moreover, in the effectively complete
market the variance in equation (43) is computed under the unique risk-neutral measure
(17), which coincides with the incomplete-market measures (36). In particular, consider
an effectively complete market with two securities with payoffs C; and (C; — E*N[Cy])%
Then, the price of the second asset quantifies the value of information and by how much
investor [ is better off than investor U. The latter result also complements the widespread
use of the volatility index VIX as the “fear gauge” in financial markets, which increases

during times of uncertainty when information is more valuable.

Proposition 5 also sheds light on the value of information in the incomplete market. In
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such markets, the volatility index is not traded, and hence, the value of information cannot
be inferred from the prices of tradable securities. However, this value still features the risk-
neutral variance of risk factor b computed under the risk-neutral measure of investor U.
Moreover, equation (43) shows that the value of information is reduced by the measure of
market incompleteness k¥ because market incompleteness constrains the use of information

to fewer assets, which makes the information less valuable.

4.3. Closed Form Asset Prices and Higher Order Moments

In this section, for a broad class of payoff distributions, we derive new analytic expres-
sions for asset prices in effectively complete markets and study the effects of higher order
moments on asset prices. Because volatility derivatives are actively traded in financial mar-
kets, our method based on effectively complete markets provides an economically realistic

and tractable tool for studying asset pricing with asymmetric information.

Our benchmark is the economy with one risky asset with payoff C'; that has a continuous
unconditional PDF ¢ (z). The informed investor observes signal ¢ = C; + u, where
uw ~ N(po,02). The uninformed investor learns about e from prices, and noise traders
submit exogenous demand v;. This economy is a special limiting case of our economy in
Section 2 with distribution parameters a,, and b, given by equations (7) when N — oo, as
noted in Remark 1 and demonstrated in Lemma A.2 in the Appendix. From equations (7)

we observe that the informational spanning condition is satisfied because b, = C1(w,)/0?.

Following Section 4.2, we make the economy effectively complete by adding a volatility
derivative with payoff CZ. To facilitate the comparison of the economies with and without
the volatility derivative, we assume that the noise traders do not trade in the derivative.
As a result, the prices in the incomplete and effectively complete markets depend on the
same scalar sufficient statistic s = he/(y,02) + v1. The equilibrium is not fully revealing
because the derivative is informationally irrelevant” (as defined in Section 4.1), that is,

b= C,/o%+0-C?: Proposition 6 below reports asset prices in the two economies.

Proposition 6 (Equilibrium prices). The prices of the asset with payoff Cy that has
PDF pc(x) in the effectively complete and incomplete markets are given by

Pcom(s) - PC (/VIO-(%S/h — Mo, Ucom) e—rT’ -Pinc<5) = PC (7108§<5)/h — Mo, UO) e_TTa (44)

"The volatility derivative is made informationally irrelevant only to facilitate the comparison between
complete and incomplete markets in this application. However, in general, the volatility derivative does
not need to be informationally irrelevant as, for example, when b = Cy /o3 + C}.
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respectively, where the pricing function Po(u, o) is given by equation

E [C& exp (—7(0172“)2)]

20
E [oxp (~ AT

E[-] is the expectation with respect to PDF po(x), s = he/(v,02) + 11, 8(s) in the equation

Pe (,u70_> = (45)

for Pi.(s) is an increasing implicit function of s satisfying equation

P (’710'(2)§<3)/h — Mo, ‘70) =P (710(2)5/}1 — Mo + fyUo-zznc(S - §(S))/(1 - h)v UinC) ) (46>

and the volatility parameters c.om and o are given by:

o) 2]

Ocom = y Oine =
h/vi+ (1 =h) [y 1+ h2/ (Viokog) 1+ h2/ (violog)

Moreover, both prices P.om(s) and Pi,.(s) are increasing functions of s.

. (47)

Equations (44) show that the price of an asset with payoff C; admits similar represen-
tations in terms of pricing function (45) both in the effectively complete and incomplete
markets. Price P.,,(s) is given in closed form in the sense that finding this price does not
require solving any equations and it is in terms of only exogenous parameters specified
in Section 2. Price P;,.(s) in the incomplete market is less tractable because it is given
in terms of an implicit function §(s), which solves non-linear equation (46). The latter
equation is a consistency condition, which makes informed and uninformed investors agree

on the incomplete-market price, as shown in the proof of Proposition 6 in the Appendix.
To further highlight the role of quadratic derivatives in achieving tractability, we derive
the equilibrium prices in a CARA-normal economy. Lemma 7 reports our results.

Lemma 7. In the case of normally distributed asset payoff Cy ~ N (uc,c?) the price of

this asset is the same in incomplete and complete markets, is linear in s, and is given by:

P(s) = JeomTe (7’088/ h—ho ’"LC> e, (48)

2 2 2 2
¢ + Ocom Ocom 0¢

2

where volatility o,

is given in the first equation in (47).

Lemma 7 shows that adding a quadratic derivative to an incomplete-market CARA-
normal economy does not affect the price of the underlying asset. The latter result is
in contrast to Proposition 6, which shows that, for more general distributions, complete-

market prices are available in closed-form whereas incomplete-market prices are not.

As the first application of Proposition 6, we derive an expansion of the price Py, ($)

in terms of higher order moments of the cash flow C;. Proposition 7 reports the result.
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Proposition 7 (Expansion in terms of moments). Let m, = E{(Cl%c“c)n} be the

standardized moments under the PDF p.(x). The pricing function (45) is then given by

0 L. (M= ey (To\ny,
() ()

Po(p,0) = pe + 00— MUE m (; "777;:1 ’ (49)
5 G)ST

where H,(z) are Hermite polynomials satisfying a recursive equation H,1(x) = v H,(x) —
nH,_1(x) with the initial conditions Hy(x) = x and Ho(z) = 1.

Equation (49) provides an explicit link between the asset price and the higher-order mo-
ments. We now evaluate the impact of payoff skewness on the asset risk premia by lin-

earizing equation (49) assuming that volatility o. is small. We derive the unconditional

risk premium EV[C}] — P, (s)e™™, averaged over different values of s, which captures the
effects of skewness that do not depend on particular realizations of s. To focus on the
effects of the asymmetry of information, we assume that the informed and uninformed

investors have the same risk aversion . Corollary 3 reports our result.

Corollary 3. Suppose, v, = vy = 7 and o2 is small. Then, the unconditional risk

premium of the risky asset, averaged over the realizations of s, is given by:

3
U _ rT%_% 2 2 h(l_h)
EV[C1] — Prom(s)e 5o (el + Py (7203)), (50)

where mg is the skewness of cash flow Cy under the prior cash flow distribution po(z).

Equation (50) reveals that the risk premium is a decreasing function of skewness and that
assets with negative (positive) skewness on average have a positive (negative) risk premium.
The two components in brackets on the right-hand side of the equation decompose the
skewness effect into two terms, the effect of the random asset supply and the effect of
asymmetric information, respectively. The first term implies that the relationship between
the risk premium and skewness holds due to noisy asset supply even without the asymmetry
of information. However, the second term demonstrates that the asymmetry of information

amplifies the sensitivity of the risk premium to skewness.

The relationship between the risk premium and skewness arises because positive skew-
ness makes low payoffs less likely, and hence, makes holding the security less risky and
decreases the risk premium. Similarly, negative skewness increases the risk premium. The
latter effect is amplified by learning from prices. For example, in the case of positive
skewness, the uninformed investors would attribute a large negative sufficient statistic s
to noises 1y and u rather than to low cash flow (', and hence, would require lower risk

premium than in the absence of learning.
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Albagli, Hellwig, and Tsyvinski (2013) find similar results in a model with risk-neutral
investors, position limits, and heterogeneously informed investors. They also discuss large
empirical literature documenting a negative relation between the risk premium and skew-
ness. Breon-Drish (2015) considers a single-asset binomial model with more general distri-
butions for £ and supply shocks and derives conditions under which uninformed demand
curves bend backwards, in which case asset prices react more strongly than in a setting
in which all traders are informed. Our Corollary 3 complements the latter results by
showing that the relationship between the risk premium and skewness also holds in a no-
arbitrage setting with risk averse and asymmetrically informed investors and for general

payoff distributions.

Next, as a second application of Proposition 6, we provide analytic pricing functions

(45) for the following payoff distributions:

(v = ficy)? .
w exp| ———5—— ], v € R, (Mixture of Normals), (51
Z N o . ( ) ()
1 .5 x? .
volz) = AL exp | oy - dx |, x>0, (Generalized Gamma), (52)
C

wolx) = Ziﬁc exp (—W) P (ax ;C'uc) , * € R, (Skew-normal), (53)
respectively, where w; + ... +w, = 1, w; > 0, A is a normalizing constant, 6.; > 0 and
0o > 0 are scale parameters, fic;, 0 and [i, are shift parameters, and k£ > 1 is an integer
power, « is a skewness parameter, and ®(z) is the standard normal cumulative distribution
function (CDF). We note that: mixture of normals (51) is widely employed for non-
parametric estimation of general PDFs [Greene (2008, p. 416)]; generalized gamma (52)
has positive support and incorporates exponential (k = 1, 6. — 00), gamma (6. — 00),
Rayleigh (k = 2), and truncated normal (k = 1) distributions; and the skew-normal
distribution (53) extends the normal distribution to allow for skewness [Azzalini (1985)].
Proposition 8 reports pricing functions (45) for distributions (51)—(53).

Proposition 8 (Pricing functions in analytic form).

i) When pc(x) is a mizture of normals (51), the pricing function P.(u, o) is given by:

L ol + fic0? 1(p— ficy)?

> wi 32 XP |\ 7575 2

= ( l+ o ) 0c +0o
_} (1 — /jc,l)2>

L
g \/ cl+0'2exp< 2 a-c,l_’_a2
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ii) When pc(x) is a generalized gamma PDF (52) with an integer power k the pricing

function P.(u,0;k) is given in terms of Po(u, 03k —1) by the following recursive formula:

~9 9
050 ! kE—1 .

— =9 k>1
02 + o2 (02 * PC(,u,o;k—l))’ i ’

Po(p,03k) = (55)

UCU /,L 0-00 = UCU ,LL .
—5) b (-5) Cifk=1,
0% + 02 <02 * \/ag e (\/;% + g2 \o? i

where ®(x) = exp(—0.5z2)/ <\/27T<I>(x)), and ®(x) is the standard normal CDF.
iii) When @ (z) is a skew-normal PDF (53) the pricing function Po(u, o) is given by:

Py MO Aee | B sm() | 8 sm()ufo) | oo
c\M,0) = 52 + o2 52 + o2 [52 5202 52 + 02 [52 5252 )
C C el C C el C
a? G2+ o2 a? G+ o?

where () = exp(—0.522)/ (@@(x)), ®(z) is the standard normal CDF, and sgn(x) =
x/|z| when x # 0 and sgn(0) = 0.

The pricing function (54) for the mixture of normals is derived in terms of elementary
functions, and pricing functions (55) and (56) for the generalized gamma and the skew-
normal distribution are in terms of the inverse Mills ratio ®(z) = exp(—0.5z2)/ (\/ﬂ@(x)),
widely employed in statistics. The pricing functions (54)—(56) then give rise to analytic
complete-market price P, (s) in (44) of the asset with payoff C, which is in terms of basic
and widely used functions. Pricing functions also facilitate the computation of incomplete-

market price Pj,.(s) in (44), which involves solving non-linear equation (46) numerically.

Panels (a), (b), and (c) of Figure 1 plot complete-market prices P, (s) when asset
payoff C' is drawn from distributions (51)—(53), respectively. Panels (a) and (b) show that
non-normality of payoff C'; makes asset prices non-linear functions of the sufficient statistic
s = he/(v;08) + v1. In particular, panel (a.i) demonstrates that even a small change in
s can lead to large price changes [see also Breon-Drish (2010)]. Therefore, more general
distributions give rise to effects that are not captured by CARA-normal models, where

prices are linear functions of s.

Panel (c) of Figure 1 plots price Puon(s) for the standard normal distribution with
zero skewness and the skew-normal distribution for which the distribution parameters are

chosen in such a way that payoff C; has mean pu. = 0 and variance 02 = 1, as for the
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Figure 1: Asset prices in effectively complete markets.

Panels (a), (b), and (c) show the effectively complete market price P,,,,(s) when payoff PDF ¢ (z)
is a mixture of normals (51), a generalized gamma (52), and a skew-normal (53), respectively.
Panel (c) shows price P.,,(s) for the case of zero skewness (solid blue line) and positive skewness
0.75 (dashed red line). For panel (a) ¢, = G, = 1, fics = —fico = 3, w1 = we = 0.5; for panel
(b) 6¢ =1, 5 = 2, k = 3; for panel (c) pe = 0, 02 = 1. The remaining parameters are: o = 0,
oo=1,0,=1,h=05,7=v%=1r=0,T=1.

standard normal, but has skewness of 0.75.8 Equation (56) decomposes the pricing function

P.(p,0) for the skew-normal distribution (53) into two terms, where the first term is the

8The mean, variance, and skewness of a skew-normal random variable are given by pc = fic+0c+/2/7Q,
3
02 =52 (1—2a%/m), skew = 0.5(4 — ) (& 2/7r> /(11— a22/7r)3/2 , respectively, where @ = a/v/1 + a2
[e.g., Azzalini (1985)]. We calibrate the parameters so that pc =0, o = 1, and skew = 0.75.
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pricing function for a normally distributed payoff and the second term isolates the effect
of skewness and shows that skewness is priced. The comparison of prices on panel (c)
shows that skewness introduces non-linearity and convexity in asset prices and gives rise
to higher prices than in the case of normally distributed payoffs when |s| is large. These

higher prices are in line with lower risk premia implied by equation (50).

4.4. Liquidity and Financial Innovation

In this Section, we study the effects of asymmetric information and financial innovation on
market liquidity. We first define market illiquidity as the price impact of the noisy supply
given by a Jacobian matrix [0P/0v] with elements 0P,,/0v;, similar to the literature [e.g.,
Vayanos and Wang (2012), Cespa and Foucault (2014)]. We derive the price impacts in

the effectively complete and incomplete markets in Proposition 9.

Proposition 9 (Price impacts). The price impact matrices of the noise traders in the

effectively complete and incomplete markets are given by:

OPeom | _ e~ var™[C](E + Q) 57

o | hfu+Q=h)/w o
) -1

[8(];;"6 =e 7 (:J var™[C]7 + (17_ d) VaI”RN’U[C]1> (E+Q), (58)

where matriz Q is given by equation (19).

Equation (57) demonstrates that the price impact of noise traders is proportional to the
risk-neutral variance-covariance matrix var®~[C] when the market is effectively complete.
For example, in a simple market with only two tradable assets C} and C? and no noise
traders in the market for the quadratic derivative the first asset’s illiquidity is proportional
to var"™[C}]. For this asset, we define its liquidity as the reciprocal of illiquidity, given
by 1/var®™[C;]. The novelty of our analysis is that it links liquidity directly to the risk-
neutral rather than physical variance as in the related literature [e.g., Vayanos and Wang
(2012)]. The inverse relationship between liquidity and risk-neutral volatility is in line with
empirical findings. In particular, Chung and Chuwonganant (2014) show that liquidity is
negatively related to VIX, and Nagel (2012) shows that the returns of liquidity provision
are high when VIX is high, which may lead to evaporation of liquidity.

The price impact of noise traders can be decomposed into substitution and learning
effects, which correspond to terms var*~[C] and var®™¥[C]Q in equation (57), respectively.
The first term shows that a demand shock v, to asset [ affects prices of all assets correlated

with asset [. This is because the change in the price of asset [ leads to portfolio rebalancing
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= complete mkt
= incomplete mkt

Figure 2: Price impact of noise traders when C; drawn from a mixture of normals.
The Figure shows the noise traders’ price impacts in the effectively complete and incomplete
markets, P,,,,/0v and 0P;,./0v, as functions of the sufficient statistic s when cash flow C; PDF
is a mixture of normals (51) with parameters o., = 0¢, = 1, fic, = —fica = 3, w1 = wy = 0.5.
The remaining parameters are: g =0,00=1,0,=1,h=05, 7, =7y =1,r=0,T=1.

across all assets. For example, if shock v, is positive, the price of asset [ increases, and
hence, investors partially substitute asset [ with asset m positively correlated with asset [.

This substitution then increases the price of asset m.

The second term, var*™[C]Q, arises due to the difficulty of disentangling the effects of
noise v and shock €. If noisy demand v; increases the prices of some assets, such increases
may be partially attributed to a positive shock €. Hence, noisy demand v, affects the
posterior distribution of €, and through this distribution affects the prices of assets other
than [. Thus, learning from prices generates contagions by spreading demand shocks across
assets. The latter effect of learning is similar to the mechanism in Cespa and Foucault
(2014) where investors learn information about an asset from the information about other
assets, which may lead to liquidity crashes. Finally, we observe that matrix ) given by
equation (19) has a hump-shaped coefficient proportional to h(1 — h). Consequently, the

learning effect vanishes when investors have the same information (i.e., h =0 or h = 1).

Next, we compute the price impacts in the economy of Section 4.3 where investors
trade a single risky asset with cash flows '} and the informed investor receives a signal
e = Oy +u, u ~ N(ug,02). Investors can also complete the market by introducing a
security with quadratic payoff C?. Figure 2 shows the price impacts of noise traders in
the effectively complete and incomplete markets when the cash flow C is drawn from a

mixture of normal distributions (51). We observe that the effect of introducing a quadratic
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derivative has an ambiguous effect on liquidity, which goes up or down depending on the
sufficient statistic s. We attribute this ambiguity to two forces pushing liquidity in different
direction. On one hand, as discussed in Section 4.2, introducing a quadratic derivative
compensates the uninformed investor for the uncertainty in the market, and hence allows
this investor to trade more in the risky asset. On the other hand, part of the trading volume
shifts from the underlying to the quadratic derivative, which reduces trading and liquidity
in the underlying asset. Finally, we observe that in a CARA-normal economy financial
innovation does not affect the liquidity of the underlying asset because, as shown in Lemma

7, completing the CARA-normal economy does not affect the price of the underlying asset.

5. Extensions and Robustness

Noisy signals of shock . Our baseline model in Section 2.1 assumes that the informed
investors observe the realization of economic shock . In reality, the informed investors
may only observe a noisy signal about €. We here extend our model to economies where
the informed investor observes a signal given by & = € + 2z, where z ~ A(0,02). Lemma
A.11 in the Appendix shows that the latter economy is equivalent to our baseline economy

where the probabilities of states and the distribution of shock are given by

) (an+one (20, eaj+@-x) e~ 0-5(w—p0)*/(o3-+02)
@) = =g vel@) = == et Gl)
Zé‘v—l eitbie 5% (Zé‘v—l €aj+bjx) e 0-5(@—m0)*/(o5+02) g

where G, = ap 4 0.5(by + j10/02)%/(1/02 +1/02) and b, = b, /(14 02/02). We observe that
probabilities and the shock distribution in (59) have the same structure as in the baseline
analysis. Moreover, the economic factor b is proportional to b. Therefore, all our results

remain valid in this extended model.

Complete markets with general distributions. In Section IA2 of the Internet Ap-
pendix, we extend our no-arbitrage complete-market methodology to an economy with
general probabilities of states m,(¢), distribution ¢.(x) of the aggregate shock, and dis-
tribution ¢, (x) of noise trader demands. We obtain closed-form solutions in the general
case. We also consider a special case where noise trader demand is drawn from a mixture
of normal distributions (51). Using analytical expressions, we show that in the latter econ-
omy the asset price is a non-monotone function of the sufficient statistic and also identify

a security which makes an incomplete market effectively complete.

Noisy endowments and financial innovation. In Section [A2 of the Internet Ap-

pendix, we extend our analysis to economies in which noise traders are replaced with
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noisy endowments at the final date. These endowments prevent prices from fully revealing
the shock ¢ that determines state probabilities 7, (). The main advantage of this new set-
ting is that it allows us to analyze the welfare effects of a financial innovation. Moreover,

this setting also allows us to relax the informational spanning condition (28).

We assume that the state probabilities 7, (¢) are given by equation (1) and that there
are no noise traders in the economy. The informed investor receives state-dependent noisy

income at date T', which is generated by claims to non-tradable assets, and is given by
€rn = I//170,1(05 + 6bn + 77)a (60)

where « is a constant, 8 ~ N(0,03), n ~ N(0,072), where variables 3 and 7 are uncorre-
lated with each other and with shock €. The structure of endowments (60) is motivated
by the CAPM and captures the endowment’s exposure to the aggregate risk factor b. The
exposure coefficient 8 (analogous to CAPM beta) is known to the informed investors but
not to the uninformed investors. The endowment may represent a net asset or liability.

Therefore, 8 can have either sign, and we model it as a normally distributed variable.

First, we show that a quadratic security with payoff b? effectively completes the market
and the asset prices, derived in Proposition IA2.1 of the Internet Appendix, are analogous
to those in our main analysis. Hence, our results on the effect of asymmetric information
and the role of quadratic derivatives are robust to introducing noisy endowments. Second,
in Proposition IA2.2 we derive equilibrium in an incomplete market and replace the infor-
mational spanning condition with a weaker condition C' = ¢(b), where g(z) is a monotone
function. We also compute investors’ welfare and study the welfare effects of financial

innovation that effectively completes the market.

Information aggregation with multiple types of investors. In Section IA3 of the
Internet Appendix, we study an economy with K types of investors that have different
risk aversions and each type receives a signal e; = € + x;, where x; ~ N'(0,1/7;), and 7; is
the signal precision. The investors maximize their expected CARA utility conditional on

observing asset prices p and the private signal e;.

We conjecture and verify that investors’ optimal portfolios are separable in prices p
and signals e;, and can be decomposed as 6} (p; e;) = 61,(p) + Akie;. We show that asset
prices in this setting are functions of the sufficient statistic given by § = AXF | kie; + A,
where constants k; solve a system of non-linear equation. We show that this system of
equations has at least one solution, and exactly one solution in the symmetric equilibrium

where investors’ risk aversions «; and signal precisions 7; are exactly the same.

Similar to our baseline setting, we show that the quadratic derivative makes the finan-
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cial market effectively complete. Moreover, asset prices in the latter market are available
in closed form and have similar structure to asset prices in our baseline setting. When
the market is incomplete, asset prices can be characterized in terms of inverse functions,

similar to Proposition 3 in our baseline analysis.

Multidimensional shock e. In Section 1A4 of the Internet Appendix, we generalize our
model to incorporate multidimensional shocks ¢ € R*. We consider an economy where
the probabilities of states m,(g) and the prior PDF of shock € are given by

ean—i-bjl €

m(e) = — 1N,
S et

(S €4+ ) e 03t ™5 )

@e(z) = Jarc (Z;‘V:I eaj+b;r$)6—0.5(z—M0)T251($—M0)d337
where ¢, b, up € R*, and ¥y € R¥*¥ is a positive-definite matrix. When the market is
complete, we show that the risk-neutral probabilities, asset prices, and investor portfolios
have the same structure as in our baseline analysis in Section 3, with the main difference
that the replicating portfolio A is replaced by a matrix A.

Similar to the baseline setting, we impose the informational spanning condition when
the market is incomplete. This condition guarantees the existence of K tradable portfolios

that replicate the aggregate risk factor b, and is given by
by = Ao+ Clwn) A, (61)

where Ay € R and A € RWM-Dxx,

We show that despite the multidimensionality of shock e only one security is needed to
effectively complete the market. The payoffs of this security are quadratic forms of the risk
factor realizations b, € RX and are given by b (hR2ATY 1A /42 + X5 1)~ !b,, where A is the
matrix of replicating portfolios such that condition (61) is satisfied. In the economy with
a scalar shock (K = 1) the latter payoff reduces to a quadratic derivative b2 /(hR2ATX 1N +

1/02), as in Section 4.2.

6. Conclusion

We develop a tractable REE model with multiple risky assets with realistic payoff struc-
tures. Our model provides a tractable setting for studying the effects of information

aggregation on asset prices where prices and portfolios are available in closed form. We
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derive a three-factor CAPM with asymmetric information, which provides a bridge between

standard risk-based models of asset pricing and models with asymmetric information.

Our results yield necessary and sufficient conditions under which the informed de-
mands for derivative securities reveal information about the underlying asset. Absent any
additional frictions other than the asymmetry of information, these conditions imply the
irrelevance of the face value of debt for the total amount of information revealed by the
debt and equity of a firm. The conditions for the irrelevance of the capital structure also
help identify situations in which the capital structure is not informationally redundant. In
particular, we show that the irrelevance of capital structure breaks down in the presence
of bankruptcy costs. Our analysis also uncovers an important role of volatility derivatives.
These derivatives make incomplete markets effectively complete, and their prices quantify

market illiquidity and the shadow value of information for uninformed investors.
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Appendix: Proofs

Lemma A.1 (Prior mean and prior variance of ¢ and prior probabilities). Let

e have PDF (2). Then, its mean . and variance o in terms of (o, 02) are given by:

12
i exp <aj + 2) 14

g0

I
D5y exp (aj >

. i . ZAVRY
Zj:l exp | a; + 202 :U Zj:l exp | a; + 952 2%
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where p; = b;od + pig.

Proof of Lemma A.1. We compute p. = E[¢] and 0? = var[e] with PDF ¢.(z) given
by (2), and after straightforward integration, we obtain equations (A.1) and (A.2). B

Lemma A.2 (Special Cases). Let payoff C1 have general unconditional continuous
PDF pc(x). Suppose, the informed investor receives signal ¢ = Cy + u, where u ~
N (o, 08). Then, the latter economy is a limiting case (when N — o) of our N-state
economy with Cy(w,) = Cy + (Cy — Cy)(n—1)/(N — 1) and distribution parameters

_ Ciwn)*  poCi(wn) _ Ci(wn)
a, = 207 = +In[pc(Cr(wy))], by = e (A.3)

when N — oo and C, and Cy converge to lower and upper limits of payoff C,.

Proof of Lemma A.2. Consider a discretized economy with one risky asset with payoft
Ci(wy) =Cr+(Cy—Cy)(n—1)/(N—1), wheren = 1,..., N, and let the informed investor
receive signal ¢ = Cj(w) + u, where u ~ N(up,02). The unconditional probabilities
of Ci(wy,) are given by Prob(Ci(wy)) = ¢c(Ci(wy))/ (Zivzl @C(Cl(wn))). The original
continuous-space economy is a limiting case of the latter economy because as N — oo, the
distributions Prob(C4(w) < x) and Prob(C}(w) < z|e) converge pointwise to the respective
continuous-space distributions. We show that the latter discretized economy is a special

case of ours when parameters a,, and b, are given by equations (A.3) by verifying that in

our economy Prob(Ci(wy,)) = ¢c(Ch(wn))/ (Eiv:l 0 (Ch (wn))> and € = C1(w) +u
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Consider the unconditional probability Prob(C4(w,,)) in the model of Section 2:
Prob(Ci(wy)) = /Oo Tn(x) e (z)dx = /1\/00 pantbnz—0.5(x—40)?/08 1, _ %ean+0.5(ﬂo+bn08)2/087
where A and A are constants. Substituting a, and b, from equations (A.3) into the above
equation, after some algebra, we verify that Prob(C}(w,)) = 0 (C1(wn))/ N1 0c(Cr(wn)).

Next, we verify that ¢ = C}(w) +u, where u ~ N (jg, 02). Substituting a,, and b, from
(A.3) into equation (2) for PDF ¢.(x), after some algebra, we obtain:

S 0 ()
o (S eSO B (C () ) da

ve(7)

The above PDF is the convolution of the unconditional distributions of C} (w) and a normal
distribution N (j10, 02), and hence is the PDF of ¢ = C}(w) + u, where u ~ N (g, 02). B

Proof of Lemma 1. Taking log on both sides of investor I’s FOC (10), and substituting
wealth W, ., from the budget constraint (5), we obtain:

(07) " (Clwn) —€p) = f;j(ln(wn(e)) - ln(wfb‘N)) +const, n=1,...,N, (A4)

where const is a constant. Subtracting equation (A.4) for n = N from the other equations

in (A.4), we obtain a system of N — 1 equations with N — 1 unknown components of 07:

(09T (Clewn) — Clwn)) = — (m (”"(5)> “n (”flm)) Cm=1,...N—1, (A5)

Vi Tn () ™

Solving the system of equations (A.5), we obtain investor I’s optimal portfolio

-2 22) () - ) ()

Finally, substituting m,(¢) from (1) into the above equation, we obtain portfolio (11).

Proof of Lemma 2. Let s = h\e/v; + v denote the sufficient statistic. From Bayes

rule, the PDF of ¢ conditional on s is given by:

ey = Pele(lz)ee(2)
Pels (2]Y) T2 oo () pe(@)dz A7)

Because v ~ N (0,%,), s = hAe/v, + v conditional on ¢ has a multivariate normal distri-

bution N (hAe/v,,%,). Hence, substituting o). (y|z) into equation (A.7), we have

expq—0.5(y — hAx ITE;I —hAz /v, ) rpe(x
Pejsly) = p{=05(y Mc);l@) (v /v)}w)’

(A.8)
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where G1(y) normalizes the density. Next, to find probability 7¥(p), from the market
clearing condition (13), we note that in equilibrium s = —H (p). We focus on equilibrium
where prices only reveal the sufficient statistic s. Hence, 7¥(p) = ]E[Wn(e)\P(e, v) = p} =

E[r,.(¢)|s = —H(p)]. Calculating the last conditional expectation, we obtain:

™ () = E[mn(e)ls = —H(p)]

N (o]~ Hp))dr = [ e
= els Tl — T = € " x?
—0o Do etz el P G1(y)

where d,(x) is a quadratic function of x given by:

§
dn(z) = ay + by — 0.5(hAz /v, + H(p)) 5, (hAa/y, + H(p)) — 05(x — )2 /03
__PPOTSIN) +1od (- o/t b = BATS H )\
B 2 R2E(ATYSIN/42) + 1/03
102+ 2by (1003 — hATS; H(p) /)
2 h2(ATYSSIN/42) + 1/08

+an +

+9(p),
(A.10)
where g(p) is a normalizing function. Substituting d,,(z) from equation (A.10) into integral

(A.9) and integrating, we obtain equation (15) for 7Z(p). B

Proof of Proposition 1. First, we find the optimal portfolios of investors, and then
recover the equilibrium prices from the market clearing condition. The portfolio of investor
I is given by equation (11) in Lemma 1. To find investor U’s portfolio 07 (p), we follow
similar steps as in Lemma 1: 1) take the log of both sides of investor U’s FOC (10);
2) subtract the N*® equation from the rest; 3) solve the N — 1 equations for the N — 1

positions of U’s portfolio. This gives 6 (p) in terms of investor U’s probabilities 7Y (p)

w - {(n(GH) e () ) e

where ¥ is given by equation (12). Substituting 7 (p) from (15) into (A.11) we obtain:

72 7 Ty-1 2
i) = 0 {a I L 225@;3%;1/ ?/a_aﬂo/%) - 6@)} S (A
where vectors @, b, b® € R¥~! are given by:
a=(a; —ay,...,ay_1 — ay), Bz(bl—bN,...,bN,l—bN), (A.13)
b =12 — b2, 0 —b). (A.14)
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Substituting A = Q' and H(p) = (1 — h)8% — hQ™! (17 — 6) /7 from (14) into (A.12), we

obtain:

Q@ —o(p)) 10/ (Yo 2)A
o _ 0/\Tu0p —OH
R oV R s
_hRO(5() —a)  a-\(u(p) — ) TG L
(1—h)v T RAATE N2 + 1) o3 e
where a and matrix () are are given by:
502 h(1—h ANTE
- 0.5 _h(1=h) v (A.16)

o T e RSO
Solving linear equation (A.15) for portfolio #7 (p), we obtain portfolio & (p) in (20).

Next, we find the equilibrium prices. Substituting optimal portfolios 67 (p; €) and 6} (p)
from equations (11) and (20) into the market clearing condition k87 (p; e)+(1—h)6; (p)+v =

0, after rearranging terms, we obtain the following equation for vector v(p):

(5+Q)" (hQQ‘l(T)(p) —a) _ (1=hQ@p) —a) (= huo/(wod) )

o0 T h2ATE A7 + 1/ 06
. 1(~< ) N) (A.17)
(vlp) —a hA
— + 2 +v=0.
V1 Vi
The above equation can be further simplified by noting that
1 - _ _ | R _
(£ + Q)“?QQ Hop) —a)=(E+Q) " (E+Q— E);Q (o(p) — @)
I I
| _ I R -
=07 (8(p) —a) - (E+ Q)" Q7 (0(p) - a).
V1 Vi

Substituting the latter expression into equation (A.17), canceling like terms, substituting

a from equation (A.16) into equation (A.17), and solving it for v(p) — a we obtain

L 0-h/w 524 2u/ad)d Q(E +Q)s
20/ + (1= h) [y REATEIN/ A2+ 1/og  h/vi+ (1 —h) /v’

where @, b, and b2 are given by (A.13) and (A.14), or element-wise forn =1,..., N — 1:

u(p) =a+ (A.18)

1 (=R (B2 —B2) + 2(0/02)(by — by)  (Clwn) = Clwy)) T (E+Q)s

Up = Qp—Qn+=

2h/y+ (L =h)/yv  PPATEIN/Y? +1/0F hjv+ (1 =h)/v

Let v, be given by equation (18). Then, vector v(p) € R¥"! has elements v, — vy.
From the definition of vector ¥ in equation (12), we find that 7N = e"»~"~ / (Zjv:l eviTvN )

forn=1,..., N. Canceling e "~ we obtain probabilities (17).
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Finally, we show that P(e,v) is an invertible on its range function of s = hAe/vy, + v,
and hence, observing prices reveals unique s. First, because the risk-neutral probabilities
are unique, there is a one-to-one mapping between these probabilities and prices. From
equation (12) we observe that there is an one-to-one mapping between ¢ and the vector
of risk-neutral probabilities. Finally, from equation (A.18) there is an one-to-one mapping

between v and s, which, by transitivity, completes the proof. B

Proof of Proposition 2. We now find the derivatives of portfolios 8 with respect to
prices p. Substituting 73" =1 — 7" — ... — 7", into the risk-neutral valuation equation
(8), we obtain:

P = [T (Con(w1) = Conlwn) )+ -+ 721 (Con(wn—1) = Con(wn) ) + Conlwn) [ e, (A19)

where m = 1,..., N — 1. From the definition of vector ¥ in (12) we observe that 7N =
e’ /(14 XNt evn). First, we need to compute d5/dp. To do this, we find the Jacobian

n=1
Jp = Op/0v and then by the inverse function theorem we have dv/dp = J;*. Let J; be
the Jacobian of vector (i, ... 7% )T that is, a matrix with (n,k) element given by

On™N /Ovy. Differentiating equation (A.19) we find that J, = QT Je™"7, and hence
J,Qet =T I.Q. (A.20)

To find J, we first calculate O~ /0, where w1~ is given by equation (17):

OrEN RN —T NN, ifn #k,
=" = A.21
Iy, Ok TN — (pRN)2ifp = k. ( )
for n,k =1,..., N — 1, where the first equality follows from v, = v, — vy. From equa-
tion (A.21) we find J, = diag{m®, ... 7% } — (7}, ., 7)) T (7l 7)) where

diag{...} is a diagonal matrix. Substituting .J; into equation (A.20) we obtain:

T = QT (diag{m™, ..., %} = (7, 7 )T, LT ))Q (A22)
Recalling that Q is a matrix with rows (C(w,) — C(wx))T, and denoting C,, = (C’n(wl) —
Cr(wy), ., Crolwy—1) — Cn(wN)>T, we find that the (n, k) element of matrix J,Qe™ is:

{J,Qe T}, = Cldiag{m™, ..., 7% }C — O (af™, . a7 )y
=50, (Colwi) = Culwy)) (Crlws) = Cilwy) )
— (21 (Culwi) = Crlwon) ) mi™) (201 (Crlwi) = Cielww) ) i)
= cov™(C,, Cy),
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where to derive the second equality we added zero terms (Cn(wN) - Cn(wN)> (Ck(wN) -
Ck(wN))m%N, (Cn(wN) - C’n(wN))W]P;N and (Ck(wN) - Ck(wN))WJ‘EN to summations, and then
removed constants C,(wy) and Ci(wy), because they do not affect covariances.
Therefore, we conclude that J,Qe™” = var®™|[C]. Then, by the inverse function the-
orem, we now find that Q~'0v/dp = (VarRN [C’])ilerT. Using the latter equality and
differentiating optimal portfolios (11) and (20) with respect to p we obtain that the first

of these two partial derivatives is given by equation (21) and the second is given by:

)(E + Q)1> (VarRN[CD_leTT. (A.23)

odp  1—h

00%(p) 1 (hE_(h+1—h
V1 Vr Yu

We note the following equation for the inverse matrix (E + Q)™

RANTY !

E+ Q ! =F - )
( ) Yo Vi (hz)\TEgl)\/’ﬁ + 1/08) + h(1 = h)ATESIN

which can be verified by multiplying both sides of the latter equation by £ + (). Substi-
tuting (E + Q)~! above into equation (A.23), we obtain equation (22) for 96 (p)/dp".

Finally, we demonstrate that 07 ,,(p;¢) is downward sloping in p,,. This result follows
from the fact that matrix (var®[C])~! is positive-definite (as the inverse of a positive-
definite matrix), and its element m of the diagonal is given by e (var®¥[C])te,, > 0,
where e,, = (0,0,...,1,...,0)" is a vector with m'" element equal to 1 and other elements
equal to zero. Then, from equation (21) it follows that 967 ,,(p;€)/0p, < 0. B

Proof of Corollary 1. Let m = 7™ /7Ve¢™"T. Then, equation (23) follows from equation
(1.12) in Cochrane (2005, p. 14), and equation (24) is derived analogously to equation
(6.4) in Cochrane (2005, p. 102) in the proof of a theorem in Cochrane (2005, p. 101). W

Proof of Corollary 2. From equations (17) and (15) for the probabilities 7" and 7,

we obtain

TN Gis)e 1 h/v, b2 + 2b, (o /o0 + h)\TEljls/%) C’(wn)TS

M _ <pd =

ny PV 20 =W/ +hfv RNTS, A2+ 1/03 A=)/ +hj |
(A.24)

where G(s) does not depend on state w. Next, we express s in terms of E[v|s]. We note
that E[v|s| = E[s — hAe/7,|s]. Then, using equation (A.49) for E[¢|s], we obtain

hA o/ 08 4+ EV[ba] + hATE s /vy
Yo RPATESIAA7) + 108

s = E[v|s] + (A.25)

Substituting s from the above equation into equation (A.24) and then using the informa-
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tional spanning condition b, = A\g + C'(w,) " A, we obtain:

TN 1 h/v, b2 — 2b,EV (D] C(wn) "E[v|s]
g = ols) exp {‘2 (= R0+ B NS0 02 + 1od T (1= B) 3 + h/%} '
(A.26)

Assuming that either +; or 7, is small, and using approximation e* ~ 1 + x for small

x, from the above equation we obtain equation (25). Three-factor model (26) and the

interpretations of fy; follow from the theorem in Cochrane (2005, p. 107). The expressions

for the risk premia A; are given in Cochrane (2005, p. 108). B

Proof of Lemma 3. The price of an Arrow-Debreu security is given by E*¥[1,_,,1]e ™™ =

miNe™"T. Hence, the return is given by EV 1y, 3]/ (miNe™"T) = 7l /iNe™ . Equation (27)

follows, after some algebra, from equation (A.26). Differentiating (27) w.r.t. ¢, we obtain:
OEV[R,]

S = (b — EVI)°EY[R,] - BV [R,JE™ (b - BV b])*

= (b, — BV [b])*E"[R,] — EY[R,JE”[(b — E7[b])?]

= [(bn — BV[B])? — var[0]|[EV[R,]. ®

Proof of Lemma 4. i) Using simple algebra, it can be easily observed that the portfolio

choice of the informed investor is equivalent to solving the following problem:

max — Y37, m5(0) exp{bje — 16, (Clw;) —ep)} =

max — exp{E[Ble — 7,6/ (E[C] — €"p) + R(be — 1,6 O)},

where £(X) = In (E[ex ]) — E[X]. The above problem is equivalent to (29).
ii) Suppose, condition (28) is satisfied. Then, substituting portfolio (30) into (29) and

using simple algebra, we find that be cancels out from the second term of (29) and 5}“

solves optimization problem that does not depend on e¢:

mgax eerTeAI — 1 (51)7 (A.27)

where ¢,(6,) = 111(21-]\;1 exp{a; + C’(wi)THA,}) Hence, 6% only depends on prices p. B

Proof of Proposition 3.

Step 1 (Portfolio of investor [). Investor I’s optimization problem (A.27) yields the
FOC for the optimal 0F = \e — ~,07:

£ (5) = (A29)
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where f;(z) = ¢,(z) is given by (32). Assuming that f,(-) is invertible (as verified below),
gives HA}‘ = f7%(e"Tp). Then, using gj = Ae — ,0%, we find portfolio 07 (p;e) in (34).

Step 2 (Posterior probabilities and portfolio of investor U). Substituting investor
I’s portfolio (30) into the market clearing condition, we obtain: hie/v, + v + H(p) = 0,
where H(p) = —hf; 1 (e’Tp)/v; + (1 — h)6% (p), analogous to condition (13) for complete
markets. Hence, the posterior probabilities can be found similar to Lemma 2, and are given
by equation (15) in which H (p) is replaced by H(p). Substituting b, = Ag+C(w,)" A from
Condition (28) into equation (15) with H(p) instead of H(p), we obtain:

T, (P)

2 T 2 Ty—177
R B, (an+1bn+2c<wn> (Ato/08 — WANTET H (p) /)
Gs(p)

A29
2 R2(ATE IN/42) + 1/ 08 ) ’ (A.29)
where G3(p) is a normalizing function. Substituting probabilities 77 (p) into investor U’s
objective function (9), after some algebra, we obtain:
-
— N 7U(p)exp {—7[] (Wwoe’"T + (C’(wn) - eTTp> QU)}

Mio/ag = BANTS ' H(p) e
hA(ATESIA/A?) + 1/0d )

X (A.30)

=— exp [ Y€ p 0y + gu (
Ga(p) p (’Y p g

where G4(p) is some function of prices and g, : RM~! — R is a function given by:

N 1 b2 T
gole) =n (Z o {0+ 3 g T 17 O m}) |

J=1

From equation (A.30), we find that investor U’s optimization problem becomes

Mtofog — NS Hp) v
R (ATSTIN/2) +1/0p )

min ’VUeTTpTQU + gu (
Ou
Let fy(x) = g, (), then the FOC for investor U’s optimal portfolio 65, is,

s (Mo/ﬁ% — hANTSS H (p) [,
U

o 0* — o7 .
R2OTS,N2) + 1oz > ©r

Assuming that f; is invertible (as verified below), and e""p belongs to its range, we obtain

Ao/ — hANTE, M H (p) /4,

— 05 = (D). A.31

Substituting for H(p) = —hf; (e"™p) /v:+ (1— )67 (p) and factoring out Vw7 (p) we have

Aio/og + BPANTE f7 (e77p) [}
R2(ATEIN/42) + 1/03

— i (p) (E+Q) = f," (D),
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where E is the identity matrix and matrix @ is given in (A.16). Solving for 67 (p) yields

Aio/og + WPANTE f7 (e7p) [}

* _ i -1 = rT
hQS7 () f (€7p) /(o)A A5
_ -1  \e'p) Jy \€e'p Ko/ \Yu0y
~port (MR - I e R )

Step 3 (Invertibility of f;(z) and f,(x)). Functions f;(z) and f,(z) are special cases
of function f(x;t) in equation (A.36) below for ¢t = 0 and t = 0.5/(h2XT3S 1N /v% + 1/02).
Function f(x;t) has positive-definite and invertible Jacobian by Lemma A.3 below. Hence,
by Lemma A.4 below, f;(z) and f;(z) are invertible on their ranges.

Step 4 (Equation for asset prices). Substituting ¢ and ¢, from equations (34) and
(35) into the market clearing condition hé%(p;e) + (1 — h)0}(p) + v = 0 yields, after some
algebra, equation (31) for price vector P(e,v).

Step 5 (Existence of Equilibrium). Finally, we show that there exists unique vector of
prices satisfying equation (31). Denote z; = f[1<e’"TP(€, 1/)) and z, = f;! <€TTP(8, u))
Hence, fi(z;) = fu(zy) = ¢TP(e,v). From the latter equation and equation (31) for

P(e,v), we obtain the following system of equations for z, and x:

he, (1= h)zy (1 = h)po/(vwo3)A
Vr " o <E * Q)s * h2/\TE;1)\0/7,2 + (i/ag’ (A.33)
fi(@r) = fo(ao). (A.34)

From equations (A.28) and (A.31), we note that =, and z, are related to portfolios:

Aio/od — WANTSUH (p) /1,
=X — v, 0" = v — v 0% A.
Ly €E—="b,  Tu R2ATSIN42) + 1/02 Toby (A.35)

From (A.33), we find that z, = & — nx;, where n = y,h/(7v,(1 — h)) and Z is given by

(B +Q)s (to/5)\
1—nh RPATEIN/2 +1)08

T =

Substituting x, = & — nx, into equation (A.34), we find that x, solves f,(z,) = fu(z —
nx;). The latter equation is a special case of equation f(z;0) = f(z — nx;t) in (A.39)
below with ¢ = 0.5/(h2(ATS,'A/v%) + 1/0?), because f(z;0) = fi(x), f(x;t) = fu(x).
Hence, by Lemma A.5, equation f,(x;) = f,(z — nz,;) has a unique, continuous, and
differentiable solution x;. Because P(e,v) = e~ f,(x,), price exists, is unique, continuous,
differentiable, and invertible on its range function of x, and hence, also of the sufficient
statistic s. W

54



Lemma A.3.
i) Consider function f(z;t) : RM=1 x R — RM=L given by:

2 Clw;) explay + tb7 + Clw;) "z}

- A.36
f:t) oy expia; + b + C(wy) Tx} (4.36)
Then, for all z and t, f(x;t) has an invertible positive-definite Jacobian given by:
it
8fé:;, ) = var"[C], (A.37)

where var™[C] is a variance-covariance matriz under a certain probability measure w(z;t).

ii) Consider function f(x;t) = f(x;0) — f(T —na;t) for a fivzed T and n > 0. Then, this

~

function also has a positive-definite and invertible Jacobian Of(x;t)/0x for all x and t.

Proof of Lemma A.3. i) Differentiating function f(z;t) with respect to x, we obtain:

Of (e5t) _ X3y Cle)Clwy) T expay + 17 + Clwy) )

Oz oy expia; + b + Cw;) Ta}
B > Cw;) expia; + b7 + C(w;) "z} i1 C(w;) " exp{a; + tbs + C(w;) "z} (A.38)
>0l exp{a; + b7 + Clw;) T} > exp{a; +tb] + C(w;) "=}
= var™[C],

where the variance var™[C] is computed under a probability measure given by m;(z;t) =
exp{a; + tbjz + C(w;) "}/ (Z;V:l exp{a; + tb? + C’(wj)T:z:}).

Matrix var™[C] has elements cov”(C;, C;). It is positive-definite and invertible because
all assets are non-redundant. Suppose, var™[C] is not invertible. Then, the columns of this
matrix are linearly dependent, and hence, there exist constants A, such that cov™(A;C +
o A21Cy1,Cn) =0 forallm = 1,..., M — 1. Multiplying the latter equalities by A,
and summing up, we obtain var™[A\C; + ...\, _1Cy—1] = 0. Hence, \yCy + ... A\, 1Cy1

is a constant, which contradicts non-redundancy of the riskless asset.

~

ii) Function f(z;t) has Jacobian 0f(z;0)/0x + ndf(x — nx;t)/Ox, which is the sum of

positive-definite and invertible matrices, and hence is positive-definite and invertible. l

Lemma A.4 (Gale and Nikaidd). Let f(z): RY™' — RY™! be a continuous differen-
tiable function with a positive-definite Jacobian. Then, function f(x) is injective, that is,

invertible on its range, so that Vxy,zs € RM™! such that f(z1) = f(xs) we have 11 = x9.

Proof of Lemma A.4. See the proof of Theorem 6 in Gale and Nikaid6 (1965). W

%)



Lemma A.5 Consider function f(z;t) : RM=1 x R — RM~! given by equation (A.36).
Then, for all fired T € RM™™1, n >0 and t € R there exists unique x which solves equation

f(z;0) = f(x —na;t). (A.39)

Moreover, solution x(t;x) is continuous and differentiable in t and .
Proof of Lemma A.5. The proof proceeds in three steps.
Step 1. Let us fix = and show that the solution of equation (A.39) exists for all ¢. For

t = 0 equation (A.39) has solution zg = #/(14n). Function f(z;t) = f(z;0)— f(Z—na;t)
is continuously differentiable and has an invertible Jacobian with respect to z by Lemma
A.3. Hence, by the implicit function theorem (Theorem A.1 below), there exists a unique
continuously differentiable function x(t) that solves (A.39) in some interval t € (—t_,t,),

where t. > 0. Next, we show that t, = +o00, and the proof that t_ = 400 is analogous.

Suppose, t, is finite. Let (—t_,t,) be the largest open interval in which a unique
solution exists. We show in steps 2 and 3 below that there exists a unique solution of
equation f(z;t,) = 0. Because f(x;t) has a positive definite and invertible Jacobian
[see Lemma A.3], by the implicit function theorem, the solution can be extended to some
t > t,, which contradicts the fact that (—t_,¢,) is the largest interval in which a unique

solution exists. Therefore, this leads to a contradiction, and hence, ¢, = 400.

~

Step 2. We show that f(z;¢,) = 0 has a unique solution, which implies that ¢, = +o0,

as shown above. Consider a sequence t; 1 t, and solutions x such that
f(z;0) = f(x — nag; ty). (A.40)

Suppose, xj are bounded by some constant A, i.e., |rx| < A. Then, by Weierstrass
Theorem [e.g., Rudin (1976, Theorem 2.42)], there exists a convergent subsequence such
that zy, — z* as n — 4o00. Taking limit k, — oo in equation (A.40), by the continuity

of f(z;t) we find that f(z*;t;) = 0. This solution is unique by Lemma A.4 because
f(z;0) — f(z — nx;t) has positive-definite Jacobian by Lemma A.3. Hence, ¢, = 4o0.

Step 3. It remains to prove that z; is indeed bounded. Suppose, xj is unbounded, i.e.,
there exist indices k, such that |z, | — oo, as k, — oco. We renumber elements k,, by
k, and hence, assume that |z| — co. Let j(k) = argmax C(w;) " z). Because j(k) takes
only finite number of values from 1 to IV, there exists inéex j* such that j* = j(k,) for an
infinite sequence of k, — oo. Without loss of generality, we assume that j7* = 1 (otherwise,

we relabel states w, accordingly) and also focus on subsequence k,, and relabel its elements
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by k. Hence, C(wy)"xp > C(w;) ay, for all j = 1,..., N. Similarly, we find a subsequence
zp such that Clwy) "z > C(ws) "z > C(wj) ay for all j = 2,...,N. Similarly, there

exists x; such that

Clw) Tz > ... > Cwm) 7 > Clwmyr) 'z > ... > Clwy) "2, (A.41)

for all k, where m is the fist index for which C(wy,) 2z — C(wpi1) '2x — +00 as k — oo.
The existence of such an index m is guaranteed by Lemma A.7 below.

Next, we take the limit & — oo in equation (A.40). Ordering (A.41) simplifies the

computation of this limit. Consider the following probability measure m;(z;t):

exp{a; +tb7 + C(w;) 'z}
S expla; 4 tb + C(w;) "o}

(A.42)

mi(x;t) =

Because 0 < 7;(xy;t) < 1, by Weierstrass theorem there exists a subsequence xj such that

mi(a;0) = 7} and 7 (T—nag;ty) — w; forall j=1,... N, where X, nf = YN, m; =
1,0< 7T;-r <land 0 <m; <1. Next, we demonstrate that
7r;~r:0, for j=m+1,..., N, (A.43)
m; =0, forj=1,...,m. (A.44)

To derive equalities (A.43) and (A.44), we use inequalities (A.41) and the fact that

Clwm) "2 — C(wmy1) "2 — +00 as k — oo, to obtain for all j > m:
; )T : T
=l my(e0) < lim P Ol) w) o explas F Olone) @)

= 0.
J k-0 ~ ko+oo exp{a, + Clwy) "ok} — k=t exp{ay, + C(wn) "2k}

Similarly, for all j < m we obtain:

B . @ < 1 exp{a; + tkb§ + C(w;) 'z —nC(w;) "z}
;= lim 7 (T — nay; im
7 koo TR = exp{ami1 + b1 + Clwmi1) T2 — 1 C(Wimir) T2k )
_ exp{a; + tklﬁ + C(w) " — nC(wm) Tz}
< lim — - =0.
k—+oo exp{am + tkb?n + C(merl) r—n C(Werl) sz}

Using equations (A.43) and (A.44) and taking the limit & — 400 in (A.40), we obtain:
T 1C(wWmg1) + ...+ 15 C(wy) = 7 Clwr) + ... + 7,Clw,).
Transposing both sides of the above equation and multiplying by x;, we obtain:
b 1 C(Wme1) T + . A+ T Cwy) Ty, = 1 Olwr) T + ...+ 7,0 (wi) g (A45)
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From the fact that Y7, 7 = S 7; = 1, demonstrated above, equations (A.43)-(A.45),

and inequality (A.41), we obtain:
T 1 Cwma1) ' op + o+ T C(wy) T2k < Clwmsr) 2 < Clwp) "ok

(A.46)
<y Clw) Tz + ... + 7,0 (W) " 14

Inequalities (A.46) contradict equation (A.45). Consequently, z is bounded. Hence, as

shown in step 2 above, t, = 400, which proves the global existence of z(t;Z). The

continuity and differentiability of x(¢; ) follows from the implicit function theorem. H

Theorem A.1 (Implicit Function Theorem). Consider a continuously differentiable
function f(z;t) : RM-IxR — RM=1. Suppose, f(xo:to) = 0 and the Jacobian 8 f(x; ty) /O

is invertible. Then, there exist open sets U and V' such that xo € U, ty € V, and a unique

~

continuously differentiable function x(t) : V- — U such that f(x(t);t) = 0.
Proof of Theorem A.1. This is a special case of Theorem 9.28 in Rudin (1976). W

Lemma A.6. Consider a sequence xy such that |x;| — oo as k — oo. Then, there exists

index m such that sequence |C(wp,) " xx| is unbounded.

Proof of Lemma A.6. Suppose, on the contrary, there exists constant A such that
|C(wm) "z| < A for all m and k. Because all securities are non-redundant, the matrix
with columns C(w,,), n = 1,..., N has rank M —1 and vectors C(w,,) span R¥ 1. Without

loss of generality, assume that the M —1 vectors C(wy),. .., C(wy_1) form a basis in RM~1,

Consider vector ¢; = (0,...,0,1,0,...,0)T€ R¥! with I element equal to 1 and all
other elements equal to 0. Then, there exist constants «,,; such that ¢, = a1,;C(wy) +

oo 4 ap—1,C(wy). It can be easily observed that zj, is bounded, because for all [
le] oi| < o ||C(wr) Tar] + .o+ a1 |C(wa—1) T2 < AM — 1) max |,

which contradicts |x;,| — oo. Hence, |C(w,,) " xx| is unbounded for some m. W

Lemma A.7. Consider a sequence xy such that |x;| — 0o as k — oo. Then, there exists

index m such that sequence |C(wpm) xp — C(wmy1) k| is unbounded.

Proof of Lemma A.7. Suppose, on the contrary, sequence |C'(wy,) " zx — C(wpi1) " 2p] is
bounded for all m. The latter easily implies that |C'(w;) "2 — C(w;) 2| < A for all 4 and

j and some constant A. Because all assets are non-redundant, vectors (C(w,)",1)"T € R,
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where n = 1,..., N, span R". Without loss of generality, assume that the first M vectors

(C(w,)",1)T form a basis in R™. Hence, there exist unique (ay, ..., a,,)" such that:

a1C(wy) + ...+ ayClwy) =0,

(A.47)
Oél—l—...—l—OéM:l.

We solve equations (A.47) and for an arbitrary index m we obtain:
1C(wm) Tz = (a1 + ...+ ) C(wm) "ar — (1 C(wy) Tag + oo+ iy C(war) ")
< | ||C(wm) "o — Clwy) Tap| + ..+ o] [C(wim) "o — C(war) "]
<A max |y,

contradicting the result of Lemma A.6 that |C(w,,) x| is unbounded for some m. W

Proof of Lemma 5. Substituting the risk-neutral probabilities (36) into (38), and noting

that due to the properties of risk-neutral distributions E¥[W; 7] = W, 0e’”, we obtain:

i — ERNU {ln(ﬂ- (p))} + BRI {ln( 7(5) )}

7(e) 7 (p)

Substituting m(¢) from (1) and 7¥(p) from (A.29) into the above equation, we find:

b? + 2b(po/o3 + hATE s /)
RA(ATESIA/E) + 1/ 0

b2 + 2b(po/0d + hATE s /v,) b }

R = 05E™Y
" [ W2\, N /2) + 102

—be} —(.5ERN [

Using the fact that under the risk-neutral probabilities the price of a portfolio with payoft
b is given by E*NU[p] = E*N[b], we simplify the above expression for & as follows:

1 ]ERN7U[b2] - ]ERN,I[bQ] B } VarRN,U[b] _ VarRN,I[b]
2h2(ATEIN/42) + 1/ 2 R2(ATEIN/42) +1/03

R =

Proof of Lemma 6. Using the conditional PDF (A.8), we obtain

00 1 N 00
E[e"|s] = /_oo 2" s(x)s)dr = o) Z/_OO zFedn @) dy, (A.48)

=1

where ¢.s(x|s) is given by (A.8), Gi(s) is a normalization function, and d,(z) is given by

equation (A.10). Computing the integral (A.48) for &k =1 and k = 2, we obtain:

Ejc|s] = zN: to/od + by + h/\TE;ls/%ﬂU( - to/od + EV[by) + hATE s [y,
T BTSN 1oy T RIS, ) + 15

n=1
1 U[(,U,o/Ug+bn+h)\—r2;18/’y[)2}
WATEN?) + 105 /5

(A.49)

Ele?|s] =
= T A ) T 1

(A.50)

Combining (A.49) and (A.50), we obtain the conditional variance (41). W
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Lemma A.8. i) The market is effectively complete if and only if there exists a portfolio
that replicates In (m,(€)/7Y (p)), that is, there exist w-independent Ny € R and A € RM~!
such that

n (:;g) = Jo + Clwn) A (A51)

ii) The equilibrium Pareto efficient portfolios are given by:
i X(l —h)/yw —v
Yo/ + (L= h) /v’
1 M) + v

Yo b/ + (1= h) /v

Proof of Lemma A.8. i) Suppose, the market is effectively complete. Taking logs on

07 =

I

(A.52)

0 = — (A.53)

both sides of the equation (39) with ¢, = 0, and rearranging terms, we find that v, Wy 1, —
YWy pn—L=1n (7Y (p)/mn(€)). Hence, the log-ratio of probabilities can be replicated by a
portfolio of v,,0; —~,0% units of risky assets and v, (W, o—p"0:)e™ —4, (W, o—p'07)erT -1
units of bond.

Suppose, there exist Ay € R and A € R™~! such that (A.51) holds. Hence, m,(¢) =
7Y (p) exp(Ao+ C(w,) TA). Substituting , () into investor I’s optimization (3), we obtain:

W, o )\ +C(wn) T A=W om
meinxE[ e IT‘a p} max[ ZT( 0 LT 1 . (A.54)

Substituting wealth W, ,.,, from the budget constraint (5) into optimization (A.54), and

rearranging terms, we observe that this optimization is equivalent to maximizing

N

max [— > Wg(p)QW(C(wn)e’”Tp)T(%5\/’71)] — max [ Z 7V (p)e~ 1w (Clwn)= 6“”Tp)Té] :
(A.55)

where, by a change of variable, § = (§; — X\/7,)(7:/7). The second optimization in (A.55)

is the same as that of investor U. Hence, 0% = 6* = (05 — X\/~,)(7:/7), or, equivalently:

%0 =yl = A (A.56)

Multiplying (A.56) by (C(w,) — €"Tp), we obtain v,(C(w,) — eTp)T0F — v, (C(w,) —
T))T0r = (Clw,) — e Tp)TA. The latter equation and budget constraints (5) then im-

ply voWorm — viWizm — € = In (7Y (p)/m.(€)), where £ does not depend on w,, which is

equivalent to the Pareto efficiency condition (39) with ¢, = 0.

ii) The equilibrium Pareto efficient portfolios satisfy the market clearing condition (6) and

efficiency condition (A.56). Solving the latter two equations with two unknowns, we obtain
portfolios (A.52) and (A.53). B
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Proof of Proposition 4. i) Substituting m,(¢) from (1) and 77 (p) from (A.29) into
In(m,()/7Y), and using market clearing H(p) = —s, where s = (hAe /v, + v/), we find:

b2 + 2b, 02 + NS (he /vy, + v
(Wn<5)> — b, 1 <M0/ 0 (h2e/ 3 )/%) + const,  (A.5T7)

™ (p) 2 WPATEIAAF + 10

where const does not depend on state w,. The log-ratio of probabilities in (A.57) is a
quadratic function of b,,. Hence, by Lemma A.8, the optimal portfolios are Pareto efficient
if and only if there exists a portfolio that replicates b?.

i) Substituting b, = Ao 4 C(w,) A from (28) and b2 = Ao+ C(w,) T A from the conditions
of Proposition 4 into (A.57), we find that the the replicating portfolio A in (A.51) for the

ratio In(m,(¢)/7Y) is given by:

< 2+ hATY! 0.5
A (o= Lo/oo thA R, /00 . (A.58)
R2ATESIN/42 + 1/ 0p RPATEIN /72 + 1/ 0§

Substituting (A.58) into equation (A.52) for the portfolio of the informed investor, we
observe that investor I shorts portfolio 5\, which replicates the quadratic derivative. Con-
sequently, investor I sells the quadratic derivative to investor U.

iii) From the FOC of investor I (A.28), we find that P(e,v) = f;(Ae — v,67). Using the

expression for f,(x) in (32), we obtain:

37t Clwy) exp {a; + Clwy) "(Ae — 16;)}

P(e,v) = A.59
) = TSN e {a + )T O — 2,67)] 459
Using 6% from (A.52), and the spanning condition b, = Ay + C(w,) "\, we obtain:
1—h)/7C(wy) A 1
C(wn)"(Ne = 1,07) = (b, — A 5—( C(wp) v,
o) =00 = o = 20)e = G S S W= m R Ry
(A.60)

where ) is such that In(m, (£) /7 (p)) = Ao+C (wy)TA. Hence, C(w,) ™A = In(m,(¢) /7Y (p))—
Xo. Substituting C(w,)" A and In(m,(¢)/7%(p)) from (A.57) into (A.60), after some alge-
bra, we find that a, + C(w,)" (Ae —v,07) = v, + const, where v, is given by (18) in which
A, v EeRM Qe RV-DXMD and B, Q € RM-D>*M=D " and const does not depend on
Wy. Substituting a, + C(w,)" (e — v,0%) into (A.59), we find the price. B

Proof of Proposition 5. Consider an atomistic uninformed investor that becomes in-
formed and has risk aversion v, and wealth W,. The prices are not affected by this investor
becoming informed. From equation (34) for the trading strategy of the informed investor,

we see that 7,07 does not depend on ;. Hence, v, W, is the same for all informed investors,
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up to a constant. Therefore, equation (39) for the marginal rate of substitution also holds
(albeit with a different constant £) for the informed investor with risk aversion «,. Taking

conditional expectation E[-|s] on both sides of the latter equation, we obtain:

E[r,(e) exp{—VUWI,T,nHS] _ el7+€n (A.61)
m (p) exp{ =W rn} ’

where ¢ does not depend on w,. We note that £, is not affected by taking conditional

expectations on both sides of (39) since it does not depend on ¢ [see Lemma A.9 below].

Let J,(Wy) be the expected utility of the atomistic uninformed investor who becomes
informed, under probabilities m,(¢), and J,;(Wy) be the expected utility of the uniformed
investor. From the uninformed investor’s point of view, the expected utility of the informed

investor is E[J;|s]. Using equation (A.61), we obtain:

E[J,]s] = =E[X5-1 mn(¢) eXp{_%WI,T,nHS] = — Yo T (p) exp{ =Wy rn + 0+ Cn}
= S Y (p) exp{l + £} oy 7 (p) exp{ =1 Wo rn}
— exp{(}YE*™[exp{l, }]J, = exp{l + k" }J,,

(A.62)
where ¢ = ( — E"NUIL,], where J;, is the expected utility of investor U, and E*V[-] is the
expectation under the risk-neutral measure of investor U in (36). Let W be the amount
of wealth that investor U is willing to give up to become informed, so that E[.J,(W, —
W)|s] = Ju(Wy). We note that E[J,(Wy — W)|s] = E[J,(Wy)|s] exp{7uW}. Therefore,
E[J,(Wo —W)|s] = exp{yeW +{+ s }J,(Wy), and hence, W = —({ 4 k) /~,. It remains
now to find /.

Define function F'(2) = Elexp{ze}/ >, exp{a; + bje}]. Substituting m,(¢), 7, (p) =
E[m,(g)|s], and 5 from (30) into (A.61), we obtain:

F(Xo+eTATp)

Fb,) = exp{l + 0,}. (A.63)

exp{ (0 (p) +7005) T (C(wa) — ¢ p)}

Using the informational spanning condition (28), we find that Ao + ¢"7X"p = g +
ANEMNY[C(w,)] = EYb,]. Using the latter fact, equation (A.69) for function F(z)
in Lemma A.10 below, and taking logs on both sides of equation (A.63), we obtain:

(RATS s /v, + po /oo + ERNYb,])?

S *\T _rT
(07(p) +0;) (Clwn) — e p) + RATEIN/2 + 1/ 08

(RATS s /v, + po/oo +bn)? -
_ v — 4 (0, — E™U0(w).
REATS N2 + 10 +( ()
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Next, we take expectation E*[-] on both sides of the above equation, and notice that its
first term cancels because E®¥™V[C(w,)] = ¢"Tp. Then, after some algebra, we obtain
1 var®™ Vb,

- |
2I2NTS N2 + 102

As shown above, W = —( + k") /7., and hence, we obtain equation (43). B

Lemma A.9. 1) The measure of market incompleteness k” given by equation (37) and

the time-varying parameter £, of the probability-weighted ratio of marginal utilities (39)

are functions of the sufficient statistic s, and depend on € only via s.

2) If C ~ N (pic, 02), then the measure of market incompleteness (37) is given by:
I N

inc c inc c

where Ty 1s given in (47).

Proof of Lemma A.9. 1) Substituting 67 from (30) into wealth W,, we find that the

probability 7™ in (36) is given by:

n

R _ exp{an + bpe — (Ae — g}k(p))TC(wn)} _ exp{an + g}k(p)TC(wn)}

T Sew{a tbe - (e —8i(0) Clw)} S en{a, +0:(p) Clwy))

where the second equality uses A"C(w,) = b, — Ao from the informational spanning con-

dition (28). Hence, 7™ only depends on s via the asset prices p. Probability 7Y in
(36) depends only on s because investor U does not observe €. Hence, k" in (37) does
not depend on e. Finally, from equations (36) for the risk-neutral measures and the ratio
of probability-weighted marginal utilities (39) we observe that ¢,, can be chosen such that

exp{l,} = m" /7Y Cand then ¢, does not depend on € as shown above.

2) Next, we derive the measure of market incompleteness in a setting where C' ~ N (p¢, 02)
and ¢ = C + u, where u ~ N(ug,02). Equation (46) for the asset prices in incomplete

markets implies that the risk-neutral measures of investor I and U are given by:
7_[_RN,i — = eXp{—05(Cl B Iu’7f)2/0-12} B 05<Cl B MC)Q/O-?)} , Z — ]7 (]7 <A65)
| exp{=0.5(C1 = i) /o?} = 05(Cy - pue)? /o2 }C

where 0, = 0g, 0y = O given by (47), and

pr=3(s)/h—po, o =71055/h — po +yw0i(s — 5(5)) /(L = ), (A.66)
and 3(s) solves the consistency equation (46). Simplifying equation (A.65) we obtain:

o exp{=05(1/02 +1/02) (C) - el )

Tt = . A.67
V2m\ o302/ (0? + o2) —
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Moreover, the consistency equation (46) takes the form:

pul0F + pe/0k /0% + pic /0% (A.68)
1/02+1/02 /o2 +1/02 '

Then, substituting measures (A.67) into the measure of incompleteness (37) and using

(A.68), after some algebra, we find that V is given by equation (A.64). B
Lemma A.10. Let F(z) = Elexp{ze}/ >, exp{a; + bje}]. Then, F(2) is given by

(RATS sy, + po/oo + 2)%y 1
F(z) = = = A.69
where G(s) does not depend on z.
Proof of Lemma A.10. Using conditional PDF (A.8), we obtain:
o0 d
F(z)= / exp{ze — 0.5(s — hAe/v,) ' 5, (s — he/y, — 0.5(c — MO)Q/JS)}G(Z),

where G(s) does not depend on z. Integrating, we obtain equation (A.69). B

Proof of Proposition 6. By Lemma A.2, the model is a limiting case of a discrete model
with parameters a,, and b, given by Equations (7) when N — oo. Therefore, we derive

prices for the discrete state-space case and then take the limit N — oc.

First, consider an effectively complete market with a quadratic derivative C}(w,)?.
Because b, = C}(w,)/0, we obtain that A = (1/062,0)", where X is defined in Condition
(28), and hence, C}(w,)? is informationally irrelevant. By Proposition 4, the asset prices
are given by equation (16) in terms of v, in (18). Because, by assumption, there is no
noise in the market for C}(w,)?, we take the limit in which noise v, — 0 in the equation
for prices.” Substituting a, and b, from (7) and A\ = (1/02,0)" in equation (18) for v,,

taking limit v, — 0 and denoting s = he/(v;07) + v1, after some algebra, we obtain:

_G@) o ( o 1 <1 L h= h)/(%%cﬁ<7§)> S)

207, 0%m D/ + (1= h)/w 1+ h?/(viopo8)

com

Un =

Cifen) — (0tis/h = ) (025/h — j1g)?
ilpelCuan) = - S ORI 6y ol =)

2
com

where volatility parameter o7, is given in (47). Substituting v, into Equations (17) and

9When v5 = 0 the same prices P(g,7) can be obtained directly without taking the limit.
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(16) for the risk-neutral probabilities and prices, we obtain:

SN Oy (wn) exp (— el uzislitun) ) o, () ()

2
P.om(s) = 20“0’” y e T
S exp (- ALl o (O ()
. (A.70)
_ (Ci—y10Es/h+p0)
E [01 exp ( 2o0mm )} T = Pc(’y,ags/h ~ g, 0 )e—rT
B = y Ocom .
B o (- 2 L

Equation (A.70) gives the price P.om(s) in (44) for the discrete state-space, and it also
holds for continuous state-space by taking the limit N — oo.

Next, we turn to the incomplete-market case with one risky asset and derive prices
using P(e,v) = fi(z;)e™™" = fy(zy)e™", which follows from FOC (A.28) and condition
(A.34). Substituting f,(x) and f,(z) from Equations (32) and (33) into the equation for
P(g,v) and observing that 3, = 02, we obtain:

ZnNzl Ci(wn) exp {an + C1(wn)z,}

Yoz exp {an + Gy (wn)x,}

2
Zn 1 Cl (wn) exXp {an h2)\2/( b22)+1/o.2 + C(l (wn)mU}

-Pinc(s)erT -

Y

2
Zr]yzl exp {@n 3 h2/\2/(,yb02)+1/02 + Cl (wn)xU}

where z; and x;; solve the system of equations (A.33) and (A.34). Substituting A = 1/03,
a, and b, from (7) into the above equation for Pj,.(s), similarly to (A.70) we obtain:

Pine(s) = Pe(0gw; — po, 00)e ™" = Po(07,:%0 = 100706/ 05, Tinc)e (A.71)

where volatility oy, is given in (47). Next, from equation (A.33), we express x, in terms
of z; and, after some algebra, we find that o2, 2, — poo?,./o2 = vi088/h — o+ Y0 2,.(s —
hz;/v,)/(1 — h). Substituting the latter equality into the second equation in (A.71) and

denoting $(s) = hx;/v,;, we obtain price P,.(s) in (44), and also equation (46) for S(s).

Differentiating P.(p, o) with respect to p, after some algebra, we obtain:
2 N2 2

OPc(p,0) _E[Clen (-5H)]  (E[Crexp (-545) [\ wmilcy)
ou o2F [exp( (01 u) )} oF. [exp( (Cl u) )} 02
where variance var[C}] is calculated under the new probability measure, which is given
by e (Ch) exp (—(Cy — p)?/(20°)) /E [exp (—(Cy — p)?/(207))]. Therefore, Pe(u,0) is an

increasing function of u, and hence, P.,,(s) is increasing in s. Differentiating equation
9 9

> 0,

(46) with respect to s and solving for §'(s), we find that:

§(s) = 1106 (OPe (b (), Tine) [Op)
Y105 (OPe(11(5), 00) /O) 4 V007, (OPe (i (), Tine) /Opt)
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where y1,(s) = 7,038(s)/h— pio and i (s) = 7,085/ h— pto +7007,.(s = 5(5)) /(1 = h). Hence,

Pine(s) = Po(v,025(s)/h — 1o, Oine) is an increasing function of s. W

Proof of Proposition 7. From formula 8.957 in Gradshteyn and Ryzhik (2007)

10 S () (A72)
n—0 n.

where H,1(x) = 22 H,(x) —2nH,,_1(z) (formula 8.952 in Gradshteyn and Ryzhik (2007)).
Then, we note that

RV . 2 2 _ _ _ 2
W)_exp(_w%+01 poOo i —pe _ (I=Hely - (y 73

exp (—
202 o2 o o 0O 202

Next, we expand (A.73) using (A.72), and then substituting the result into equation (45),
we obtain the expansion (49). B

Proof of Corollary 3. Similar to the derivation of the prices in incomplete and complete
markets in Proposition 7, we find that EV[C}] = P.(v,028/h — jig, Cinc), Where 0y, is given
in equation (47). Next, we consider the expansion (49) and retain only terms that have
the order of magnitude 1/0y and 1/02. We note that when 1/¢2 is small then 1/0?, where
o is either oy, or g, is even smaller. Hence, from the expansion (49) we obtain the
following approximation:

2 o3

Pels ) e+ 250 = ie) + 5 5 [(FH9)" = 1], (A.74)

Using equation (A.74), we obtain the following expression for the risk premium:

EU[C] - PCOm(S)erT = PC(’YIO-(z)S/h - MO? Oinc> - PC(’YIO-(z)S/h - ,u07 Ocom)

2 3 2
T 2 O [(Vi008/h — po — poy?
~ %(%Uos/h — Mo — pe) + 202 K o ) - 1}
2 3 2
9¢c 2 ¢ Y1098/ h — pio — pic\2

where 0, and 0., are given in (47). The above expression depends on a random sufficient
statistic s. Next, we take the expectation with regard to s, and taking into account that

E[y,02s/h — 1o — pic] = 0 and var[s] = h?02/(v?03) + 02, we obtain:

msoy h/v, (og( 1 1 ) 1 vfagaf/hQ)
2 h/ryl + (1 - h)/’YU 0-8 Ji2n O-gom 1+ h2/(71201%08) 02 .

The above expression shows that EV[C] — P (s)e’” & —mgod A(h), where A(h) > 0. To

further simplify the expression for the risk premium, we ignore terms of the order o2, and

EV[C] = Poom(s)e™™ ~ —

C
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assume that v, = 7, = . Then, after some algebra, we obtain:
3 h 25252 /2
B [C] = Pro(s)e'T ~ — 1187 [ (2%
2 h/’yl + (]' - h)/’yU Ocom
h(1 —h)
2 2
=——" .l

> 0 )

Proof of Proposition 8. i) We derive equation (54) by substituting PDF (51) into

equation (45), and then finding the expectations in equation (45) in closed form.

mgag

ii) Rewriting the expectations under the generalized gamma distribution (52) in the pricing

function (45) as integrals, after simple algebra, we obtain:

+o0 1 /1 1 W
0 C’fexp{—Z <5_2+2> 012+(0'2_5) Cl}dcl

C g9

oo L 1(1 1 i '
/0 Cl 1eXp —5 5_724—0_73 Ol2+<0_2_6>01 dCl

For the case k = 1 the above pricing function can be easily computed in closed form, and

Po(p, 0 k) = (A.75)

is given in equation (55) for k = 1. For general integer k > 1, denote the integrals in the
numerator and the denominator of (A.75) by I and I_;, respectively. Using integration
by parts, we obtain the following recursive equation for Ij:

5202 L too 1/1 1 L !
[k:a_gi_o_z l(O_Q—é) Ik_l_‘/o Ol 1<exp{—2 (5’2+0'[2)> Cl2+<0'2_5> Cl dOl

C

=2 2

_ 0o (( ho_ 5) Tor+ (k- 1)Ik_2) .

G2 + 02 o2

Dividing both sides by I}_; and using P.(u,0; k) = I /I;_1, we obtain equation (55).

iii) Under the skew-normal distribution (53) the pricing function (45) becomes:

400 _ 2 )2 R
Clexp{—(cl 1) B (Cy — fic) }@(aclA MC)dC’l

—o0 202 262 o
P.(u,0) = < < A.76
ol 0) [ e R YR e A0
. 202 262 Ge !

Denote by J; and Jy the integrals in the numerator and the denominator, respectively.

After some algebra and integration by parts, we obtain:
Ji = exp {_1 (u—fic)* 1 (A—p)? } sgn(@)d® | Gon+ o

2 6240  262/0*+5%] /52 /a2 + 52 % + 02
1 (p— fic)? o (v — 1)* T — [io
0 exp{ 2 0240% | /) P 202 “ Oc ’

_ 1(p— fic)? sgn(@) (i — fic)
:\/27mexp{— — o ;
2 6%+ 02 /52 /0 + 52
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where ¢ = 620%/(6%2+0?), i = (62u+0%lic)/(6%+0?), and the computation of .Jy uses the
following integral 8.259.1 in Gradshteyn and Ryzhik (2007): [ exp(—pz?) erf(a+bz)dr =
(\/%) erf(ay/p/v/b* + p), where the error function is given by erf(z) = 2®(x+/2)—1. After
some algebra, we obtain P.(u, o) = J1/Jy given by equation (56). W

Proof of Lemma 7. For the case of C; ~ N(pe,02) from equation (54) with L = 1,
we observe that P.(u, o) = (uo? + pueo?)/(02 + 0?). Consequently, equation (46) for 5(s)

becomes linear. Solving the latter equation, we obtain:

§(S) _ 0‘24—0’8 Ho + e Ogom_o-g (A 77)
0-020m + O-g 0020m + O-g ’710-3/h 7 .

where oo, is given in (47). Substituting (A.77) into (44), after some algebra, we obtain:

Po(s) = (1:085(s) /1 — po) o2 + peog _ (11065/h — 110)0% + ficOom _ P (s). (ATS)

2 2 2 2
O + 0o Ocom + g0

and hence, the two prices coincide. After some algebra, we obtain equation (48) for the

price. H

Proof of Proposition 8. Differentiating equation (31) for the incomplete market price,

we obtain

8<hﬁ%€”ﬂ+x1—Mﬁ?@”P>
v Vi Vi

Next, we use the fact that 9! (y) /0y = f'(x)~!. Differentiating functions f,(x) and f,(z),
and noting that x; = f;*(e"" P) and z, = f,;'(¢"T P) are given by equations (A.35), we
obtain that f/(x,) = var®>[C] and f! (z,) = var®Y[C]. Substituting the expressions for

derivatives into equation (A.79), after some algebra, we obtain the expression for 0P /0v

>:E+Q (A.79)

for the incomplete market in equation (58). Equation (57) for the complete market can
be obtained as a special case of (58) when var™[C] = var®™™V[C] = var™|[C], because the

risk-neutral measure in the complete market is unique. H

Lemma A.11. Consider an economy where the probabilities of states are given by equa-
tion (1) and the distribution of shocks is given by (2). Suppose, the informed investor
observes a noisy signal € = € + z, where z ~ N(0,02). Then, the economy is equivalent to
the baseline economy where the probabilities of states and the shock distribution are as in

(59) and the informed investor observes shock €.

Proof of Lemma A.11. Using Bayes’ law, we observe that

pa-Wl2)pe(x) XL, exp{an + bnw} exp{=0.5(y — x)*/0? — 0.5(z — po)*/05}
e=(y) v=(y) '

Poelzly) =
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Using the law of total probability, after some algebra, we find that

oin -

(&) = [ mu(@)puplale)ds =

N a+bE
Zj:1@ 7

N 63j+bjy)6—0.5(y—uo)2/(o§+02)

= (Zx
~(1) = dr = —
ve(y) /—oo gOaE(x|y)<pE (z)dz I (Z;f:l eaj+bjy)6—0.5(y—uo)2/(a§+03)d33

—0o0

’

where d, = a, + 0.5(b, + 110/02)2/(1/0% 4+ 1/02) and b, = b,/(1 + 062/02). Investor U

learns £ from asset prices in the same way as in the baseline model. B
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Internet Appendix

“Multi-Asset Noisy Rational Expectations
Equilibrium with Contingent Claims”

Georgy Chabaukari ~ Kathy Yuan  Konstantinos E. Zachariadis

In this Internet Appendix, we present several extensions of our model to demonstrate
the robustness of our methodology and results to various alternative specifications. In
Section TA1, we examine a complete market economy where probabilities of states, and
distributions of shock ¢ and noise trader demands v are general. In Section TA2, we
extend our analysis to the economy with random endowment shocks and without noise
traders. In Section [A3, we consider a model of information aggregation with multiple
heterogeneously informed investors. Finally, in Section [A4, we generalize our results to

the case of multidimensional shocks €.

IA1 Complete Markets with (General Distributions

In this section, we extend the analysis of Section 3.1 to a complete-market economy with
general probabilities of states m,(¢), distribution ¢.(x) of the aggregate shock, and distri-
bution ¢, (z) of noise trader demands. For the simplicity of exposition, we assume that
informed and uninformed investors and noise traders all have the same mass 0.5, so that
the mass parameter is h = 0.5. We find asset prices P(e,v) and investor I’s portfolio
0%(p; ) in closed form in terms of simple integrals, and investor U’s portfolio 07 (p) as a

solution of a fixed-point problem. First, we derive portfolio 0% (p; €) below.
Lemma TA1.1 (Investor I’s optimal portfolio). Investor I’s optimal portfolio is

0:(pie) =~ (£0) — 7(p) (1A.1)

V1

where Q € RV=DXN=1 js g matriz of excess payoffs with elements Q, x = Cr(wy)—Ch(wy),

and £() € R¥"1 and o(p) € RY"! are the vectors of log ratios of real and risk-neutral

probabilities, respectively, given by:
m () mvo1(9)\ )
fe)=(In = R i1} vl )) , IA.2
fo=(w(2). (2l 1A2)

(p) = (m <:12:> ..In (7?%1» . (IA.3)




Portfolio 6% (p; €) is still available in closed form but is no longer a linear function of ¢.!
Nonetheless, it remains separable in shock e and prices p. Substituting 6% (p;¢) into the
market clearing condition (6), we obtain:

O (e ~
;“>+V+H@y:a (1A.4)
I

where H(p) = 0%(p) — Q'0(p)/~,. As in the main text, we focus on equilibrium prices

that reveal the sufficient statistic Q7*¢(¢) /v, + v. The derivation of equilibrium proceeds

in the same way as in Section 3. Proposition IA1.1 reports the result.

Proposition IA1.1 (Equilibrium with M = N, general case). Let probabilities m,(¢)
and PDFs ¢.(x) and ¢,(2) of shock € and noise v be continuous and bounded functions
on R and RM~Y, respectively. Then, the following statements hold.

i) If there exists an REE, then the vector of asset prices P(e,v) and risk-neutral probabil-

ities TN are given by:

P(e,v) = [r"Clwr) + T3 Clws) + ... + T Clwy) e, (IA.5)
R (IA.6)
2 j—1 €%
where probability parameters v, are given by:

where function V,, is given by the following integral:

U, (2) = In ( / T ()0 () <—Q_1§(“’) - z) dx) | (TA.8)

—00 ’)/I

and vector £(g) is given by equation (IA.2). Investor I’s portfolio is given by equation

(IA.1) and investor U’s portfolio solves the following fized point equation:

b2 = 0 (¥ (0 - ) o). (1A9)

Yu Yr

'Tt is easy to show that in our complete market the distribution of asset payoffs conditional on ¢ is
from the exponential family, that is, has the following form:

N
Prob(C(wy)|e) = exp {C(wn)TQ_lg(g) —In [Z exp (C(wi)TQ_lg(a))] } , form=1,...,N.
i=1
We are grateful to Bradyn Breon-Drish for pointing this out to us.
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where B(p) € RN has elements v, — vy, and U(z) € R¥"! has elements U, (z) — U (z).

ii) The REE in which investor U observes only asset prices exists if and only if U(s)/~, —
Qs : RM~1 — RM~1 is an invertible function on its range, or equivalently, the price vector

P(g,v) is an invertible function of the sufficient statistic Q~'¢(g) /v, + v on its range.

Proposition TA1.1 provides tractable equilibrium prices (IA.5). Finding these prices does
not involve solving any equations but may require numerical integration. Investor U’s
portfolio 87 (p) solves a fixed-point equation. The equilibrium is derived in terms of function
\Tf(z)7 which is the vector of log ratios of posterior probabilities of investor U, as shown
in the proof of Proposition IA1.1 below. When shock € has PDF (2) and v is normally
distributed, ¥(z) becomes a linear function of z. Then, equation (IA.9) for 6% (p) can be

solved in closed form, and the equilibrium coincides with that in Proposition 1.

Proposition IA1.1 provides a necessary and sufficient condition for the existence of equi-
librium in which investor U observes only the asset prices. The condition requires function
U(s) /vy — Qs to be invertible or, equivalently, price P(e,v) to be an invertible function of
the sufficient statistic on its range. When this condition is satisfied, investor U can infer
the sufficient statistic from the prices and calculate posterior probabilities, accordingly.
When function P(e,v) is not invertible, observing P(e,r) does not reveal the sufficient
statistic. This last fact is not consistent with the existence of equilibrium because observ-
ing prices reveals the sufficient statistic from the market clearing condition (IA.4). Similar
non-existence of equilibrium occurs in a model with one risky asset in Breon-Drish (2010)
when the asset price is a non-monotone function of the sufficient statistic. The intuition
is that the informed and uninformed investors may trade assets in opposite directions,
which makes prices less informative than the sufficient statistic because informed demands
are offset by uninformed demands. This may happen when noise trader demands lead to

higher asset prices that investor U may confuse with good news about the realization of ¢.

When prices P(g,v) do not reveal the sufficient statistic Q71£(g) /v, + v, it can still be
inferred in economies where investor U additionally observes the residual demand of the
informed investor and noise traders, 0 = 0%(p;e) + v. In particular, using the informed
demand (IA.1), we find that Q'€(¢)/y, + v = © + Q" '6(p)/y,. Hence, the residual
demand © may reveal additional information that is not in prices. The information in O is
redundant only when prices reveal the sufficient statistic. In that case, O can be inferred
by substituting prices p into the market clearing condition O+ 0% (p)=0. Such inference is
not possible when prices are less informative than © because investor U’s portfolio 0% (p; (:))

becomes a function of (:), as shown below, and cannot be found without knowing o.



The assumption that investor U observes the residual demand O is similar to that in
the literature on microstructure theory [e.g., Kyle (1985)] where an uninformed market
maker observes ©. Allowing investor U to observe O restores the existence of equilibrium,
as shown in Breon-Drish (2010) in economies with one risky asset. Proposition IA1.2
below derives the equilibrium in a multi-asset economy where investor U can observe the

residual demand © and demonstrates its existence.

Proposition IA1.2 (Equilibrium when 6f(p;c) + v can be observed). If investor
U can learn about shock € both from asset prices p and the residual demand of informed
and noise traders © = 0%(p;e) + v, then there exists unique REE with asset prices and
risk-neutral probabilities given by equations (IA.5) and (IA.6). The informed investor’s

portfolio is given by equation (IA.1), and the uninformed investor’s portfolio is given by:

0; (0) = Lo (@ (—é - W) - a@)) : (IA.10)

Yu Y1

where U(z) is a vector with elements U, (z) — U (2), and U,(z) are given by (IA.8).

Next, we provide an example of an economy where asset prices are available in analytic
form and are non-invertible functions of the sufficient statistic. Specifically, we consider
an economy where probabilities 7,(¢) and PDF of the aggregate shock . () are given by
Equations (1) and (2), respectively, as in the baseline analysis. The market is complete, and
investors can trade an underlying asset with payoffs C}(w,) = b,/A1, N —2 informationally
irrelevant state contingent claims, and a bond. We assume that the noise traders only trade
in the market for the underlying asset. However, in contrast to our baseline analysis in
Section 3.1, the noise trader demand 14 in the market for the underlying asset is non-

normal, and its PDF is a mixture of normals given by:

w (z — Nu,l)Q I —w (z — NV,Q)Q
) = g, P (‘ 20? ) y T

where 0 <w <1, 0, > 0, and 1, fts2 € R. Proposition IA1.3 presents the asset prices.

Proposition TA1.3 (Asset Prices when Noise is a Mixture of Normals). Let
(), e, and p, be given by Equations (1), (2), and (IA.11), respectively. Then the price
of the asset with payoff C1(w) = b/ A1 in the above economy is a function of s = A\e/v,+14
and is given by equation (IA.5), where risk-neutral probabilities ©~ are given by:

~ ~ ~ _r
eon (wem,n +(1- w)evz,n> U
T = o (IA.12)

Z;V:l eﬁj (wea,j + (1 _ w)ei)\z,j) Yr+vu




and parameters vy, U1, and Vs, are as follows:

b L Y 2m/o)be (1 X2/ (uyr02)
29+ A (0007) + 1/od v+ A /(o22) + 1/

@ — _i MVJ ’YI (/’LV,Z - 28) + 2A1(M0 + bno-g) l — 1 2 (IA 14)
20802 A (o27) + 1/ ot ’ o '

b,s
— (IA.1

Figure TA.1 shows the price of the underlying asset with cash flow C} when the noise
trader demand PDF is a mixture of normals, given by equation (IA.5) with risk-neutral
probabilities (IA.12), for calibrated parameters. We observe that the price is a non-

monotone function of the sufficient statistic s.

When w = 0 or w = 1 and p,1 = 2 = 0, the model reduces to the baseline
model in Section 3.1, and the risk-neutral probability parameter v, in equation (IA.13)
coincides with parameter v, in equation (18) in the baseline model for h = 0.5. We
now look at a particular example in which the underlying asset has payoffs Ci(w,) =

Cy+(Cy—Cy)(n—1)/(N —1) and distribution parameters a,, and b,, are as follows:

_ Ci(wn)®  poCi(wn)  Culwa)
Qp = — 202 — 2 +1In[pc(Cr(wn))], by = e (IA.15)

where po(1) = ¥ texp(—22/6% — 6x)/A, * > 0, is a generalized gamma distribution,

A > 0 is a normalizing constant, k > 1 is a power parameter, and ¢ is a drift parameter.
As demonstrated in Lemma A.2 in the Appendix, in the limit N — oo, the economy with
parameters (IA.15) converges to an economy where payoff C has continuous PDF ¢ (x),
and ¢ is a signal given by ¢ = C} + u, where u ~ N(pg,02). Figure TA.1 plots the price
of the underlying asset P.,,(s) as a function of sufficient statistic s for specific model
parameters given in the legend of the figure. The figure demonstrates that the price is a
non-monotone function of sufficient statistic s, and hence, the equilibrium only exists if

the uninformed investor can observe the residual demand.

We note that when the market is incomplete, the conditions for its effective com-
pleteness remain the same as in Sections 3.2 and 4.2 of the paper. That is, the market is
effectively complete if the probability-weighted ratio of marginal utilities is constant across

the states of the economy:

mn(€) exp{—v W, 1.} B
w7 (p) exp{—vWu rn}

(IA.16)

Following the analysis in Section 4.2, taking logs on both sides of equation (IA.16) we find
that vy Wy 7.0 — ¥ Wizm — 1 = In(7Y(p)/ma(g)). Lemma A.8 in the paper shows that the
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Figure IA.1: Price of the Underlying Asset when Noise is Mixture of Normals.
This Figure shows the complete market price of the underlying asset P,,,.(s) as a function of the
sufficient statistic s = A1/, + v in a model where distribution parameters a,, and b,, are given
by (IA.15). Noise trader demand has mixture of normals PDF (IA.11) with weight w = 0.5. The
other distribution and preferences parameters are: g = 0, 09 =1, 0, = 0.5, 6. = 1, k = 3,
0=2, fy1=—ppo =4, N=1000,v, =v =1,r=0,and T' = 1.

latter equation implies that the market is effectively complete if there exists a portfolio
that replicates In(7Y(p)/m,(€)). The latter lemma does not make any distributional as-
sumptions about ¢ and v. Therefore, we can use this lemma to identify the security that
completes the market when the noise trader demand is not normally distributed. Lemma
[A.2 below, derives this security for the above economy where the noise trader demand
has the mixture of normals PDF given by (IA.11).

Lemma IA.2 (Effective Completeness). Let m,(¢), ¢., and ¢, be given by Equations
(1), (2), and (IA.11), respectively. Suppose, there is only one risky asset with the payoff
Cip = bp/ A\ traded in the economy. Then, the market becomes effectively complete if and

only if a security or portfolio with the following payoff becomes available for trading:

1 b2 ~ ~
Cy, = = n +1 Yin 4 (] — vz IA.17
= ) e T (e (L)) (14.17)

where Uy, are given by (IA.14).

IA1.1 Proofs

Proof of Lemma TA1.1. Investor I’s optimal portfolio in equation (A.6) in the proof

of Lemma 1 holds for general probabilities 7, (e). Hence, substituting £(¢) from equation
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(IA.2) into equation (A.6), we obtain equation (IA.1). W

Proof of Proposition TA1.1. i) Suppose, the equilibrium exists. First, we find the
posterior probabilities. Let s = Q7€() /v, + v. Similar to equation (A.7), by Bayes rule,

ooy — Q7)) ()

90€|s(x|y> = j;o o, <y o Qflg(x)/fyl) gpg(m)dm

(IA.18)

From the market clearing condition (IA.4) we note that in equilibrium s = —H (p). Then,

similar to the proof of Lemma 2, investor U’s posterior probabilities 77 (p) are given by:
400 —
) = [ ma@)pas(al = Hp))do

1 e 0@ B exp{\Pn(ff(p))}
=G0 /_ N Tn ()0 (7)) ( . H (p)> dr = Gr) ,

where G1(p) is a normalizing function and V,(-) is given by (IA.8). The integrals in

(IA.19)

Equations (IA.18) and (IA.19) exist because ¢, (-) and ¢.(-) are bounded and continuous.

Next, we derive investor U’s portfolio. Equation (A.11) in the proof of Proposition 1
derives this portfolio for general posterior and risk-neutral probabilities. From equation
(IA.19), we obtain that In(zxY/7{) = ¥, (ﬁ(p)) — Uy (ﬁ(p)) = @n(ﬁ(p)) Substituting
this expression in equation (A.11), we have

030) = — " (¥(7T0) = 0) - (1A.20)

Substituting H(p) = 0% (p) —Q 'v(p) /7, into equation (IA.20), we obtain equation (IA.9).
Then, we find vector v(p). Subtracting Q7'9(p)/~, from both sides of (IA.20), multi-

plying both sides by Q, using H(p) = —Q~'€(¢)/7; — v, and rearranging terms we obtain:

13 <_Q_15(5> _ V) L0 (Q_lf@ + 1/) = Mg, (IA.21)
Tu Vi Ir 0580%

After some algebra, we obtain components of vector 7(p) € RN"! from equation (IA.21):

eV ( Ly, (0 1, (_9—18@ )
"ot w \w " V1 Yo " Vr

+ (Cn) = )T (5 40

V1




where n =1,..., N — 1. From the fact that 0, = In(7;~/7%") we obtain:

(&
- —— n=1,...,N-1
1+ i]\i_levia ’ ) )
TN = izt (IA.22)
1
T =N
14550 e

It can be easily verified that v,, = v, — vy, where v, is defined in equation (IA.7). Sub-
stituting v,, = v, — vy into equation (IA.22), after simple algebra, we obtain risk-neutral
probabilities (IA.6). The prices are then given by equation (IA.5) because of the absence

of arbitrage. This completes the derivation of equilibrium when it exists.

ii) Suppose, there exists an REE. First, we show that ¥(s) /7y, —s is invertible on its range.
Suppose, it is not. Then, there exist s’ and s” such that ¥(s') /v, — Qs = U(s") /7, — Qs”
but s’ # s”. Pick (¢/,/) and (¢”, ") such that &' = Q7 1€(&') /v, 4V and s” = Q1E(e") /v, +
V", From equation (IA.21) we observe that vector ©(p), and, hence, also the risk-neutral
probabilities (IA.22), are the same for (¢/,7) and (¢”,v”). Then, from equation (IA.5)
for P(e,v), we find that P(¢,v') = P(¢”,v"). Hence, P(e,v) is not injective. In Lemma
IA.2 below, we prove that the price vector is injective if an REE exists, which leads to a
contradiction. Therefore, U(s)/y, — Qs is invertible on its range.

Let U(s)/~,—s be invertible on its range. Then, we show that the fixed-point equation
(TA.9) has a unique solution. Subtracting Q~'o(p)/v; from both sides of equation (IA.9)
and then multiplying both sides by €, after some algebra, we find that 67 (p) satisfies

g e
L (o) - ) o () - ) S )

Equation (IA.23) has a unique solution #7 (p), which is an implicit function of ¥(p), because

@(S)/WU — Qs is invertible on its range and because the right-hand side of (IA.23) belongs
to this range when v, is given by equation (IA.7). By construction, 07 (p;e) and 67 (p)
are optimal. Then, it can be easily verified that the market clearing condition (IA.4) is
also satisfied when the risk-neutral probabilities are given by equation (IA.6). Hence, the

equilibrium exists.

Finally, we show that @(S) /7w — s is invertible on its range if and only if the price
vector P(e,v) is an invertible function of the sufficient statistic on its range. Consider
equation P(e,v) = p. Next, we find unique corresponding risk-neutral probabilities 7}~
and unique vector v(p) = (In(wf /7). In(78, /7)) T from (TA.5) and (IA.6). Then,
we find unique sufficient statistic by solving equation (IA.21), which has unique solution
because U(s) /v, — Qs is invertible. Hence, P(e, v) is an invertible function of the sufficient
statistic. W



Lemma TA.2 [f there exists an REE then the vector of risky asset prices P(e,v) is an

injective function of the sufficient statistic Q*E(e) /v, + v.

Proof of Lemma IA.2. First, we observe that if P(¢',v/) = P(e",v") then v(P(¢',V')) =
T

o(P(e",vV")), where v(p) = (ln(W,‘;‘N/W}EN), . ,h’l(ﬂ'i‘,lil/ﬂi”,N>) . This is because the risk-

neutral probabilities are unique solutions of the risk-neutral pricing equations (8) due to

the absence of arbitrage, and they uniquely determine vector v(p).

The rest is similar to the proof of Lemma B.1 in Breon-Drish (2010). Suppose, P(g,v)
is not injective. Then, there exist (¢',7/) and (¢”,v") such that P(¢’,') = P(e", V") but

Q () )7+ # Q (") )y, +V". We denote the latter and the former statistics by s”

and §', respectively. Then, from the market clearing condition (IA.4), we obtain:

— Qilﬁ(P@l’V/)) — S/ + 9;(P(€”,l/”)) . Qilﬁ(P@”vV//))
Vi 80
Qfl~ P "o, n
— S/ . 8” 4 S” 4 6;(P(€”, 7/”)) . U( (5 »V )) — 8, o S”.
Yr

Hence, s’ = s”, which leads to a contradiction. W

0=s"+6 (P, V))

Proof of Proposition IA1.2. Investor U observes prices p and the combined de-
mand © = 0*(p;e) + v. Investor U then infers the sufficient statistic from the equa-
tion Q*Ig(e)/% +v =0+ Q7 19(p)/v;, which can be easily proven by substituting
in © and 6%(p;e) from equation (IA.1). Next, following similar steps as in the proof
of Proposition TA1.1 we find that the posterior probabilities are given by 7% (p; (:)) =
exp{0,,(—0 — Q715(p)/v,)}/G1(p), where W, (z) is given by equation (IA.8) and G (p) is
a normalizing function. The rest of the proof follows the proof of part (i) of Proposition
[A1.1. The prices are not required to be invertible functions of the sufficient statistic be-

cause investor U learns the sufficient statistic from the additional variable ©. W

Proof of Proposition IA1.3. The sufficient statistic is given by Q~'€(¢) /7y, + v, where

é () =a+ Z;e, and @ and b are vectors with elements a, — ay and b, — by, respectively.

Because noise traders only trade in the market for the underlying asset, v = (v4,0,...,0)".
Substituting £(¢) and v into the sufficient statistic we obtain: Q7 1€(e)/y, + v = se; +
O~ ta/;, where s = \ig/v; + v; is a one-dimensional statistic and e; = (1,0,...,0)".

Therefore, only the first component of vector Q'¢(g) /7, + v is random, and hence, the
sufficient statistic is effectively one-dimensional and given by s + ¢;, where ¢; is the first

component of vector Q71a/v,. Hence, we use this one-dimensional statistic in the proof.

First, we compute function ¥,(z) in equation (IA.8). Substituting m,(e) from (1),
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@e(x) from (2), and ¢, (z) from (IA.11), we find that the expression under the integral in
equation (IA.8) is given by:

_ 2 2
B(z) = e><p<aG+be> exp (_W> (w o <_ (1 + 2+ A; i+ ) )

(cr + 24+ Nz/v + uy,2)2>>

+ (1 —w)exp (— 52

where G is a constant. Integrating @(z) and taking log, we obtain U, (z) as follows:

U, (2)=In (/_:O @(a:)dx)
L5 + 26, (p0/06 — (e1 + 2)M /(0371))

IR N5 + 1/
1A .24
+ In{wexp | — foa Y (g +2(e1 + 2)) + 20 (po + ba0p) ( )
P 20802, N/ (0292) +1/03
v v 2 2\ b,0?2
+(1—w)exp (- ,l; 2 V(w2 + (201+z))+ 1(2#04_ o2) |
2060371 X3/(0292) +1/03

where ¢ is a constant. Then, the parameters v,, in equation (IA.6) are given by:

by,
vy = Vi \I]n(_cl _ S) X Yu a, + ViYu OnS
Y + Yo Y + Yo Y + Yo A1
o~ Vi > >
=g+ 0, + In (we”™ + (1 —w)e™" ),
Y + Vo ( ( ) )

where 9, and ¥, are given by Equations (IA.13) and (IA.14), respectively, and g is a
constant. Substituting v, in equation (IA.6) for the risk-neutral probabilities, we note

that constant g cancels out and we obtain risk-neutral probabilities (IA.12). B

Proof of Lemma TA.2. The sufficient statistic in the incomplete market remains the
same as in the economy studied in Proposition TA1.3. Therefore, equation (IA.19) for
the uninformed probability 77, and equation (IA.24) for function ¥,(z) remain the same.

Consequently, the log-ratio of probabilities becomes:

Tn(€)

where Cy, is given by (IA.17). We note that b, can be replicated by trading the available

7TU
111( ” >:gl+g2bn+c2n7

risky asset with payoff C,, = b,/A1. Hence, by Lemma A.8, the market is complete if and
only if a security with payoft Cs,, is tradable. B
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IA2 Noisy Endowments and Financial Innovation

We extend our analysis to economies in which noise traders are absent and the informed
investors receive noisy endowments. These endowments prevent prices from being fully
revealing and allow us to analyze the welfare effects of a financial innovation when a new
security is introduced to an incomplete-market economy. Moreover, noisy endowments

allow us to replace the informational spanning condition (28) with a weaker condition.

The state probabilities m,(¢) are given by equation (1), as in the main analysis, and
there are no noise traders in the economy. The informed investor receives state-dependent

noisy income at date 7', which is generated by claims to non-tradable assets, given by
€rm = Wo(a+ Bby +1n), (IA.25)

where a is a constant, 8 ~ N(0,03), n ~ N(0,0;), where random variables 3 and 7 are
uncorrelated with each other and with shock €. The structure of endowments (IA.25) is
inspired by the CAPM. It implies that the informed investors are exposed to the aggregate
risk factor b. The exposure to that factor, denoted by 5 (analogously to CAPM), is known
to the informed investors but not to the uninformed investors. Exposure § performs the
same role as noise trader demand in our main analysis, and prevents uninformed investors
from observing shock €. The endowment may represent a net liability, in which case /3
can be negative. Therefore, because § can have either sign, we model it as a normally
distributed variable. Constant return o and shock 7 are added to complete the analogy
with the CAPM. They do not play any role in our analysis and do not affect the results.

Consequently, without loss of generality, we set « = 0, n = 0, and WO,, =1

The informed and uninformed investors solve the following optimization problems:

maXE[—e_WWLT‘g, B,p} , (TA.26)
01
maxE[—e—wWw\P(g, 8)=p|, (IA.27)
ou

respectively, where P(g, ) is the vector of risky asset prices, subject to their self-financing

budget constraints
Wiz =Wipe'm +(C —€"p) 0 +e;, i=1U. (IA.28)

For the simplicity of exposition, we assume that the uninformed investors do not have any
endowment, e;; = 0. The total mass of informed investors is h. Because there are no noise

traders in the economy, the market clearing condition is given by
ho; + (1 — h)6;, = 0. (TA.29)
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First, we derive the equilibrium in a market with two risky assets with payoffs b and b2,

and show that this market is effectively complete. Proposition IA2.1 reports the results.

Proposition IA2.1 (Effectively complete-market equilibrium). Suppose, the in-
vestors trade two assets with payoffs Cy,, = b, and Co, = b2. Then, the market is effectively

complete, the asset prices and risk-neutral probabilities are given by

P(e,v) = [WIRNC’(wl) + mNC(we) + ... + WﬁNC(wN)}e_TT, (IA.30)
Ty = 75 -, (IA.31)
Zj:l evi
where C(wy,) = (Cin, Can) " and probability parameters v, are given in closed form by:
1 1—~h b2 +2 )b, by (1 h
B SOV 1Y S ACR e R
2h/vi 4+ (1 —=h)/v 1/(710,8)+1/‘70 h/vr+ (1 —h)/v
(1-h)  1/03
_ , 1A.33
wreh 17079%) + 1708 A3
The trading strategies of investors are given by:
Y Gy Ry TR A '
1 - 2\’
oy = 1 YIe: (“ T ) . (1A.35)
hjv+ (A =h)/ywl+o5/(viog) \ w 2w

From Proposition IA2.1, we observe that the expression for the asset prices (IA.30) is
the same as in a model with noise traders described in Proposition 4 where the market is
effectively complete, hA = 1, and the noise trader demand is zero in the market for the
quadratic derivative b%2. Consequently, the economic implications of asymmetric informa-

tion and the quadratic derivatives are the same as in the analysis with noise traders.

Next, we turn to the analysis of the incomplete-market equilibrium. In the economy
with noisy endowments the informational spanning condition (28) in our main analysis
can be replaced by a weaker condition. In particular, substituting probabilities 7, (¢) from
equation (1) and the wealth (IA.28) into the objective function (IA.26), we observe that

the optimization problem of the informed investor reduces to the following problem:

N
max — > exp{an + Yibu(e/7r — 8) — 1 (C —€Tp)T0,}, (TA.36)

n=1
and hence, the optimal strategy is a function of the sufficient statistic s = £/, — f even if

condition (28) is violated. Consequently, if the REE exists, the asset price is also a function

12



of the statistic s. Proposition IA2.2 below characterizes the equilibrium and demonstrates
its existence under a weaker condition than the informational spanning condition (28). For
simplicity, we focus on an economy with a single risky asset.

Proposition IA2.2 (Incomplete-market equilibrium). Suppose, the state-w, asset
payoffs are given by C, = g(b,), where g(x) is a monotone continuously differentiable
function. Then, there exists a REE in which the asset price is a monotone function of the

sufficient statistic s = e/v; — 3, and solves the following nonlinear equation:

hf (e P(s)) L= h)fo ' (e P(s))

=0, (TA.37)
V1 Yu
where functions f,(x) and f,(x) are invertible and given by
N
fia) = > io1 Owy) exp{a; +7;sb, + C'jx}7 (TA 38)

>N, exp{aj + yisby + Cja}

2 . 0.2 s 0_2
S Cle) oxp fay + }E2ET ) | 0y
Jolw) = ——3 L2 (/R D) : (1A.39)
Yjmrexpia; + 5 @ed+ijel T i}

The investors’ trading strategies are given by 0F = —f; (e’ P(s)) /i, where i = I,U.

We use Proposition IA2.2 to compute the equilibrium without the informational span-
ning condition by solving equation (IA.37) numerically. Figure IA.2a shows the price of
the quadratic derivative C?, where C; = b > 0, in an incomplete market economy where
this derivative is the only traded asset, and also in the effectively complete market where
the underlying with payoff (' is additionally traded. In the first of these economies the
informational spanning condition is violated because the economic factor b is not spanned
by payoff CZ. Nevertheless, we observe that the prices of C? in the incomplete and com-
plete markets are very close and difficult to distinguish on a graph. Figure IA.2b shows
investor I’s trading strategy in the quadratic derivative in both markets. We observe that
the strategy is non-linear in sufficient statistic s in the incomplete market, and a constant

when the market is complete.

The main advantage of the model with noisy endowments is that it allows us to ana-
lyze investor welfare gains/losses from completing the market without the need to account
for noise traders’ welfare. To make the value function of investor I comparable to that
of investor U, we use conditional expectation E[J,|s] instead of value function J;, be-
cause J; additionally depends on shock € which is not observed by uninformed investors.

Expectation E[J;|s] evaluates investor I’s welfare from the viewpoint of investor U, and

13
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(a) Price of volatility derivative C? (b) I’s trading strategy in volatility derivative

Figure IA.2: Prices and trading strategies for the volatility derivative C?.

Panel (a) shows the price of the volatility derivative C? in the incomplete and complete markets.
Panel (b) shows investor I’s trading strategy in this derivative both in incomplete and complete
markets. The cash flow C has a generalized gamma PDF (52) with parameters 6. = 1, § = 2,
k = 3. The other parameters are: g =0,00=1,0,=1, h=05,v,=v%=1,r=0,T=1.

an uninformed econometrician or a policy maker. Lemma [A2.1 below reports the value

functions.

Lemma IA2.1 (Welfare). The expected value functions of investors conditional on

observing the sufficient statistic s are given by:

2711\[:1 exp{an + Vibns — 'VI(C(WH) - eer)Te}k}

E[Jis] = - N 1 b2+2bn(s/(v103)+10/ 05 ’ (TA.40)
2 =1 exp{an +3 1/(202)+1/02 }
2 s 0.2 0_2
S expla, + 3RS (Clw,) — € Tp) 6y}
J = /(i 5) /0% (IA 41)
v SN ex {a X 1b%+2bn(8/(w0,23)+uo/03)} ’ ’
n=1XPan T 3 1/(v2o2)+1/o]

We use the results in Lemma [A2.1 to evaluate the welfare implications of completing
the market by comparing the value functions (IA.40) and (IA.41) in the incomplete and
effectively complete markets. Figures IA.3a-TA.3b show welfare gains of investors I and
U, respectively, from completing the market by adding an asset C? to the economy with
asset (. Figures TA.3c-TA.3d show welfare gains from adding an asset C'; to the economy
with asset C?, and Figures TA.3e-TA.3f show welfare gains from adding an asset C? to the
economy with assets C; and C}. The underlying asset payoff C; has a generalized gamma
PDF (52). The parameters of the PDF and investor risk aversions are described in the
legend of Figure IA.3.
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Figure IA.3: Welfare gain from financial innovation.
This Figure shows the welfare gains of investors I and U from adding securities to various
incomplete markets. Panels (a)—(b) show the welfare gains from adding a security with payoff
C% to the market with security C7, Panels (¢)-(d) show gains from adding C; to C%, and Panels
(e)—(f) show gains from adding C? to C; and C}. Cash flow C; has a generalized gamma PDF
(52) with parameters . = 1, 6 = 2, k = 3. The remaining parameters are: o = 0, 09 = 1,

o, =1, h=05v=1land v =2,r=0,T =

1.
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From Figure IA.3, we observe that completing single-asset economies with asset payoffs
C; and C%, respectively, improves the welfare of both investors, and hence, is Pareto
improving. Moreover, because the welfare improves for all values of the sufficient statistic
s, the ex-ante welfare before investors observe any signals and endowments also improves
when the market becomes complete. We also observe that the informed investor gains
more than the uninformed investor when the new security is introduced. However, we
observe that completing an economy with two assets C; and C7 results in a lower welfare
of investor I (for most s) and higher welfare of investor U (for all s). The latter result also

holds if we compare ex-ante welfares before observing the signals and endowments.

Our results on the welfare effects of financial innovation are consistent with the theoret-
ical results in Elul (1999), who shows that in a single consumption good incomplete-market
economy at least one of the investors is better off due to financial innovation. Therefore,
it is not feasible to construct a security adding which to the market makes all investors

worse off.

IA2.1 Proofs

Proof of Proposition IA2.1. The derivation of equilibrium in the case when both assets
b and b? are traded and the demonstration of the effective completeness can be obtained

following the same steps as in the proof of Proposition 4 in our main analysis. Il

Proof of Proposition IA2.2. Suppose, price P(s) is monotone in s (as verified below),
and hence, investor U can extract s from prices and filter out the information about shock
. Then, following the same steps as in the derivation of posterior probabilities (15) in the

main analysis, we find that the posterior probabilities are given by:

Lo 102+ 2bu (p0/ 03 + 5/(7103))
””(p"mm“p{“”z (3303) + 1/ }

(IA.42)

We substitute probabilities (IA.42) and 7,(¢) into the objective functions (IA.26) and

(IA.27), solving the optimization problems, we obtain the following first order conditions:
Fi(=7187) = fu(=wb) = ¢ Tp. (IA.43)

The latter equation and the market clearing condition (IA.29) then imply equation (IA.37)

for the asset price, and the expressions for the optimal strategies.

From the market clearing condition, we obtain that 67 = —(1 — h)/h#},. Substituting
g% into (IA.43), we rewrite the FOC as an equation for 0}, given by f;(v,(1 — h)85/h) =
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fu(=707). The existence of the solution €, and the invertibility of functions f;(z) can be

proven in the same way as in the proof of Proposition 3 in our main analysis.

It remains to prove the monotonicity of function P(s). Differentiating equation f,;(y,(1—
h)0% /h) = fu(=v,0%) w.r.t. s, we obtain the derivative (07 (s))":

(07(5)) = A cov™(Cb) — 7, cov™ 1 (C b)
i) = YohvartNU (C) 4+ 4, (1 — h) var®™I(C)

(IA.44)

where A = 1/( v:03)/(1/(v;o3) + 1/05), and the covariances are computed under the risk-

neutral probability measures of investors I and U, respectively.
From (TA.43), the price is given by P(s) = fy(—70;)e ", Differentiating the price,
and then substituting in the expression for (67 (s))" from equation (IA.44), we obtain:

eTP'(s) = A cov®™U(C, b) — 7,0, (s) var™ (C)

__ 1/wod) Yi(1 = h) var™1(C) o (G
1/(7203) + 1/08 yoh var™V (C) 4 ~,(1 — h) var™1(C) P (1A.45)

Yohvart™U (C)

W b).
Yoh varfNU (C) + 4, (1 — h) var?™ (C) covi(C, )

+1

Next, we use the following result from Schmidt (2003): if ¢g;(z) and ga(x) are increasing
functions, then cov(gy(b),g2(b)) > 0. From this result, it easily follows that if C' = g(b),
where g(x) is a monotone function, then cov®™(C,;b) > 0(< 0) if g(z) is an increasing
(decreasing) function. Consequently, equation (IA.45) and the monotonicity of payoff
C' = g(b) imply that P(s) is a monotone function, and hence, the uninformed investor can
observe the sufficient statistic s by inverting function P(s). B
Proof of Lemma TA2.1. First, we derive the distribution of shock ¢ conditional on
observing statistic s. Following exactly the same steps as in Lemma 2 in the main analysis,

we obtain:

—T 2 X
exp{_(y 2U/?;n) _( 2(/:0 }Zg Lexpla, + bz} (14.46)

g05|s($|y) =

1 b2 +2bn(s/(v103)+po/og)
Go(y) N 1eXp{an+§ /(% ﬁ)fl/ao - }

where Gy(y) is given by:

Go(y) = /OO exp{— by = /%) — (x = /;0)2 }d:c.

—o0 20% 20§

Substituting probabilities 7, () into the objective function of investor I, we compute

the expected value function of investor I as follows

/ Y0y exp{an 4+ vibns — 7 (Clwn) — ep)T0;}
Zf;[:l exp{a, + b,x}
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Substituting distribution (IA.46) into the latter equation, after some simplifications, we
obtain the expected value function (IA.40). Equation (IA.41) for .J, can be obtained by
substituting probabilities (IA.42) into investor U’s objective function (IA.27). B

IA3 Information Aggregation

In this section, we extend our solution approach to models of information aggregation
by heterogeneously informed investors a la Hellwig (1980). We show that similar to our
baseline setting, such models can be solved in closed form when the financial market is
complete and volatility derivatives with payoffs given by quadratic functions of asset cash

flows make the financial markets effectively complete.

We consider an economy with the same set of assets, probabilities of states m,(¢),
distribution ¢.(x) of the aggregate shock, and distribution ¢, (z) of noise trader demands
as in Section 2.1 of our baseline setting. The difference with our baseline setting is in the
types of agents and their information. There are K types of investors with risk aversions

v; and normally distributed signals over shock e¢:
e =e+ 1, (TA.48)

where all z; ~ N(0,1/7;) are independent from each other and of ¢,v, fori = 1,..., K.
As in our baseline setting in Section 2.1, investors maximize their expected utilities over

terminal wealth, given by

Wi r

meax E {—6_%‘

k3

€, p} , (TA.49)
subject to their self-financing budget constraints
Wir=W;oe™ + (C — eer)T 0;, i=1,...,K. (TA.50)

By P(e,v) we denote the equilibrium asset prices as functions of the vector of signals
e = (e1,...,ex) " and noise trader demands v. The prices are determined from the market

clearing condition. The definition of equilibrium is as follows.

Definition of Equilibrium. A competitive noisy rational expectations equilibrium is a
vector of risky asset prices P(e,v) and investor portfolios 0F(p;e;) that solve optimization

problems (IA.49) subject to self-financing budget constraints (I1A.50), taking asset prices as

gwen, fori=1,..., K, and satisfy the market clearing condition:
K
> 6 (P(e,v);e;) +v=0. (IA.51)
i=1
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IA3.1 Economy with M = N securities

We start with the complete-market case with M = N. All K investors agree on risk-
neutral probabilities because these probabilities are uniquely determined from the pricing
equation (8) as functions of observed prices p. However, investors assign different real
probabilities to states w,. In particular, investor i’s real posterior probabilities are given
by 7t (p;e;) = E{wn(gﬂP(e, v) =Dp, ei}. The latter expression for 7’ (p;e;) can be obtained
by rewriting investor i’s expected utility (IA.49) as follows:

N

E [—e‘”w"ﬂei, P(e,v) = p} ==Y ml(p;e;)e Wi, (IA.52)
n=1

Moreover, as before, the first order conditions of investors equate their marginal utilities
and SPDs [e.g., Duffie (2001, p. 5)] and are given by:

RN ,—7T
Wirm g,ﬂ-n €

P 0 — _n -
e ‘i (p; i)

(IA.53)

where ¢; are Lagrange multipliers for the budget constraints. From Equations (IA.53), we

find optimal wealths W, ;, and recover optimal portfolios from budget constraints (IA.50).

To find the posterior probabilities, similar to the single asset cases in Hellwig (1980)
and Breon-Drish (2015), we conjecture (and later verify) that investors’ optimal portfolios

0f(p;e;), 1 =1,..., K are additively separable in prices p and signals e;:
0; (p; €;) = 61,:(p) + Akies, (IA.54)

where k; are investor-specific constants, and X is a replicating portfolio for the risk factor
b, given by A\ = Q7Y(by — by,...,by_1 — by)', as in our baseline analysis in Section 3.1.
Substituting portfolios (IA.54) into the the market clearing condition (IA.51), we obtain

f—[\(p)+)\2ki~ei+l/:0, (IA.55)

=1

where H (p) is a function of prices, given by
P K
H(p) =) 601i(p). (IA.56)
i=1

The market clearing condition (IA.55) then implies that, if the equilibrium exists, investors

can infer the following sufficient statistic from asset prices:

5

K
=1
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The posterior probabilities are given by 7’ (p; ¢;) = E[m.(¢)|3, €], and can be solved as in
our baseline setting. These probabilities are reported in the Lemma below.
Lemma IA3.1 (Posterior probabilities of states). The posterior probabilities of states
w, conditional on observing the sufficient statistic s are given by:

— — T
1 1 0%+ 2, (NO/US —ATE (H(p)7 _ez’) )

W; 1€i) = ——F——€exp\s a, + = ~—— ==
(p; e3) Gi(p; e;) P 2 MY+ 1/02

., (IA58)

1=1,..., K, where function j{\(p) is given by equation (IA.56), G;(p; ;) is a normalizing
~ T
function, A = ()\1 i kg AN 2oy Ky 1) , and

S, = (IA.59)

()\)\T Zj{:l k']2-/7_j + E,/) )\kz/’fl
)\Tki/Ti 1/Tz

. . . . ~ T ..
is the variance-covariance matriz of the vector (s,e;) conditional on €.

From Lemma IA3.1 we observe that, in contrast to our baseline analysis, the sufficient
statistic s and signal e; are correlated because investor i’s information affects all prices,
and hence also the sufficient statistic. Therefore, each investor has a different posterior
not only via the private signal e; but also because of the variance-covariance matrix 5.
The expression for the posterior probabilities (IA.58) are very similar to the uninformed
investor’s posterior probabilities (15) in our baseline setting, and can be obtained from the
latter probabilities by replacing hA/v;, ¥,, and H(p) with \, 3, and (T—I\(p), —e) "

We then find the equilibrium as follows. From the FOC (IA.53) for investor ¢, we
find optimal portfolios ;(p;e;) in terms of probabilities (IA.58). After that, we construct
the information function H(p) in equation (IA.56). Similar to our baseline setting, the
information function H(p) depends on probabilities (IA.58), and hence, solves a linear
fixed-point problem, which we are able to solve in closed form. Proposition IA3.1 reports

the equilibrium.
Proposition IA3.1 (Equilibrium with M = N assets and Heterogeneous Agents).

i) In the class of equilibria with separable demand functions (I1A.54) and for a given set of
constants k;, 1 = 1,..., K there exists unique equilibrium in which prices only reveal the
sufficient statistic S. In this equilibrium, the vector of risky asset prices P(S) = P(e,v)

and risk-neutral probabilities m" are given by:

P(8) = [7Clwr) + T5Cwn) + - . + T Cluwy) e, (IA.60)

A (IA.61)

n N L)
Zj:l evi
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where probability parameters v, are given in closed form by:

Uy, = Gy + (EK: 1) (; EK: b:% t%bz,uo/ag ) + C(wn)T (E + f:é%) §) ,

(IA.62)
11 MTE S i ki ATES A
T 2 ?
i Ti +1/0§ L/ATE I+ Zj;éi k’]z'/Tj + (Zj;éi kj) /(7’1 + 1/03>

, (IA.63)

where E is an identity matriz, Q;, E € RN-DXWN=1) "X — Q=1(by — by, ... by_1 —by)T,
- T .

A= (/\1 Simi ks AN—1 oGy Ky 1) , and %; is defined in equation (IA.59).

ii) Portfolios 0} (p;e;), i =1,...,N — 1 are given by

A, Atto/ g

Vi oy ()\TZ;IA + 1/08)

07 (pyei) = — Q:H (p) + Akie;, where (IA.64)

ﬁ(p):(E+§Kj@j> (ZQ 17 fj G Mio/ 74 ) (IA.65)

AT A+ 1/03)

where A; = 6+0.55(2)/(XT§~3;1X+ 1/03) —0(p) e RV 0 = (v1 — vy, ..., Uy_1 — Uy), G =

(a1 — Gy, -Gy —ay), and b = (B2 — b2, ... b2 —b2).
iii) Constants k;, i =1, ..., K solve the system of fixed point equations:
1w VNS A+ Yk /75 = Sgpikska/i (TA.66)
YViTi YO0 ATS N + 3 K2+ () k;j)Q/(n +1/03)
These equations have a solution that satisfies the bound:
0<h<——1" =1,..., K. (IA.67)

v T +1/08’ ! T

Proposition TA3.1 extends the no-arbitrage valuation approach to economies with het-
erogeneous information 4 la Hellwig (1980) and provides asset prices in closed form in
terms of expected discounted payoffs under risk-neutral probabilities, familiar from the
asset-pricing literature. As in our baseline setting of Section 3.1 (Proposition 1) prices are
non-linear functions of a sufficient statistic. This non-linearity is in contrast to the single-
asset CARA-normal noisy REE model with heterogeneous information of Hellwig (1980),
where prices are linear functions of the sufficient statistic, but akin to the single-asset
model of Breon-Drish (2015, sec. 6) for asset payoffs belonging to the exponential family.

Finally, the equations (IA.66) for k;’s are very similar (with trivial notational differences)
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to those in Hellwig (1980, egs. 8a) and in Breon-Drish (2015, eqs. A.39). Below we present
two special cases of this general setup for which we can find solutions for the constants

k;’s in closed form.

Remark IA3.1 (Particular Cases).

1. Informed € Uninformed investors. Note that we can retrieve our baseline setup by
setting K = 2, vy = v,;/h,71 = 00, 72 = Yy/(1 — h), 72 = 0. Then it is easy to see that
from Equations (IA.66) ky = 1/y1 = h/~, and ky = 0. This implies that § = hAe/vy, + v,
since investor I has perfect information and embeds it in prices by trading, while investor

U only has the prior information.

2. Symmetric investors. In the special case where 7, = 7, 7; = v we look for a symmetric

solution k; = k for all i = 1,..., K. Equations (IA.66) reduce to a single cubic equation:
KK —1)(K +1/(rod))ATS; N r+ k(1+1/(r03)) = 1/ =0,

which has a unique solution because the left-hand side is an increasing function of k.

IA3.2 General Economy with M < N Securities

In this section, we study incomplete markets with M < N. As in Section 3.2 of our
baseline analysis, we impose the informational spanning condition (28), which requires

that the aggregate risk factor b, can be replicated by a portfolio of assets, that is,
by = Ao + C(wn) "N, (IA.68)

where \g is a constant and A = (\y,...,A\,_1)'. As in the previous section, we conjec-
ture that portfolios 67 (p;e;) are separable in price p and signal e; [see equation (IA.54)].
Consequently, following the same steps as in the complete-market case M = N, we find
that the equilibrium prices are functions of the same sufficient statistic 5. Hence, because
investors ¢ observe the same information as in the complete-market case, their posterior
beliefs i (p; ;) are given by equation (IA.58). Given these probabilities, we derive the op-
timal portfolios, and then the asset prices from the market clearing condition. Proposition

[A3.2 reports the equilibrium.
Proposition IA3.2 (Equilibrium with M < N assets and Heterogeneous Agents).
i) Let the informational spanning condition (IA.68) be satisfied. In the class of equilibria

with separable demand functions (IA.54) and for a given set of constants ki, 1 =1,..., K

there exists unique continuously differentiable and invertible on its range price function
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P(3) that is the unique solution of equation

K fjfl e'TP(s
G0

j=1 Vi

_(E+fj@) i G Ao/ 75 (IA.69)

NS A+ 1/03)

where E is an identity matriz, @1 is given by equation (IA.63), @i,E e RM-1xM-1)
Z T -
A=, ), A= ()\1 i ks A1 X5y Ky 1) , and X; is given by equation

(TA.59). Functions f; : RM™1 — RM~t fori=1,... K are invertible on their ranges and
given by
YLl epla + b+ Ol )
1 C(wj)exp{aj + c===—= w;) @
R T TS A 1
filz) = N 1;2 . (IA.70)

>N exp{a; + + C(w;) Tz}

I
2ATE N+ 1/02
ii) The optimal portfolios for each i =1,..., K are given by

fit (eTTp) Ao/ 0?
+ ==
i Vi ()\TE[I)\ + 1/08)

0; (p;e:) = — — Q;H™(p) + Mkje;, where (IA.71)

K -1 K f ( K 2
. ~ e"’'p) Ao /0§
H™p)=|E+)> Q, - . (TA.72)
( ; ’ ]Zl o Z:: s (VTSN 4 1/03)
iii) Constants k;, 1 =1,..., K solve the same system of fized point equations (IA.66) that
have a solution satisfying bounds (IA.67).

Portfolios (IA.71) have similar structure as the complete-market portfolios. Furthermore,
both in incomplete and complete markets, with heterogeneous agents, prices are non-linear
functions of the sufficient statistic 5. However, in incomplete markets, in general, the prices

are not available in closed form and satisfy non-linear equations (IA.69).

IA3.3 Effective Completeness and Volatility Derivatives

We now apply the model to study the role of volatility derivatives as in Section 4.2.
We show that adding volatility derivatives to incomplete markets makes these markets
effectively complete, that is, allows investors to achieve Pareto-optimal allocations. In a
setting where investors have different probabilities of states Pareto optimality requires the
marginal rate of substitution (MRS) across states n,m to be the same for investors i, j
[see., Amershi (1985); Brennan and Cao (1996)]:

7! (p; 61) exp{ 72 i,T n} W%<p; e]') exp{_’Yjo,T:”} (IA 73)
U (p7 ez) eXp{ ViWir m} 7T¥n(p; ej) eXp{—’Yjo,T,m} ’
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for all n # m and all ¢ # j, or equivalently, for all states n and all 7 # j :
n(ps e —YiWirm
ﬂ—n(p7 € )exp{ fy , Ty } _ E (IA74)

mh(p; ;) exp{—Wirn}

where ¢ does not depend on the state w,, (but may depend on 7, j and signals). Proposition

[A3.3 below provides necessary and sufficient conditions for effective completeness.
Proposition IA3.3 (Effective Completeness with Heterogeneous Agents).

i) Suppose, the market is incomplete, that is, M < N, and the informational spanning
condition (IA.68) is satisfied. Then, the market is effectively complete if and only if there
exists a replicating portfolio for squared risk factor realizations b2, that is, there exist
constant Ay and vector A € RM™1 such that b2 = Ao + C(w,) T\, for alln=1,...,N.

ii) If the market is effectively complete, the prices of risky assets are given by equation
(IA.60), as in a complete market, with the only difference that vectors X, 3\, v, and matrices
O, B, %, % and Q; are of lower dimensions: A\, A\, v € RM=1, Q € RW-Dx0=1 " gpq
E, %, %, Qi € RM-DxM=Dforqllj=1,... K.

As in the baseline setting with uninformed and informed investors, the proposition implies
that the market can be effectively completed by introducing a derivative security with a
quadratic payoff such as C? or (C; — E*[C}])2. The prices of this security and the under-

lying asset are then given in closed form by var®™[C,]e="" and E*[C}|e~"T, respectively.

IA3.4 Proofs

Proof of Lemma IA3.1: Let 5 = (5,¢;)". Then, from Bayes rule, the PDF of ¢

conditional on observing §; is given by

05,1 (5, yle)p:(e)
f 9051“8(57 y|€>§05(€)d6 .

906\§i<€’87 y) = (IA75>

From equation (IA.48), the signal is conditionally normal, and given by e; = e +x;. Hence,
eile ~ N(e,1/7). The sufficient statistic is given by 5 = A7, kje; + v, which implies
that cov(s, e;|e) = Ak;/7;. Therefore, the sufficient statistic is conditionally normal and is
given by § = \ Z;;l kje + A3 kj - xj+ Ak; - x; + v. Then, vector §; is also conditionally
normal, and after computing its moments, we obtain §;le ~ N (5\8, i), where matrix ¥;

is given by equation (IA.59), and vector \ is given by

.
K K

A= (AIZ@,...,AN_IZ@J) . (IA.76)
j=1 =1
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Hence, substituting normal PDF ;. (s, y|e) into equation (IA.75), we obtain

exp {—0.5 ((s,y)T — :\5)T st ((s,y)T — 5\5)} w:(€)
Gri(s,y)

Pl (els, y) = : (IA.77)

where Gy ;(s,y) normalizes the density.
Next, we find probability 7 (p; e;) given by 7 (p: e;) = E[m,(€)|5 = —H(p), e;]. Calcu-
lating the latter conditional expectation, we obtain:

an+bne )
o€ I 1 / T e

mpie) = | S e venlels = —Hp) e = y)de =
‘7:

where d’ (e) is a quadratic function of e given by:

d.(e) =a, +b,-e—0.5 (Xe+ (ET_(];))) 3! (Xe—l— (ﬁjg))) —0.5(e — o)?/od

~ ~ ~ ~r . TN 2
AT+ a3 . po/0g + by — ATE (Hmc(p)a _ei) i
a 2 ATSTIN + 1/03 8
~ ~ —. T
LB+ 2b, (NO Jo3 = XIS (H(p), —e.) )
- — +9(p,y), IA.79
5 NS 10 9(p,y) (IA.79)

where ¢g(p,y) is a normalizing function. Substituting d’ (e) from equation (IA.79) into

integral (TA.78) and integrating, we obtain equation (IA.58) for 7’ (p;e;). B

Proof of Proposition IA3.1: Below we adapt the proof of Proposition 1 in the case of
heterogeneous agents: namely, first we find the optimal portfolios of investors, and then
recover the equilibrium prices from the market clearing condition. In particular, we use
that now investors have different posterior probabilities 7' (p; e;) [see equation (TA.58)] to

get the analogue of equation (A.12)
Ot 1 5(2) 25 2 EA 21/.{\ Ao i /v

o — <a+~ ~+1~ po/og b Ly (p) 3 )>+ - 12,~/7 .
i 2ATYT AN+ 162 ATET AN+ 1/03 ATET A+ 1/08

0171' Akie;

(IA.80)

where ¥(p), @, b, b® € RY"! are defined in Equations (12), (A.13), (A.14), respectively.
Furthermore, recall that A = Q71h, A = [ le kAT 1T, %, is defined in equation (IA.59),
and A;;, Ay; are defined in equation (IA.86) of Lemma IA3.4.1 (presented below).
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We conjectured in equation (IA.54) that 6 = 6,,; + Ak;e;, hence the notation above.

Therefore, k;’s solve the fixed point equations:

Az,i/%
AT N +1/02

~1,....K.

P =

Now, substituting for A,; from equation (IA.86) and using equation (IA.83) for ATZ; 1\
in terms of AT X1\ we have after some algebra that for each i:
T L+ ATZ;l)\(Z#z‘ k3T — X kjki/Ti)
. : .
VAT ki) + (7 + 1/08) (1 4+ ATS NS, 4 k2 /7))

Furthermore, if we factor out AT 1\ from the numerator and denominator we arrive to
equation (IA.66). Lemma [A3.4.2 below establishes the existence of a solution and the

corresponding bounds reported in Proposition TA3.1-iii).

Now, we can sum up the identified 6, ; in equation (IA.80) and use definition (IA.56)
H(p) = >, 61 to solve for H(p):

K -1 ~(2) ~ 2 ~ ‘/\
:Z{fﬂmlp )+ 2o/t bAisH(p) —a(@)}
J

2XNTE A+ 10 ATESIA+1/0d

j=1
— o A17j 1 E Qil _ 1 5(2)+25ﬂ0/08 -
S = s ) S e )
=1 j 09 Jj=1 1 j 0
a; 4
(IA.81)

Using the definitions of Qj and A;, as indicated above, in equation (IA.81) we arrive
to equation (IA.65). Substituting (IA.65) in equation (IA.80) leads to the expression of
the optimal portfolios in equation (IA.64). We can further simplify @j defined above by
substituting for A; ; from equation (IA.86) and S\Ti]_l;\ in terms of ATY !\ from equation
(IA.83). After some algebra, we arrive to equation (IA.63).

Next, we find the equilibrium prices. Substituting H (p) from equation (IA.81) into
the market clearing condition (IA.55), after rearranging terms, we obtain the following for

vector ¥(p), which is the analogue of equation (A.17) in the main text:

K 7(2) 7 2 K K )
Zl<~ L0 f?b“‘)/%z)—zl ()+Q(E+Z)\ _ iy )s=0
J

j=17i = ()\TE]-_l/\—l—l/ag)

K -1y 7(2) 7 o2
:wxp):(Zl.) Z?(mlf’ ~_+?b“°/°)

2ATE N+ 1/03
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+ (XK: 1) Q(E + XK: A Ay ))§ (TA.82)

j=1 ’Y] j=1 ")/] (S\Ti;lx + 1/0’3
Qj
Writing the above element-wise for n = 1,..., N leads to (IA.62). From the definition
of vector v in equation (12), we find that 7N = e'»~"~/ (Z?’:l e”j*”N) formn=1,...,N.

Canceling e "~, we obtain probabilities (IA.61). Following similar arguments to Proposi-
tion 1, we can verify that P(3) is an invertible on its range function of § = A% kje; +v =

X X . . . N
AN kje + AN kjx; + v, and hence, observing prices reveals unique 5. W

Lemma IA3.4.1 (Posterior precision). The effect on posterior probabilities stemming

rom noisy suppl NTSIN can be decomposed as
Yy Yy i

e NTEIA(Suky)
MY = —— + T, (IA.83)

where X = Q7Y (by — by, ..., by_1 — by)T and X is given by (IA.76).

Proof of Lemma IA3.4.1: Let & = AT Sk} /T + 8, Tt is easy to verify that

Syt o 2;%(1/(2}3 k2/7;) + )\TE;IA)AATZ;P (IA.84)
=1
Furthermore, it can be directly verified that
s 1 (1 )\Ti”)\kf/ri) F SIS RS —S Ak |
T ATS IR NS, T
(IA.85)
Using equation (IA.85), equation (IA.84), and X in equation (IA.76), we obtain:
NS = — )\Til—l)\kf/n NS (S0 kg — k), 7 — S kA TS LA
= [Au Ag’i} ; (1A.86)
and
ety NSNS by (S by — ki) 47— S0, ki A TSI

' 1 — ATS-1AR2 /7

K
N 1
=N STINS ks — ky ? _ .
(Jz_:l 1= k) 1—)\TZ*1>\k§/n+T

NS - ki)Q
AT, k2T — k)

+TZ‘. |
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Lemma IA3.4.2 (Existence of solution and bounds for k;). FEquations (1A.66) for
ki, i=1,..., K have a solution that satisfies bounds (IA.67).

Proof of Lemma IA3.4.2: The proof essentially replicates Hellwig (1980, proof of
Lemma 3.1) and by association Breon-Drish (2015, proof of Lemma A15). We first prove
the bounds. We start with the lower bound. Assume there exists non-empty set I~ = {i €
{1,..., K} : k; <0}. Then let igp = argmax;c;- k;/7;. Observe that for ig:

K K
IATS A+ kf./fj = kjkio/Ti = LATS A+ k;f./Tj = " kikiy /iy
Jj#io Jj#io j=1 j=1

K K

> ijz/Tj - ijkio/Tio
= =

> kT =Y kikio /T

jel- jel—
= > kjlkj/1j = kiy/7i 2 0,

jel-
where the first equality follows from adding and subtracting kz?o /T, the first inequality
follows because 1/ATX 1) is positive, the second from the definition of I~ and the last
from the definitions of i and /. The above implies that the numerator in the last fraction
of (IA.66) is positive and hence also k;, since the denominator and the rest of the fractions
are trivially positive. But this is a contradiction to ig € I~ and so I~ = () and k; > 0 for
all . From k; > 0 we also have that the last fraction of (IA.66) is less than one and hence

we get the upper bound on k;. Given these bounds we will show existence of a solution.

Define mappings Tj : x;;lfj — R¥ and T; : xlefj — x;‘zll’j, where

refoton ]
vi T +1/08

as follows:
‘ 1/ATS N k2T =S kik /T
(Tok)i:l Ti 2 . Z#; i/ , i=1,... K,
YT+ 001 AT+ X k2 + (Sjpiks) /(ri+1/03)
0, if (Tok): <0,

(T1k); = (Tok)i, if (Tok); € T,

1 T; 1 T

— 5, if (Tok)i > ————.

v Ti +1/08’ if (Tok) >%T¢+1/03

The product of compact sets I'; is compact and mapping 7} is continuous and maps

x 1T into itself. Then by Brouwer’s fixed point theorem 7} has a fixed point in x7_;T';.
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It remains to verify that the fixed point let £* is in the interior of xi_,I';. Suppose first
that there is ¢ such that £} = 0. Then

(Tok*); = 1 7 XTSI+ Y k327 c (o 1 T )
0 T y )
vi T +1/08 AT, A+ Y, k;2/7_j 4 (Z#i k}“>2/(n N 1/03) i T+ 1/08

hence (T1k*); = (Tok*); > 0 = k}, which is a contradiction since we should have kf =
(T1k*);. Since, kf > 0 for all 7 it follows that (Tpk*); < Ti/(%(n + 1/03)) and hence also
(Tyk*); < Ti/(fyi(ri + 1/0[2))) for all i. Thus the fixed point is in the interior of x_,I';. W

Proof of Proposition IA3.2. Below we adapt the proof of Proposition 3 in the case of
heterogeneous agents. The only substantial point of departure from that proof is existence
of equilibrium where we adopt an alternative technique suggested by a referee.
Step 1 (Posterior probabilities and portfolio of investor i). As mentioned given
conjecture (IA.54) the market clearing condition with incomplete markets is analogous to
condition (IA.55) for complete markets. The posterior probabilities can be found similar
to Lemma IA3.1, and are given by equation (IA.58) in which H(p) is replaced by H™(p).
Substituting probabilities 7’ (p; ;) into investor i’s objective function (IA.52), after
some algebra, we obtain the FOC for investor i’s optimal portfolio 8} and the analogue to
equation (A.30),

Mio/a3 = ANTST (Hime(p), —¢;)
AT N+ 1/02

i =70 | =e"'p=
-~ —~ T
Mio/o = TS (H"e(p), —e:)

s — 307 = £ (e p) . IA.87
TRt 1o vl = fi (") (IA.87)

Above we use the fact that functions f;, defined in equation (IA.70), are invertible in their
ranges |as special cases of f(z;t) in equation (A.36), see Lemmas A.3-A.4] and assume

that e""p belongs to the range of f;. Hence, solving for 6 in equation (IA.87) we have:
1 A 2 Ay He N i /i
9: _ <_fil<eer) + = ~7/1112/0-0 _ ~i’1~ (p) > A= ~712L/7 ei,
Vi AT+ 1/02 AT A+ 1/08 ATYT AN+ 1 /08

9172‘ Akie;

(IA.88)

where Aj;, Ay; are defined in equation (IA.86) of Lemma IA3.2. Again, we conjectured
that 07 = 0, + Ak;e;, hence the notation above. Importantly, as we can see, k;’s solve

the same fixed point Equations (IA.66) as in the complete market case. Hence, solutions
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exist from Lemma [A3.4.1, and satisfy bounds (IA.67). Proceeding, we use the defini-
tion of H"¢(p) = >i—1 01 and equation (IA.88) and after some algebra we get equation
(IA.72) for H™(p). Then substituting equation (IA.72) back in equation (IA.88), we ar-
rive at equation (IA.71) for 7, where Q; is defined in equation (IA.63) but now has lower
dimension Q; € RM-Dx(M~1),

Step 2 (Equation for asset prices). Substituting H*(p) from equation (IA.72) into
the market clearing condition H™™(p) + § = H™(p) + AY i) kje; + v = 0 yields, after

o~

some algebra, equation (IA.69) for price vector P(3)

Step 3 (Existence of Equilibrium). Finally, we show that there exists unique vector
of prices satisfying equation (IA.69).? We aim to show that the left-hand-side (LHS) of
equation (IA.69) is globally invertible using the Hadamard’s Global Inverse Function The-
orem. From Lemma [A3.4.2 below this amounts to showing that the LHS is a continuously

differentiable function with a non-zero determinant of the Jacobian matrix and proper.

First, note that since the distribution of cash flows is supported on a finite set of points,
the domain of f; is all of RM~1. As the domain is open, Barndorff-Nielsen (2014, Theorem
9.2) implies that the range is A = int(conv(support(C(w)))), which, given the assumption

of no redundant assets, is the set of prices that do not admit arbitrage.

Second, let the LHS of equation (IA.69) (i.e., the sum of the inverse of the price
sensitive parts of investors’ portfolios weighted by one over their risk aversion parameter)
be denoted by 7(eTTP(§)). Since each f; has positive definite Jacobian [see Lemma A.3]
and is continuously differentiable [see equation (IA.70)] the same properties are inherited
by each inverse f~'. So also their weighted sum f is a continuously differentiable function

and has a non-zero determinant of the Jacobian matrix.

Third, take any compact set K C RM~! Because f is continuous it is immediate
that the pre-image f_l(lC) is closed and furthermore, since the domain A of f is bounded
771(K) is necessarily bounded. Hence, f (K is compact. So [ is proper.

Therefore, from the Hadamard’s Global Inverse Function Theorem f is a bijection and

has a continuously differentiable inverse. Hence, prices exist and are given by:

K

o Tl ) . 1 mo/og ;
P(B)=e""f ((EJF;Q])(A;%%JFV)JF;% AT +01/0(2))7

where P is a unique, continuous, differentiable, and invertible on its range function of the

right-hand-side of equation (IA.69), and so, also of sufficient statistic 5. H

2We thank an anonymous referee for this proof of existence.
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Lemma TA3.4.2 (Hadamard’s Global Inverse Function Theorem). Let By,B; C
RY be connected, open sets. A continuously differentiable function g : By — By is a
bijection and has a continuously differentiable inverse if and only if the determinant of
the Jacobian matriz is everywhere nonzero and g is proper (i.e., the pre-image g—' maps

compact sets to compact sets).
Proof of Lemma IA3.4.2: See Krantz and Parks (2012, Chapter 6). B

Lemma 1A3.4.3. The market with heterogeneous agents is effectively complete if and
only if for all i # j there exists a portfolio that replicates In (7! (p;e;) /7 (p;e;)), that is,
there exist (i, j)-dependent but w-independent Ny € R and X\ € R™~! such that

W%(p, €j

In <(pe)> =X+ C(w,) "\, (TA.89)

Proof of Lemma IA3.4.3: The proof follows identical steps to that of Lemma A.8-i).
However, in contrast to having two separate Equations (A.54) and (A.55) for I and U,

respectively, using equation (IA.89) we now have that for each i optimization becomes:

Ine?x _ i ﬂ-gl(p; ej)6—7¢(C(wn,)—erTP)T('91'—)\/%)] maX [ Z 7Tj (p: 6] 7 (C(wn)—e"Tp) T8 7

B (IA.90)
where § = (6; — X/7)(%/7;). The second optimization in (IA.90) is the same as that of
investor j. Hence, 07 = 0% = (07 — X/7:)(7:/7;), or, equivalently:

n=1

which is the counterpart of equation (A.56). So following the same steps as Lemma A.8-i),
by using equation (IA.91) and budget constraints (IA.50) we have v;W; 1, — viWirn —
In(¢) = In (7 (p; e;) /7 (p; €:)), where £ does not depend on w, (though depends on i, j),
which is equivalent to the Pareto efficiency condition (IA.74). W

Proof of Proposition IA3.3: i) The proof follows identical steps to that of Proposition
4-i). Substituting 7, (p; e;) and 7 (p; €;) from (IA.58) into the log-ratio In (7, (p; €;) /72 (p; €;)),
and using the fact that by market clearing H n¢(p) = —35 we have that the log-ratio of prob-
abilities is a quadratic function of b,. Recall that b, = Ao+ C(w,)" X by equation (IA.68).
Hence, by Lemma [A3.4.3, the optimal portfolios are Pareto efficient if and only if there

exists a portfolio that also replicates b2.
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ii) If the market is effectively complete equation (IA.73) by definition holds for all i # j
and between states n and say N. Let us focus on the MRS of investor . We substitute
probabilities from equation (IA.58) and wealth from the budget constraint (IA.50), and

after some algebra we arrive at:

] b NTs—1 (TFinc T
T, (p' ) eXp{ Wi T n} e {& n 1 bgl + 2b <N0/O-O A 27, (H (p)7 _62‘) )
X n a =
7-‘-N(p )eXp{ Vi zTN} P /\TE;1A+1/U§
T
—7i(Clwn) = Clww)) 07}, (1A.92)

Multiply equation (IA.87) by (C’(wn) — C’(wN))T bearing in mind the definition of b,:

bn(uo/ag ATyt (ﬁmc(p), —ei)T)
T o?

T

_(C(Wn)_C(WN> fz'_l (e"p).

Vi (C’(wn)—C’(wN) T@f =

.
Substituting for %(C (wn) —C (wN) 0f from the last equation to equation (IA.92) yields:

62

W%(p )exp{ Yi zTn} p{~ +1~ O
"2ATE N+ 1/08

i (p; €) exp{—iWirn}

— (Clwn) = Clw)) £ (™).
(IA.93)

If we repeat the same calculations we did to reach equation (IA.93) for j, then condition
~ T~
(TA.73) implies that for all i # j, using also b? = (C(wn) - C’(wN)) A

~ o~

1 A e 1 A
LS SR S
2ATY TN+ 1/ 2NTE A+ 1 /08

— f;71(e"p). (IA.94)

Now, in equation (IA.94) multiply both sides by 1/7; and sum over j. Then use equation
(IA.69) to substitute for ', ;' /7 to arrive at:

A
7] 2>\TZ 1)\ + 1/00

> A Wy =33

= 23T A+ 1/02 =17

;) — R(3).
(IA.95)

where R(3S) is the right-hand-side (RHS) of equation (IA.69). Solving for the equilibrium
price function P(38) = p in equation (IA.95) we have that for all i € 1,..., K:
K A K11 1 A
PGB)=eT"Tf — —) R(B) - 2= ,
) d ((]221%) Z::(’YJQ)\TE 1)\—|—1/00) (jz::l%) 5) 2)\T2i1)\—|—1/03)
(IA.96)
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Now, using the definition of f; in equation (IA.70) the price in equation (IA.96) is the

discounted expectation P(3) = e 3°N_, q,C/(w,) with respect to probability

1 11 & b2 K

ol 1) 5 s
=G )

j=1 ’Yj /N\Ti;lj\ + 1/0’3 j=1 'Vj

) Clwn)TR(3))

In e ,

Saewlon +3320) " M )~ () Clew 6

=177 = (XTEJIX +1/08 =1 i

(IA.97)

where we again used the fact that b2 = Ao+ C (wn)TX. Note that probabilities ¢, in
equation (IA.97) are the unique risk-neutral probabilities under effective completeness in
the incomplete market case. Now, if we substitute R(S) from the RHS of equation (IA.69)

after some algrebra we see that ¢, = 72~

n

where 7" are the risk-neutral probabilities
in the complete market case [see equation (IA.61)]. The only difference is that vectors
A, X, v, and matrices ), FE, X,, Y, and @Z are of lower dimensions: A\, 5\, v € RY1,
Qe RY-DxM=0 and B %, 5, Q; € RM-9x01=1 for all j = 1,..., K. Therefore, prices

are given by equation (IA.60) as in a complete market. W

IA4 Multidimensional Shock

In this section, we extend our analysis to economies with a multidimensional aggregate
shock ¢ € R, where K > 1. We derive equilibrium in the complete market case, where the
number of securities is equal to the number of states, M = N, and also obtain derivatives
that make incomplete markets with M < N effectively complete. We show that asset

prices have similar structure to the prices in our baseline setting in Section 3.

We consider an economy with the same set of assets, distribution ¢, (z) of noise trader
demands, and informed and uninformed investors as in Section 2.1. The difference with
our baseline setting is that shock € and the aggregate risk factor b, of the probabilities
of states are now K-dimensional vectors. In this new setting, the probabilities of states
mn(€) and the prior shock distribution ¢.(x) are now given by:

6an+bza
Tu(e)=———— n=1,...,N, (IA.98)

N aj—i-b.Te’
Zj:l e

(50, et =)e-056e) "5

Jrx (Z;'V—l eajerJ'm)670'5("”*“0”251(90*“0)(1%[;7

@< () (IA.99)

where €,b,, 110 € R¥, and ¥y, € R¥*¥ is a positive-definite matrix. Equations (IA.98)

and (IA.99) are multidimensional extensions of the probabilities of states (1) and shock
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distributions (2) in our baseline setting. The optimization problems of investors I and U,
their corresponding budget constraints, and the definition of equilibrium are the same as

in Section 2.2 [see equations (3)—(6)].

IA4.1 Economy with M = N securities

Here we derive the equilibrium in the complete market case with M = N following the
same steps as in our baseline setting. In particular, the first order conditions are given
by equations (10) as before. These conditions allow us to find the trading strategy of the
informed investor in terms of shock ¢ and risk-neutral probabilities of states. Lemma [A4.1

reports this trading strategy in closed form.
Lemma IA4.1 (Investor I’s optimal portfolio with multidimensional shock).

Investor I’s optimal portfolio is given by:

_ A Q7'(0(p) —a)

0" (p;e) = R A e TA.100
1 (p;€) - . ( )
where 0 € RW=DXWN=1) ys o matriz of excess payoffs with elements Qi = Cr(wn) —
Crlwy), A = O BT € R¥"1K with B € RV gnd elements Ekm = bypn — bin,
a= (a1 — ay,...,ay_1 —ay) € RY71 and v(p) € R¥"1 is the vector of log ratios of

risk-neutral probabilities, given by:
RN RN T
o(p)=(In 1 yeeoyIn T : (IA.101)
RN RN
7TN 7TN

The optimal portfolio (IA.100) has the same structure as portfolio (11) in the baseline

setting, with the only difference that the replicating portfolio A in the baseline setting
is now a matrix A with K rows corresponding to K replicating portfolios. These K
portfolios help allocate more wealth to more likely states. Substituting equation (IA.100)
in the market clearing condition (6) yields the sufficient statistic s = hAe/~, + v. Below
we report the posterior state probabilities of U after observing prices p.

Lemma IA4.2 (Posterior probabilities of states with multidimensional shock).
The posterior probabilities of states w, conditional on observing the sufficient statistic

s = hAe/~, + v are given by:

1 1, - _
() =5 7 P {an + 5(b,j 7', + 20, z—l(zglﬂo + hATZ;ls/%»} . (IA.102)

where & = R2ATSIA /42 + 551 € RE% | and G(p) is a normalizing function.
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Equation (IA.102) is a multi-dimensional extension of posterior probabilities (15) in our
baseline setting. Next, we find the risk-neutral probabilities and asset prices in the economy

following the same steps as in Section 3. Proposition IA4.1 reports the results.

Proposition IA4.1 (Equilibrium with M = N assets with multidimensional
shock). i) There exists unique equilibrium in which prices only reveal the sufficient statistic
s = hAe/v,+v. In this equilibrium, the vector of risky asset prices P(e,v) and risk-neutral

probabilities T\ are given by:

P(e,v) = [r"Clwr) + T Clws) + ... + T Clwy) e, (IA.103)
" (IA.104)
T, =, .
n Z}\le evi

where probability parameters v, are given in closed form by:

1 (1—1)/v TO-1 TO-1v-1 C(w”)T(E+Q)S
Up = ap + 3 b, X" by +2b, XX + ,
2h/%+(1—h)/%( 0 MO) h/v:+ (1 =h) /v
(TA.105)
Q _ h(l - h) Ai_lATE;l, (IA.106)
001%
S =hATE A/ 4 8 (IA.107)

where E is an identity matriz, Q, F € RW-DxN-1) $3 ¢ Rrxx A — -1BT ¢ R¥N-1xK

and B € REXN=1 s g matriz with elements Bkn = bpn — bin-

ii) Portfolio 0% (p;e) is given by equation (IA.100) and portfolio 0} (p) is given by

hQQ ' (o(p) —a) Q7 '(v(p) — a)
(1 - h)% Yo

where v(p) € R¥"! is given by (IA.101) and has elements v, — vy in equilibrium, and

05(p) = (E+Q) ( - Ai_lzalﬂo/%> . (IA.108)

a,a € RY"! have elements a, — ay and a, — ay + 0.5(b] b, — LS 1by), respectively.

The expressions for the risk-neutral probabilities, asset prices, and the portfolio of the
uninformed investor in our baseline setting derived in Proposition 1 are simple special
cases of those in Proposition IA4.1 when shock ¢ is a scalar, that is, K = 1. Moreover, the

corresponding expressions in Proposition 1 and Proposition [A4.1 have the same structure.

IA4.2 Effective Completeness

In this section, we derive securities such that opening up trading in these securities makes

incomplete markets with M < N effectively complete. Similar to our baseline analysis, we
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impose the informational spanning condition
by = Ao+ C(w,) A, (IA.109)

where Ag € R¥, A € RMY*X and b, € R* is a vector of aggregate risk factors in
state w,. Similar to our baseline setting, condition (IA.109) guarantees the existence
of K replicating portfolios for the aggregate risk factors. Condition (TA.109) facilitates
tractability by making the portfolio of the informed investor separable in shock ¢ and
prices p. For brevity, we do not study the incomplete-market equilibrium, which can be

derived as in our baseline setting.

Our focus here is to understand which assets effectively complete the market in the case
M < N. As demonstrated in Section 3, the market is effectively complete if and only if
the log-ratio of the investors’ probabilities In (7, (¢)/7Y (p)) can be replicated by a portfolio
of traded assets. The latter result remains valid in our extension with multidimensional
shocks, because the first order conditions of investors and the condition for the effective

completeness are not affected by the dimensionality of shock &.
Proposition 1A4.2 (Effective completeness with multidimensional shock).

Suppose, the market is incomplete, that is, M < N, and the informational spanning condi-
tion (IA.109) is satisfied. Then, the market is effectively complete if and only if there exists
a replicating portfolio for bZi_lbn, that is, there exist constant 3\0 and vector X € RM~1
such that b] S7b, = Ao+ Clwn) A, for alln = 1,..., N, where S is given by (IA.107).
The asset prices and risk-neutral probabilities are given by the same equations (IA.103)—

(IA.104) as in the complete market case.

The main economic implication of Proposition 1A4.2 is that, despite the multidimension-
ality of shock €, only one extra derivative is needed to complete the market and the payoft
of this derivative in state w, is a quadratic form of b, given by b;[f]flbn. Proposition
[A4.2 is a generalization of Proposition 4 in our baseline setting, which establishes the
conditions for the effective completeness in economies with scalar shocks €. In particular,
for the special case of a scalar shock £ matrix 5. becomes a constant, and hence, we recover
the main result of Proposition 4 that the market is effectively complete if and only if a

portfolio with payoffs b2 is traded in the market.
Proposition [A4.2 and the informational spanning condition (IA.109) imply that the

market can be completed by introducing a derivative with payoffs given by (C(w,) —
ERN[C (wy)]) TAS AT (C(wy) — E*N[C(w,)]), because these payoffs can be equivalently

rewritten as quadratic forms of b,, using condition (IA.109). The value of the latter deriva-
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tive is then given by
E™[(C = E™C) TASTAT(C = E™C))]e ™" = tr(var™[CIAS AT )e ™, (IA.110)

where tr(-) is a matrix trace, and we use the fact that for column vectors a and b we have
that a'b = tr(ba’).
Next, we consider an example where matrix A of replicating portfolios is diagonal,
A = diag{\1,..., A}, and assume that K = M — 1. In this case, the informational
spanning condition (IA.109) implies that by, = A\Ck(w,), and hence, for each shock e
the corresponding sensitivity can be replicated by a tradable asset. For further tractability,
we assume that 3, = 02E,,_; and 3y = 02 Ey, where E; is the R identity matrix. Then,
matrix ASAT is a diagonal matrix with elements 1/(h2/(%203) + 1/(/\%0(2))), and hence,
the price of the quadratic derivative is given by
K var™[C e =T

2 /(3207 + 1R

(IA.111)

We observe that price (IA.111) alternatively can be viewed as a price of a volatility index,

defined as a portfolio of quadratic derivatives with payoffs (C(wy) — E[C(wy)])?.

IA4.3 Proofs

Proof of Lemma TA4.1: The proof follows identical steps as that of Lemma 1, with
the only differentiation that ¢ is a vector so that we need to introduce matrices A and B

instead of vectors A and b. W

Proof of Lemma TA4.2: The proof follows identical steps as that of Lemma 1. In
particular Equation (A.7) holds as is for £,z € R*, while (A.8) becomes:

expi —0.5(y — hAz ITEljl — hAz /v, ) to-(x
Peis(Tly) = p{ (y /72;1(3/) (y /fy)}@( ), (IA.112)

where G1(y) normalizes the density. The integral in Equation (A.9) is now K-th dimen-

sional, where the exponent is:
.
do(x) = an + by 2 — 0.5(hAz /v, + H(p)) S, (hAz/v, + H(p)) — 0.5(x — 110) S5 (z — pro),
(TA.113)
where H(p) = (1 — h)8;(p) — thl(ﬁ(p) - &) /7 is the informational contents of prices,
and H(p) = —s from the market clearing condition. After a bit of algebra, substituting

d,(z) from Equation (IA.113) into the K-th dimensional version of integral (A.9) and
integrating, we obtain Equation (IA.102) for 77 (p). B
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Proof of Proposition IA4.1: The proof follows identical steps as that of Proposition
1, with the only difference that ¢, b,, and p are now vectors rather than scalars, and we

have matrices A and X instead of vector A and scalar ¢3. B

Proof of Proposition IA4.2: The uninformed probabilities 7] in the incomplete mar-
ket are still given by the same equation (IA.102), as in the complete market, because the

sufficient statistics remains the same as in the complete market. Substituting 7, (¢) from
(IA.98) and 7Y from (IA.102) into In(m,(¢)/7), we find:

Tn(€) 1 o e _
In (mﬁ{(p)) =ble— 5(622 b, +2b' % 1(20 Yo + hATS Y (hAe /vy, + I/)/%)) + const,
(TA.114)
where const does not depend on state w,. The log-ratio of probabilities in (IA.114) is a
function of b S1p,. Hence, by Lemma A.8, which holds unchanged for multidimensional

shock e, the optimal portfolios are Pareto efficient if and only if there exists a portfolio
that replicates b $-1b,. W
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