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Research Question

Is it socially efficient to

@ Link Managers' compensation to the firm share price?

@ Allow "Inside Shareholders&Managers” to sell shares?

Conjecture: IS&M'’s option to sell firm shares may produce
distortion in investment decisions (" short-termism” or " price
manipulation”)

Is this conjecture compatible with (i) optimal contracts (ii) 1IS&M
rational behavior?
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Framework

@ 0 = shock affecting firm dividend

@ u = market noise

@ k = Manager's (non-contractible) investment
e 7(0, k) = R(0)k — C(k) = firm dividend

e p(0,u, k) = REE price
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Managers and Inside Shareholders appear to be the same agent

Or: if there is an agency problem, this is irrelevant for the basic
results

Problem is not "weak" corporate governance, but speculative
opportunities exploited by incumbent shareholders

Interests of Insiders and Outside Shareholders may not be aligned
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Simple Standard Framework

1 2 3
L]

I.rl

Outside Investors

- — receive signal i
Inside Shareholders about return & ¥ realizes and

make observable dividends
investment k 11(9,k) are paid

Inside Shareholders sell a shares
Outside Investors buy up to a shares
Noise Traders buy random quantity u

REE price p(8,u,k) is formed
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Basic Set-Up

Model stage 2 as a REE where active traders are:

@ Informed Investors receiving private signals x about 6

@ Noise traders whose demand is r.v. u (price is not fully
revealing)
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Basic Set-Up

Model stage 2 as a REE where active traders are:

@ Informed Investors receiving private signals x about 6

@ Noise traders whose demand is r.v. u (price is not fully
revealing)

Inside Shareholders are just selling a fixed amount of shares
(inactive)

REE price is a price function p = p(0, u)
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The Inside Shareholder’s Problem

ml?xE[ozp(Q, u k) + (1—a)m(0,k)]
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The Inside Shareholder’s Problem

ml?xE[ozp(Q, u k) + (1—a)m(0,k)]
T

Pecuniary
Externality?
Market Power?
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Efficient Markets

NO short-termism or price manipulation if share price is
unbiased estimator of firm's fundamental (Eff. Market Hyp.), i.e.:

p=E[r(0, K)|/] (EMH)
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Efficient Markets

NO short-termism or price manipulation if share price is
unbiased estimator of firm's fundamental (Eff. Market Hyp.), i.e.:

p=E[r(0, K)|/] (EMH)

In this case: mI?x]E [aE[m(0, k)|1] + (1 — o) (6, k)]
= mExE[Tr(G, k)]
Managers maximize unconditional expected profits because, by

deviating from expected profit maximization, they would lower the
share price (not in their own interest)

= Efficient Allocation
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p # Elr(6, k)|/]

Why?

e Bubbles (p > E[n (0, k)])

@ Bolton et al. (2006): investors have different priors about
precision of signals and are subject to short-sale constraints
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This Paper

No need to introduce disagreement about priors - Asymmetric
information is enough

Problem with asymmetric information: Investors with more
optimistic views about 6 will hold a very large amount of shares -
Is there an equilibrium?

Solution: Assume limited arbitrage (fixed bounds on allowed asset
trades)
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Characterizing the REE price:
Let z be the signal of the marginal investor
i.e., ziss.t.: p=E[r(0, k)|z, p],
Then, at a REE, z = z(6, u) is sufficient statistic for price and

p=E[n(6, k)|x = z, z].

P. Reichlin Discussion of Risk-Taking, Rent-Seeking, and CEO Incentives



Characterizing the REE price:
Let z be the signal of the marginal investor
i.e., ziss.t.: p=E[r(0, k)|z, p],
Then, at a REE, z = z(6, u) is sufficient statistic for price and

p=E[n(6, k)|x = z, z].

Key observation:

p= E[W(97 k)‘X = 272] 7& E[T['(a, k)‘z]

= Exp. dividend conditional on public information
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Inside Shareholder's Expected Payoff at Stage 1:

E[ap+ (1 — a)7w(0, k)]
=E[n(0, k)] + «E[Q(0, k, u)]

where

Q0, k,u) = p(0, u, k) — (0, k) = Info. Wedge
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Inside Shareholder's Expected Payoff at Stage 1:

E[ap+ (1 — a)7w(0, k)]
=E[n(0, k)] + «E[Q(0, k, u)]

where

Q0, k,u) = p(0, u, k) — (0, k) = Info. Wedge

IfE[Q] # 0 it may be in the Inside Shareholders’ interest to deviate
from Expected Dividend Maximization (EDM)
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How general is E[Q] # 07

Authors suggest that this can be generalized to risk averse
investors

Just need existence of marginal investor (the guy whose signal
makes his conditional expectation of dividends = share price)

Impossible in the CARA model.. (positive risk premium for all
investors)

Should the ass. of limited arbitrage be maintained? What role
does this assumption play? | would like to see more elaboration on
this point!
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More Questions

@ What is the efficient allocation?

@ How big is the deviation from EDM and how do we
understand it?

@ Should not p # E[n] induce entry of uninformed risk-neutral
investors to exploit profit opportunity?

o Why this type of market inefficiency?
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Efficiency

Since we are in a second best world (limits to arbitrage, noise
traders), is EDM what we want to do?
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Efficiency

Since we are in a second best world (limits to arbitrage, noise
traders), is EDM what we want to do?

Problem: Active Informed Investors are trading shares at a
discount

= their ex-ante expected utility is decreasing in Information
Wedge

If Planner gives more weight to Outside Investors than to Inside
Shareholders, any deviation from EDM that decreases information
wedge will increase social welfare.
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Quantifying and understanding the distortion
A lot depends on the shape of the mapping R(#)
Distortion disappears when R(.) is symmetric

When it is asymmetric, effects on k may go either way
(over/under-investment)

Agents need to know stochastic properties of the fundamental, 6,
and how these translate into R(.)

@ What is 67

@ Do agents understand how R respond to 67
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Key problem seems to be pecuniary externality, i.e., direct effect of
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Why Asymmetric Information?

Key problem seems to be pecuniary externality, i.e., direct effect of
IS’s actions on equilibrium price

Hence, conflict of interests between Inside Shareholders and
Outside Investors seems to be very general

A trivial example: If investors are risk averse, stock prices depend
on how variable dividends are, as well as on their expected levels

= a risk neutral Inside Shareholder may manipulate prices by
affecting the variance of future dividends?
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Assume:

@ A representative Outside Investor (Ol) with quadratic utility
o Inside Shareholder (IS) is risk-neutral
o Define: E[n] = 7(k), Var[n] = 02 (k)
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Demand for shares by IS:

__m-p)
02+ (7 - p)?

P. Reichlin Discussion of Risk-Taking, Rent-Seeking, and CEO Incentives



Assume:

@ A representative Outside Investor (Ol) with quadratic utility
o Inside Shareholder (IS) is risk-neutral
o Define: E[n] = 7(k), Var[n] = 02 (k)

Demand for shares by IS:

_ 7 -p)
oz + (7 — p)?
Market-Clearing share price
_ = 2
p=p(7, 05, u)
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op ap

Properties: — =1, — <0
P do2

Then,

a _oR (e (092

P. Reichlin Discussion of Risk-Taking, Rent-Seeking, and CEO Incentives



0 0
Properties: —ﬁ_) =1, 9P <0
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Then,

J ., RNy op o2
K (IS's Exp. Utility) = P + <8a72r> (6!{)

IS gains from lower variance since this increases share price
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0 0
Properties: —ﬁ_) =1, 9P <0
on

Then,

J ., RNy op o2
K (IS's Exp. Utility) = P + <8a72r> (6!{)

IS gains from lower variance since this increases share price

a > 0 implies inefficiency? Scope for price manipulation?
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Conclusions

@ Nice contribution to models of financial markets with
asymmetric information

@ Information Wedge is a novel concept that has never been
analyzed in the literature (as far as | know)

@ A lot of applications (maybe too many in the paper)
@ How relevant is it? Is it useful for quantitative examinations?

@ Is it more important than other (maybe more intuitive) factors
having similar consequences?
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