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Correlation Neglect and Financial Markets

Liying Wang*

Abstract

In this paper, I examine the impact of “correlation neglect” in a financial market,
where naive traders neglect the correlation between signal errors. I develop a model
including both naiveand rational traders. I find that the impact of naive traders on
market quality, measured by liquidity and mispricing risk, depends on whether infor-
mation is costly or not. If information acquisition is free of charge and correlation
between signal errors is relatively low, mispricing risk decreases in the mass of naive
traders; but when correlation is large enough, mispricing risk is U-shaped. Conversely,
when information acquisition is costly, market liquidity deteriorates and mispricing
risk increases in the mass of naive traders given that their mass is not too large to
drive all informed rational traders out of the market; but market quality can improve
afterwards after informed rational traders are entirely crowded out, depending on the

correlation and the mass of naive traders.

1 Introduction

Information is valuable to market participants. But excess information availability can lead
to availability bias. For example, “stereotyping can develop as a result of repeated news,
resulting in representation bias, which encourages overconfidence or too little questioning or
analysis of the situation.” (Siegel and Yacht; 2009). In fact, many information structures in
financial markets generate correlated rather than mutually independent signals. As proposed

by Welch (2000), the correlation between signals can be caused by the common fundamental
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information, or it can result from “direct mutual imitation”. The latter suggests that there

is a correlation between the biases of signals deviated from the common fundamental.

The motivating idea of this paper is to study how financial markets are influenced when
the correlation between signal errors is neglected by some market participants. There is
extensive literature documenting the existence of “correlation neglect”. For example, Enke
and Zimmermann (2019) provide experimental evidence that people neglect the correlation
in the updating process; Jiao, Veiga and Walther (2020) find evidence that there is a subset of
“naive” traders that exists, who interpret the repeated signals of social networks as genuinely
new information like the news media; Tetlock (2011) also find that stock market investors
can not completely distinguish between new and old information about firms. In my paper,
I model agents who cannot recognise the existence of a positive correlation between signal

errors as naive traders.

In financial markets, the correlated signal errors can be captured by some stylized facts:
one example is the repetition of media coverage. Some naiveinvestors interpret the repeated
signals as genuinely new information (Jiao et al.; 2020). Another example is analyst herding,
which is defined as the forecast errors with unusually high consensus in forecasts among
analysts (e.g., De Bondt and Forbes (1999); Kim and Pantzalis (2003)). The difference
between these two examples is whether information acquisition is costly. In the first example,
the cost to learn from media, no matter whether news media or social media, is negligible,
and even retail investors can freely acquire this kind of information. In the second case, the
analyst service is costly, and this kind of information is always sold to financial institutions,

who are relatively sophisticated.

I develop a theoretical model to conceptualise both the examples mentioned above and
provide some insights on the economic impact. I build the model on the CARA-normal
REE framework (e.g., Grossman and Stiglitz (1980); Admati and Pfleiderer (1986)), and I
extend the classical models by introducing two types of traders, rational and naive, under
the framework of costly and costless information acquisition. The correlation between sig-
nal errors measures the degree of information herding or repetition. Furthermore, another
essential assumption emphasizes that, naive traders are unaware of the existence of ratio-
nal traders due to “correlation neglect”, and rational traders are aware of the existence of
their naivecounterparts. Some literature also assume the disagreement or uncertainty about
the composition of market participants (e.g., Gao, Song and Wang (2013); Banerjee and
Green (2015); Papadimitriou (2020)). Similarly, this paper assumes the market composi-



tion perceived by naiveand rational traders are different: the naive traders, who neglect the
correlation between signal errors, unintentionally neglect the existence of rational traders,
because they can not recognize there exists the other type of “smarter” traders who can

better understand the information structure than them.

Based on the model, I find that the impact of “correlation neglect” on market quality
depends on whether information is costly or not. If information is free of charge, mispricing
risk decreases in the mass of naive traders when the correlation between signal errors is
relatively low, but can be U-shaped when the correlation is relatively high. naive traders
provide more liquidity than rational traders, but when there are too many naive traders in
the market, their existence may amplify signal errors, and make the price too sensitive to

public information, increasing the risk of mispricing and worsening market quality.

However, the story is different when information is costly. Under the consideration of
information acquisition, the market quality, measured by liquidity and mispricing risk, can

be worsened by naive traders even when their mass is small enough.

In this case, the information acquisition decision of naive traders is influenced by their
behavioural bias, i.e., “correlation neglect”. There may be more or less of them willing to
acquire information compared to the case if they were rational traders. However, no matter
which case, the aggregate trading intensity of naive traders is always larger than that if
they were rational traders, as the naive traders who choose to acquire costly information
overestimate the precision of the information acquired and thus trade more aggressively
than informed rational traders. In this way, informed naive traders, i.e. those who choose to
acquire information, contribute to increasing the price informativeness about fundamentals.
At the same time, as the mass of naive traders increases, the rational traders realize the
price informativeness is improved and there is less profit margin for information acquisition,
so less of them are willing to acquire costly information. It is highlighted that the existence
of naive traders does not actually change the overall price informativeness, because rational
traders always balance out the excess contribution of naive traders by reducing information

acquisition.

The information acquisition model predicts that when there are rational traders who still
choose to acquire information in the market, price informativeness is independent of the
mass of naive traders. As the mass of naive traders increases, the total mass of informed

traders decreases. This causes the aggregate response of agents to price declines, market



liquidity deteriorates, and mispricing risk increases accordingly. The impact of naive traders
on market quality with costly information acquisition is significantly different from the case
without information cost. When the mass of naive traders is not sufficiently high, their
existence tends to increase market liquidity and reduce mispricing risk if information is free

of charge, but worsens market liquidity and increases mispricing risk if information is costly.

The model gives us implications regarding the empirical properties of financial markets.
First, the findings in Jiao et al. (2020) suggest that the intense coverage on social media
platforms such as Twitter led to “high volatility of returns and high trading volume” of
stocks, because the contents of social media repeat that of news media. My results from the
free information model can explain the potential mispricing risk triggered by the repetition
of media coverage. Free information is available to retail investors, who are likely to lack the
skills to interpret the structure of information and perceive the correlation between signal
errors, so the fraction of naive traders among the retail traders may be relatively high,

potentially bringing greater mispricing risk to the financial market.

Second, the past few years have seen the decline of active management: “The shift out of
active and into passive has long been underway. Between 2014 and 2018, active funds had
outflows of 738 billion, while passive funds saw inflows to the tune of 2.5 trillion.” (CNBC,
10 Oct, 2019). This paper finds there is a crowding-out effect of “correlation neglect” on in-
formation acquisition of rational traders, which can be regarded as one potential explanation
for the decline of active management. The excess information availability may amplify the
cognitive limitation of some market participants, who trade much more aggressively on the
costly information they acquire. Accordingly, financial markets become efficient enough to
compress the profit margin of costly information acquisition under the rational perspective,
making active management less attractive. Finally, this paper provides some insights into
the long lasting debate on whether information efficiency is impaired by the decline of active
management. As Qin and Singal (2015) state, “reduced incentives for information acquisi-
tion and arbitrage induced by indexing and passive trading” may lead to “degradation in
price efficiency”. As this paper predicts, the market liquidity worsens and mispricing risk
increases with the decline of total informed mass when informed rational traders still ex-
ist, but price informativeness can be unacted even when the overall information acquisition

declines.

The remainder of this paper is organised as follows. Section 2 reviews the relevant

literature; Section 3 describes the basic framework of model with information cost; Section 4



characterises the equilibrium of the model with information acquisition when rational and
naive traders coexist; Section 5 analyses the properties of market quality as well as the
expected utility of traders; Section 6 studies the case without information acquisition cost;

Section 7 concludes.

2 Literature Review

This paper is principally related to two strands of theoretical literature: information acqui-

sition, and disagreement.

The first strand of literature, information acquisition, is mainly based on the rational ex-
pectation model in Grossman and Stiglitz (1980), where the fundamental issue of how costly
information acquisition can be supported by the financial market is solved. The property of
strategic substitution of information acquisition is robust in our model, which implies when
more traders acquire information, information becomes less valuable (Verrecchia; 1982). In
contrast, this paper emphasises an unilateral substitution effect of information acquisition
between two types of traders, and only naive traders have a “crowding-out” effect on in-
formation acquisition of rational traders, but not vice versa. There are some papers, based
on Grossman and Stiglitz (1980), investigating how information acquisition is impacted de-
pending on the degree of “information linkage”, e.g., Goulding and Zhang (2018) find that
the price is more informative when the degree of scattered information is low; Huang and
Yueshen (2021) find that an improving information technology increases the mass of traders
who trade faster and thus improves the efficiency of intermediate price. These papers, from
different perspectives, demonstrate that more “information linkage” aggravates free riding,
and may finally hurt price informativeness by discouraging information acquisition. Ana-
logically, I find the excess contribution to price informativeness by naive traders reduces
information acquisition of rational traders, but I find price informativeness can keep the

constant under the interaction of the two groups of traders.

The second strand of related literature is about investor disagreement. This series of
literature can explain various market anomalies that can beplausibly hard to explain by
the rational model (REE), e.g., excess return volatility. Among the underlying mechanisms
leading to the disagreement of investors (Hong and Stein; 2007), this paper has both the

characteristics of “heterogenous beliefs” and “overconfidence”. On the one hand, “correla-



tion neglect” leads the naive traders to overestimate the precision of aggregate signals, and
overconfidence can also leadto the same outcome; on the other hand, “correlation neglect”
causes the naive traders unintentionally ignore the role of rational traders in transmitting

information to price, which coincides with the outcome due to “heterogenous beliefs”.

In the literature of “heterogenous beliefs”, the investors do not fully update their beliefs
based on each other’s trading decisions. For example, in Banerjee and Kremer (2010),
investors disagree about the interpretations of public information and thus neglect others’
interpretation; Eyster, Rabin and Vayanos (2019) considers the traders entirely or partially
neglect the relationship between the price and other traders’ information. Similarly, the
naive traders in this paper do not update their belief and make the decision in response to
the rational traders. But there are two main differences between this paper and the literature
of “heterogenous beliefs”: first, the naive traders make decisions without considering rational
traders, not because they “agree to disagree” at equilibrium, but because the naive traders
neglect the existence of rational traders; second, the naive traders still extract information

and learn from price, but in a biased way due to cognitive limitation.

This paper is also strongly related to the literature on overconfidence, where “overconfi-
dence” is modeled as a belief that the precision of signal perceived by a trader is higher than
it actually is. In my model, the naive traders overestimate the precision of signals because
of “correlation neglect” instead of psychological factors. Odean (1998) finds the influence
of overconfidence on price quality depends on who is overconfident, e.g., price takers, the
insider, or market maker. Conversely, in a perfectly competitive asset market of my model,
how market quality is influenced by naive traders depends on the information cost and the
mass of naive traders. Some literature that contains the coexistence of rational and over-
confident participants, e.g., Benos (1998), and Kyle and Wang (1997), find that the market
depth and price informativeness increase when there are overconfident informed investors
participating in the market. My model with free information draws a similar conclusion:
the existence of naive traders helps improves market depth when their mass is relatively
low. But as the mass of naive traders becomes large enough, more mispricing risk may be

introduced.

Some literature that investigates overconfidence considers information acquisition. Odean
(1998) introduces a completely competitive model with information acquisition and they find
the equilibrium obtained is not influenced by the level of overconfidence. I relax the assump-

tion of Odean (1998) that all traders are overconfident by introducing rational traders, and



find the information acquisition at the aggregate level is negatively influenced by the mass
of naive traders when it is not large enough. Garcia and Sangiorgi (2011) predicts the full
participation of information acquisition by overconfident investors given the existence of in-
formed rational traders, and concludes overconfidence has no effect on market quality. Their
results rely on the assumption that overconfident traders agree to disagree with rational
traders. My model, however, finds that the overestimation of signal precision does not al-
ways make all naive traders acquire information. Ko and Zhijian (2007) develop a variable
cost model to study information acquisition of overconfident investors, and find that over-
confidence generally improves market quality under some conditions. My model also predicts
market quality can be improved by naive traders, not only depending on the overall degree

of precision overestimation, but also depending on the cost of information.

3 Model with Information Cost

In this section, the model has three events. At time 1, agents decide whether to acquire
information. At time 2, agents observe their signals if they pay and trade in a competitive

asset market. At time 3, the assets pay off, and all agents consume.

There are two assets in the financial market: one risk-free asset and one risky asset. The

payoff of the risky asset is v, which is a mean-zero normal random variable with precision 7.

Information market: At the beginning of period 1, the information market opens. The
information seller provides n signals, denoted by s;, i € {1,...,n}, to the traders who inde-
pendently decide whether to pay for the information service at a fixed cost of c. Each signal
has an error term from the fundamental: s; = v + ¢;, where ¢; ~ N(0, %) and ¢ 1L v. The
error terms are multivariate normal distributed with correlation p € (0,1): Corr|e;, €] = p

for ¢ # j, where p reflects the degree of information repetition.

Financial market: Once the traders have made their information acquisition decision,
period 1 ends and the financial market opens in period 2. The participants in the financial

market are:

e Risk-adverse traders: In the economy, there is a unit continuum of traders, each with

constant absolute risk aversion (CARA) utility with risk-tolerance parameter v > 0.



Suppose there is a fraction A € [0, 1] of the traders to acquire information, and the rest

(1 — \) of them keep uninformed.

e Noise traders: The demand of noise traders, x, is a mean-zero normal random variable

with precision 7, (z L v,z L ¢€).

In the market, there exists both naive traders and rational traders. The naive traders
do not know the existence of rational traders, which implies that naive traders assume all

traders in the market are homogenous and have the same prior belief as themselves.

Here are some main assumptions:

1. The mass of naive traders is 3, and the rest (1 — [3) of traders are rational.

2. The rational traders correctly anticipate the actual correlation of signal errors, p, as

well as the mass of naive traders, .

3. The naive traders neglect the existence of correlation (they take p for 0), as well as the

existence of rational traders.

4. Both naiveand rational traders independently make their information acquisition de-

cision at time 1.

3.1 All-rational Benchmark

In the benchmark, I derive the equilibrium of the trading game when there is no naive traders
in the market, namely, 5 = 0. As in Grossman and Stiglitz (1980), I consider the rational

expectation equilibrium (REE). Suppose that there is a linear price function of the form:
= IN? e +w
=l I si+ax|=nlnlv+ ==L = 1
p=n < ; ) n < L ) (1)
where 7 and I are endogenous coefficients at equilibrium.

The demand of informed and uninformed investors are denoted by Dj,; and Dayyins

respectively. The CARA-normal setup implies the informed investor’s demand function is

Ding (i Sz-7p> -kl 1) (2)

Pt Var[v | s1, 82, ..., Sn, P]




Applying Bayes’ rule, the conditional moments of the fundamental can be computed from

the perspective of the informed trader as follows:

L+ (n—1)p
T+ (n—1)pT + nr.

(3)

Var|v| si,S2,...,80,p] =

Te Dy Si

T+ (n—1)pT + nr,

Elv | s1,82,...,80,p] = (4)
If there is no correlation between signal errors, p = 0, the posterior precision of the
fundamental for informed traders, (Var[v | s1,82,. -, sn])_l, is 7 + n7.. Otherwise, with

positive correlation, the precision of fundamental increased by n signals is:

D= (Var(v | Z si))_l -7 = ngg (5)

i=1

where A7! = m, which can be regarded as the discount factor compared to that

without correlation.

The actual precision of aggregate signals does not directly equal to the sum of precision
of individual signal, n7., but equals to the discounted sum of individual precision. The larger

p, the more precision of aggregate signals is discounted.

The uninformed trader only observes price p, and their demand function is

v(Elv | p] —p)
Var[v | p]

Using Bayes’ rule, we have

Varlv | p] = ( + %) @

n21271, + D

E[vrp]=(7+ = ) = 1, (®)

1
n21271, + D n21271, + D TL[??

The market clearing condition is,

ADju (i si,p> + (1= A) Duning(p) + 2 =0 (9)

i=1
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To derive the equilibrium price function, I insert the demand functions into the market
clearing condition to solve the price in terms of >} ;s; and x, and then compare with
the conjectured price function in equation (1) to obtain a system defining the unknown

coefficients of I and 7.

Proposition 1 (Financial market equilibrium) Given (p, \,n,~, T, Te, T..), there exists a unique
linear REE, in which

p=n<[isi+x>
i=1

where n and I are given in the appendiz. %} measures the market depth, and I measures

aggregate trading intensity.

The aggregate trading intensity of the informed traders increases with the fraction of
informed traders A € [0, 1] uniquely in equilibrium according to the following closed form

function D
Te v
=) = 1
Ty (n—1)p n (10)

Corollary 1 Given (p,n,v, T, Te, ), price informativeness (Var(v | p))f1 increases with the

fraction A of informed traders.

To achieve the overall equilibrium, I endogenise the information acquisition process, and
consider the situation where traders can decide whether to subscribe to the information
service by paying a fixed cost, c. I calculate the ex ante certainty equivalent of the expected
utility of trading profit for the informed traders and uniformed traders, denoted by C'Ej, s
and CE,pnf, respectively.

The difference between C'Ej, 5 and C Eyp;n g measures the benefit of being informed, which

is given by
CEing = CBunins = %IOgVar[\vag?flup]
B y e (11)
2 T+ %

Lemma 1 For given (p,n,7,T,Te, Tz), CEing — CEyning 15 a decreasing function of .

10



If CEiny — CEyping > ¢, traders decide to acquire information; otherwise, they do not.

Thus, the equilibrium mass A is determined by

Proposition 2 (Overall equilibrium) For given (p,c,n,~, T, Te, T.), there exists an unique in-
formation market equilibrium in which there is A € [0, 1] fraction of traders acquiring infor-

mation, where

1 if 0 <c<c (Corner equilibrium)
A=<\ = ;L—II; ifc<c<c¢ (Interior equilibrium) (13)
0 if c=¢ (Corner equilibrium)

and the aggregate trading intensity I satisfies

~vD if0<c<c
nl =< nl = % ifc<c<ec (14)
0 ifc=c
where
A=e* -1 (15)
1
A=e* 1= 16
£ V21, D + 7/D + 1,72 (16)
- . D
A=e¥r—1=2= (17)
T

Proposition 3 For given (p,c,n,~, T, T, T.), the aggregate trading intensity I is monotoni-

n
1=

cally increasing in the precision D of aggregate signals Y., s;.

Corollary 2 For given (p,c,n,v,T,Te, Tz), the aggregate trading intensity I is strictly de-

creasing in the signal correlation p for ¢ < ¢, and otherwise flat at level I = 0.

From equation (7), the price informativeness, denoted by PI, is the inverse of Var|v | p],

which is influenced by D through two channels:

11



a1 d(Varlo |p)) " AT o)

dD dD dD
oPI 0PI o1 (18)

oD oD
— —_———

direct effect (+)  indirect effect(+)

The aggregate signals > | s; not only include the fundamental information, but also
bring noise >, ¢ into price. The direct channel implies that as D increases, the informative

content about fundamental v in Y, | s; increases relative to the content of error Y | ;.

The indirect effect of D on price informativeness is through the trading of informed
traders: from Proposition 3, we know the informed traders trade more aggressively at the
aggregate level as D increases. Thus the price reflects relatively more information about

>, s; comparing to the noise z of liquidity trading.

Proposition 4 For given (p,c,n, v, T, T, Tz ), price informativeness is monotonically increas-

g in D.

From equation (13), we know that when all the traders are rational, their information
acquisition decision is influenced by the precision of aggregate signals, regardless of what
specifically 7., n and p represent. It is intuitive because when all traders are rational, they

can accurately perceive the value of aggregate signals taking them as a whole.

Proposition 5 For given (¢,n,v,T, 7., T,), when D € [AT, AT(l +4/1+ %)), A is mono-

tonically increasing in D; when D € [Ar(l +4/1+ %), —i—oo>, A 1s monotonically decreasing
i D.

4 Model Equilibrium

In the benchmark, I assume that there are only rational traders in the market, who can
accurately perceive the correlation between signal errors, make an information acquisition
decision and trade accordingly. In this section, I characterize the equilibrium with naive
traders, who neglect the correlation between signal errors and are unaware of the existence

of rational traders.

12



4.1 Equilibrium Concept

A1 is the informed fraction among the rational traders; and As is the fraction of informed

traders in naive group. The total mass of informed traders in the market is

A= (1B + B (19)

Because the naive traders do not know of the existence of rational traders, they think A,
is the total mass of informed traders in the market, and they take the precision of aggregate

signals for nr,.

D denotes the precision of the aggregate signals perceived by rational traders, which is

nTe
1+(n—1)p"

aggregate signals perceived by naive traders, where F' = nr,.

also the actual precision of aggregate signals: D = F' denotes the precision of

We have F'(n, 1., p) > D(n, 7, p), which implies the naive traders overestimate the preci-

sion of aggregate signal due to “correlation neglect”.

4.2 Naive Traders’ Perspective

From the assumptions, the naive traders not only overestimate the precision of the aggregate

information, but also mistakenly perceive the mass of informed traders as Ay instead .

Let Var;[-] and E;[-] represent the variance and the expectation of variable from the
perspective of naive traders. Di,f1, Dyning1, Dinf2, Duning2 denote the demand of informed

rational, uninformed rational, informed naive, uninformed naive traders, respectively.

We conjecture a linear price function, and linear demand schedules of uninformed traders.

The linear price function is given by

p:nIZsana: (20)

i=1
The demand function of uninformed rational traders is:

13



and the demand function of uninformed naive traders is:

The informed naive traders maximise their expected utility by trading:

i=1

Var;[v | s1, $2...8n, D]

. (23)
= YTe Z Si — 7(7— + nTe)p
i=1
where
1
i ,89...80,p| = 24
Var;[v | s1, $2...8n, D] p— (24)
and S
Ty 8
Eilv | 51, 52..080,p] = ==L 25
[v ] 81,82...50, D] T+ T (25)

The naive traders incorrectly take “market clearing condition” as the following form:

i=1

>\2Dmf2 (Z Si,p) + (1 - >‘2)Duninf2(p) +x=0 (26)

However, the actual market price does not satisfy equation (26), because the “market
clearing condition” is conjectured by naive traders, who cannot accurately recognise the
composition of market participants. In other words, the uniformed naive traders incorrectly
interpret the market price and extract informative content. Let wy denote the informative

signal perceived by uninformed naive traders:

n

wy = (A2y7e) Z s+ (27)

i=1

which is observationally equivalent to the noisy signal ws:

n
o vt AYTe D 1 €+ @
71)\277'6

(28)

From the perspective of naive traders, they evaluate their ex-ante certainty equivalent,
denoted by CEy, ;, and CE}

wnin g2 for informed and uninformed naive traders, respectively,

14



and make the information acquisition decision. At equilibrium, A, is the fraction of informed

trader among them, which reflects their willingness to acquire information.

At equilibrium, the naive traders thinks it is equivalent to be informed or keep unin-

formed. The equilibrium is determined by
;‘an - CE;(man =c (29)

where c is the cost of information, and

Var;[v | p]
Var;[v | X3, i, 7]

* g — CEfu iy = log (30)

2

At equilibrium, the naive traders think acquiring information is equivalent to being un-

informed.

Proposition 6 For given (p,c,n,v,T,Te,T.), there exists a unique fraction Ay € [0,1] of

informed traders among naive traders:

1 if0 <c<c¢y, (Corner equilibrium)
Ao=14 Ay = \/ATﬂgé:;ﬁ:;QTg) if co < c <y (Interior equilibrium) (31)
0 if c = ¢y (Corner equilibrium)

Where A = e2¢/7 — 1.,

1
A, =¥l — 1 =
=2 V21runTe + 7/(nT) + TR TY?
Ay =22 1 = e
-

4.3 Financial Market Equilibrium

The existence of naive traders does not influence the posterior belief of informed rational

traders. The demand of informed rational traders is:

Duun (Z s,-,p) _Y(E[v | 51,550, 9] — p)

Pt Var[v | s1, $2...5n, D]

YD
= 2N\, — D
- ;S (T + D)p

15



Since the rational traders are aware of the existence of naive traders, they correctly

conjecture market clearing conditions, which actually pins down the price:

n

(1 = B)M\Dingy <Z Si,P> + (1= B)(1 = M) Duning1(p)

i=1

. (33)
+BA2Din g2 (Z Si,p> + B(1 — X2) Duning2(p) + =0
i=1
The uninformed rational traders correctly extract information from price:
=[(1-=p5)A D+ﬁ>\ z”: + 34
wp = 17 n 27 Te e S; x ( )
Let

A D

I=(1- ﬁ))\l’Yg + BAaTe, (35)

which denotes the aggregate trading intensity on Y., s; and reflects how aggressively in-

formed traders trade at the aggregate level.

w, is observationally equivalent to the noisy signal w):

' 216 &
w =v+==——+ — (36)

n nl
The actual price informativeness, PI = (Var(v | p))fl, is interpreted as the posterior
precision of the fundamental v given price at equilibrium, which can be correctly perceived

by uninformed rational traders.

In the financial market with asymmetric information, informative trading contributes to
price informativeness. The informative signal w; extracted by rational traders can be divided

into three components:

n

n
Z; s; + BAoyTe Z; S; + T
1= =

1T

wi = (1-=758)\y

N by noisy traders

-~
by informed rational traders by informed naive traders

The informative content in w; is contributed by (i) the informed rational traders, and

(ii) the informed naive traders. We write the price informativeness in the following form:

16



1 (37)

At the interior equilibrium, the difference of the ex-ante certainty equivalent between

informed and uninformed rational traders equals to the cost of information:

n

g Y
OEmfl — CEunmfl = = IOg Var1 [U | p] - = log Var1 [U | Si,p]

=C

Substituting equation (2) into equation (38) and rearrange, we get the expression of price

informativeness:

n

PI(T,D,C,’}/) = (Varl(v | pvﬁap))_l = eXp {—lOg (Varl(v |paZSZ)) - C}
i=1 39
T+ D 39)

A+1

[ interpret the information acquisition decision of rational traders by the following process

that: more rational traders are willing to acquire information until price informativeness

equals to Xjﬁ , which is independent of 5. The constant can be regarded as the “ceiling of

profit” for rational traders: if the actual price informativeness has not reached the “ceiling”,

there still exists profit margin to earn by information acquisition for rational traders, so Ay

T+D

continuously increases until price informativeness equals to % -

Given (7, D, c,7), the “ceiling of profit” is the same with the price informativeness in
benchmark, which implies that the price informativeness at equilibrium does not change in
the mass of naive traders as long as there still exists informed rational traders. The general

expression of price informativeness is given by:

7+D )\1 >0

T+L+ )\1=

I S —
D 7L2B2A%727627'z

PI

(40)

Proposition 7 There exists an equilibrium such that:
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1. The fraction of rational traders who acquire information is A1; and the fraction of naive

traders who acquire information is Mg,

2. The coefficients (n,1,b1,by) in price function and demand schedules are given in Ap-

pendix.

Proposition 8 Given (n,p,c,v,T,Te, T:), price informativeness keeps the constant as 3 in-
creases until the informed rational traders are entirely crowded out of the market, and then

price informativeness increases in the mass of naive traders 3.

The expression of A; when \; € (0,1) is given by:

"1\ An2(rD+D?) (1-p5)D
D—7A (41)
- (oua- .
1-p A2 (tD + D?)
crowed-in (-) or c;(;wed—out (+) effect
where F
A:5:nl;€:1+(n—1)p A1, +o0) (42)

Ao denotes the fraction of informed traders when § = 0 as in the benchmark, when
/\0 € (O, 1)

D—-T1A
Ao = \/ATgﬁQ(TD + D?) (43)

The first term of A\; in equaiton (41) equals to the fraction of informed traders in the
absence of naive traders, and the second term is the effect of naive traders on information

acquisition of rational traders.

Proposition 9 Given (n,p,c, 7, T, Te, Tz), when p # 0 and n # 1,

D D)..

1. If Mg € (0,1) when the cost of information is at a moderate level: A € (m, =

(a) The naive traders always have “crowding-out” effect on information acquisition

of rational traders, and the effect increases in p.
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(b) As [ increasing, the “crowding-out” effect increases. There exists a *: all in-

formed rational traders are crowded out of the market when 3 = B*.

2. If Ay = 0 when information cost is sufficiently high: A € (%—i—oo), there are no

informed rational traders regardless of whether naive traders exist or not.

3. If \g = 1 when price is sufficiently low: A € (0, M);
D—T1A 1
(a) when 8 < —W, all rational traders are informed;
/ D—TA -1
(b) when (> %, some rational traders choose not to acquire information.

The trading intensity helps explain why the naive traders have a crowding-out effect
on information acquisition of rational traders. I solve the aggregate trading intensity at

equilibrium when A; > O:

. D2 —7AD
= \/nQTQﬂA(T + D)A (44)

which is a constant unrelated to the mass of naive traders 8. I decompose I as:

I= (1 —B)Aw% + BT (45)
_ 5 —

. ] by informed naive traders
by informed rational traders

[ influences the aggregate trading intensity in two ways:

dI(B, Ai(B)) _ 0I(B, A1) | 2I(B, A1) OMi(B)

_ N 46
3 B N o8 (46)
~— ~ ~— ~
Direct effect (+) Indirect effect(-)

On the one hand, the increase of 5 has a positive direct effect on the aggregate intensity.
As Proposition 3 shows, the larger the precision of signals perceived by traders, the larger
the aggregate trading intensity they contribute. Because the naive traders overestimate the
precision of aggregate signals, the aggregate trading intensity is larger than that if they were

rational, leading a positive direct effect.

On the other hand, informed naive traders excessively contribute to the aggregate trading
intensity and improve price effectiveness. When their contribution is out of proportion to
their mass [, more informed rational traders are crowded out and contribute less to price

informativeness, leading the negative indirect effect. At equilibrium, the direct effect and
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Figure 1: Mass of informed traders

indirect effect cancel each other out, and the aggregate trading intensity as well as price

informativeness does not change.

Corollary 3 The aggregate trading intensity is maximised when = 1; we have

/\O’YD
n

< I <oy (47)
The total mass of informed traders A is given by:

A= (1—=p8)A+ B

(48)
= max { min {Ag — B(n — 1)pAs, (1 = B) + ﬁ)\z},ﬁ)\g}

Proposition 10 Given (p,c,n,v,T,Te, 7z), when n > 1, and p > 0, the increase of naive
traders monotonically reduces X until informed rational traders are entirely crowded out of

the market, and then X\ rises gradually to \s as (8 increases to 1.

Comparing the total mass of informed traders A with benchmark \q when there are no

naive traders in the market, I find that A is smaller than \q except that Sy > Ag.
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price informativeness
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Figure 2: Price informativeness: (A =0.5,7v=1,7. =0.5,7=1,7, = 1,n = 6)

5 Model Implications

5.1 Market Depth

Formally, the measure of market liquidity is often referred to as Kyle’s lambda (Kyle; 1985).
The coefficient “Kyle lambda”, which is 1 in equation (20), inversely measures market liq-
uidity: a smaller n means that liquidity trading = has a smaller price impact, and thus the

market is deeper and more liquid.

Market depth can be regared as the average responsiveness of market participants to price
(Vives; 2008). Specially, in my framework, market depth equals to the average responsiveness
of the following four types of traders: informed rational, uninformed rational, informed naive,
uninformed naive traders:

Market depth = 77!
= Mfy(T +n7) + (1 = B)Ay(T + D) (49)
— (1 =8)1 = A)br — B(1 = A2)bs

To study how naive traders influences market depth, we discuss in the following three

cases: (1) when Ay € (0,1); (2) when \g = 1; (3) when Ao = 0. The first case is the most

common when there are only rational traders in the market.

Proposition 11 At equilibrium when A\ € (0, 1),

1. Market depth (n=') decreases in the mass of naive traders until all informed rational

traders are crowded out of the market.
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Figure 3: Market Depth in Corner Cases

2. When all informed rational traders are driven out, if p is small enough, market depth
always increases in 3; when B is large enough, if Ao is sufficiently high, market depth

increases in 3; otherwise, there exists p*, if p > p*, market depth decreases in .

3. Uninformed rational traders react more sensitively to price than uninformed naive

traders, |ba| < |b1].

The effect of naive traders on market depth is ambiguous, depending on whether informed
rational traders exist or not. When A\; > 0, the increase of § reduces \;, making more rational
traders uninformed. Because the informed rational traders who are faced with less inventory
risk, have stronger responsiveness to price than the uninformed traders, the decrease of )\,
reduces the responsiveness of rational traders to price, leading the negative effect on market
depth.

After informed rational traders are entirely crowded out of the market, the increase of
[ improves price informativeness, but aggravates adverse selection for rational traders. If
the correlation between signal errors is small enough, the negative effect of adverse selection
on market depth is dominated because the price system is efficient enough, so the market
depth increases in 3. However, if the informed fraction in naive traders is sufficiently small,
and the correlation between signal errors is large enough, the negative effect induced by the
increase of naive traders dominates when their mass is large enough, leading the decrease of
market liquidity. My conclusions echo with Kyle (1985), where the market depth decreases
in trading aggressiveness when it is relatively low, and increases when aggressiveness is

sufficiently large.
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[ also study the corner cases when all Ay = 1, and Ay = 0, see Figure 3(a) and Figure 3(b),

respectively.

Proposition 12 At the corner equilibrium of benchmark:

1. When N\g = 1 and Ay = 1, market depth increases in 3 when Ay = 1; and decreases

when Ay decreases until informed rational traders are entirely crowded out.

2. When \g = 0, if Ao = 0,there is no informed traders in the market and market depth

keeps the constant; if Ay # 0, market depth decreases in [ when it is small, and

increases in [ when it is sufficiently large.

5.2 Mispricing Risk

I use the mean-squared error between the asset’s payoff and its price, E[(p— 0)2], to measure

the mispricing risk that price is deviated from the fundamental (e.g., Odean (1998); Ko and

Zhijian (2007); Goldstein and Yang (2017); Vives (2011)).
The expression of E[(p — ’U)Q] is given by:

E[(v - p)*] = Var(v — p)

T D Ta

1— ]2 2]22 2
(L—gnl)® " n°

(50)

When A\; > 0, as 3 increases, the total mass of uninformed traders increases, and the

adverse selection is aggravated in the aggregate level due to the crowding out effect of naive

traders. Thus the market liquidity decreases, and the mispricing risk increases in . This

finding is consistent with the behavioural models where more adverse selection increases

mispricing (e.g., Daniel, Grinblatt, Titman and Wermers (1997); Hong and Stein (1999);

Vives (2011)).

Proposition 13 At equilibrium when g € (0,1), when there are informed rational traders,

the mispricing risk increases in 3.
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Figure 4: Market Depth and Mispricing Risk

5.3 Expected Utility

When Ay € (0, 1), the naive traders believe there is no difference to acquire information or
not. However, the actual expected utility of informed naive traders is not the same with
that of the uninformed, which is different from conventional literature about information

acquisition (e.g., Grossman and Stiglitz (1980); Goldstein and Yang (2015)).

The expected certainty of uninformed naive traders is:
E l—exp{ — 1(v —p)x}] =E [—eXp{ — l(?J — p)Duninf2(p)}]
Y Y
1
= —-E [E lexp{ — ;(v — p)Duninf2<p)}‘p]]
(E[v—p|p])?
Fr [e’“’ { 2Varlv | )

The inequality is induced by Dypinf2(p) # If/[:rﬁz]. We calculate the expected utility under

(51)
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the rational measure:

B |-esp{ - 20~ e}

E [_exp{ — %(v - p)Dum‘an(p)}]
E [—exp{ — b—;(v —p)p}]

The term of (v —p)p in equation 51 is the product of two correlated normally distributed

(52)

random variables. After standard normalization, we apply the function of MGF in Craig

(1936) to calculate the expected utility of naive traders.

Proposition 14 1. The expected utility of rational traders is always larger than that of

the naive traders.
2. The expected utility of rational traders can be improved by naive traders.

3. For many sets of the parameters specifying this economy, the expected utility of informed

nawe traders is lower than that of uninformed naive traders.

The actual expected utility of naive traders, namely, their welfare as defined in Goldstein
and Yang (2015), is impaired by “correlation neglect”. Moreover, although the naive traders
believe acquiring information has no difference with being uninformed with respect to their
expected utility, the welfare is actually weakened more if they choose to acquire information

and trade more aggressively than keeping uninformed and trading less sensitively to price.

In Figure 5, the certainty equivalent of expected utility of rational traders are always
higher than that of naive traders. In Figure 5(b), the certainty equivalent of informed
naive traders can even be negative. This does not mean they are expected to lose money
in the secondary market. In fact, the traders, regardless they are rational or naive, both
exploit benefit from the noise traders. The negative certainty equivalent implies that the
risk-adjusted wealth of informed naive traders is expected to be negative, but they may be
expected to earn more than the rational traders (see Figure 5(b)). This can help explain
why the naive traders can survive in financial markets. They can not recognize the fact
that their actual utility is lower than others, but they may achieve higher expected return
than their rational counterparts. The issue about the survival of naive traders has been
analyzed in some literature, including Benos (1998); Kyle and Wang (1997); Hirshleifer and
Luo (2001). My paper echoes with Hirshleifer and Hirshleifer and Luo (2001), which finds
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that the overconfident naive traders can better exploit noise traders and earn higher returns
than their rational counterparts. My paper also further includes information acquisition,

and finds that the survival of naive traders is still supported.
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(a) A=05,y=1,7.=057=1,7, = 1,n = (by A =05,y =17 =0571=17=1n=
2,p=0.1 6,p=0.1

Figure 5: Certainty equivalent

5.4 An Extension to Costly Information Acquisition Model

In the costly information acquisition model, it is assumed that the informed traders acquire
the same bundle of information signals. In this subsection, I study the case that the informed
traders acquire heterogenous information. All other model specifications remain the same
as in Section 4. Under the alternative assumption, I assume that s;(i € (1,2,...n)), which
implies that the signal errors are entirely cancelled out when they are aggregated at equilib-
rium. This assumption can be rationalized by the different sources of information collected

by informed traders. At equilibrium, the linear price function is given by

p=mnnlv+nx (53)
Expected profit Expected profit
S — -
15
14
—— informed rational traders —— informed rational traders
1.0 informed behavioural traders 3 informed behavioural traders
unformed rational traders / unformed rational traders
s ~— unformed behaviour traders : ~— unformed behaviour traders
5
1
02 04 06 08 w0 f 02 04 06 08 w0 f
(a) A=05,y=1,7.=057=17=1n-= (b) A =05,v=1,7 =057=171=1n-=
6,p=0.1 6,p=0.9

Figure 6: Expected profit
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The conditional variance about fundamental for informed rational and naive traders are

given by:

- 1
Vary | v Z AR + D + n2l?7, (54)
| li=1 | x
— _ )
Vary |0 ) sivp | = 7+ F +n2l%r (59)
| =1 i x

Based on the information acquisition decision of rational traders, the informed fraction

of rational traders is given by:

N\ = 1 D—71A B BAonT,
L g\ Ar.y2D?  (1-p8)D
B 3 D-r1A (56)
S AN =T

[ J
g

crowed-out (+4) effect

And the price informativeness at equilibrium is given by D/A. The heterogeous private
information of traders does not change the prior main conclusions: at equilibrium, price
informativeness keeps the constant as [ increases until the informed rational traders are
entirely crowded out of the market, and then price informativeness increases in the mass of
naive traders (5. the existence of naive traders still has crowding-out effect on the information

acquisition of informed rational traders.

6 Model without Information Cost

In this section, I turn to the case when the information signals are free of charge, and study

how the market is influenced by “correlation neglect” of naive traders.

The information can be regarded as the public information, e.g., media, news, announce-
ments. The model setting is the same as prior sections, except that each trader, either
rational or naive, can observe n signals. Traders update their beliefs about the fundamental

using the public information and trade accordingly.
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The demand of each rational trader is given by:

D, <i si,p> = % isi — (T + D)p (57)

i=1

The demand of naivetrader is given by:
Dy (Z si,p> =7 )5 — (T + n7)p (58)
i=1 i=1

Based on the market clearing condition:

(1= 8)Ding1 (Z Si,p> + BDing2 (Z Si,p) +x=0 (59)
=1

i=1

, price can be solved:

p=n<nlv+126i+x) (60)
i—1

where
D
I=(1-B)y— + B (61)
and
= ! 62)
n= YT +nl (

Because price does not reflect any private information in this case, it is meaningless to
analyze price informativeness as before. We use the mean-squared error between the asset’s

payoff and its price, E[(p - v)z], to measure the mispricing risk.
The expression of E[(p — ’0)2] is given by:

E [(p — v)2] = Var(p — v)

> e 1 (63)
:ﬁ<l+ﬂ_+_)

T D Ty

As the mass of naive traders increases, on the one hand, because they underestimate the
inventory risk and are willing to provide more liquidity than rational traders, the market
depth increases, which reduces Var(p —v); on the other hand, errors in the public signals are

reflected more in the price due to increasing aggressive trading at the aggregate level.
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Figure 7: Mispricing risk without information acquisition cost: (y = 1,7. = 0.5,7 = 1,7, =
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Proposition 15 1. When p < m%(n—l)’ maspricing risk decreases in 3.

2. When p > %, there exists a B*, if B € (0, 8*), mispricing risk decreases in [3; if

Tzy2T(n—1

B > B*, mispricing risk increases in 3.

The positive effect of naive traders on market quality dominates when the correlation
between signal errors is sufficiently small, because the market benefits from the liquidity the
naive traders provide. However, when the correlation between signals errors is high enough,
and the mass of naive traders is sufficiently large, the negative effect on market quality
dominates because the price is vulnerable to be deviated by the errors in public signals.
The larger the correlation between errors, the more possibility that the market is exposed

to mispricing risk.

7 Conclusion

In this paper, I develop a model where rational traders interact with naive traders who
neglect the correlation between signal errors. I consider two alternative cases with and
without information acquisition cost, and derive the implications about the market quality

measured by price informativeness, market liquidity and mispricing risk.

First, I find that the impact of “correlation neglect” on financial markets depends on
whether information is costly or not. If the information is free, mispricing risk can improve in
the mass of naive traders, but may be impaired by them when their mass and the correlation
are both high enough. This is because signal errors cause mispricing risk when the price is

excessively sensitive to public signals. However, if information acquisition is costly, the
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existence of naive traders increases mispricing risk when their mass is not large enough to

crowd out all informed rational traders out of the market.

Second, when information acquisition is costly, naive traders have a “crowding out” effect
on the information acquisition of rational traders. The total mass of informed traders also
declines in the mass of naive traders before informed rational traders are entirely crowded
out, meanwhile, price informativeness keeps the same and market liquidity deteriorates.
However, when informed rational traders do not exist, market quality, measured by liquidity
and mispricing risk, can improve afterwards, depending on the correlation between signals

and the mass of naive traders.

Finally, I am able to use the model to derive implications regarding the empirical prop-
erties of market quality. In particular, one distinct feature of my model is that the impact
of “correlation neglect” on financial markets depends on information acquisition cost and
the mass of naive traders. These implications can potentially serve as the explanation of the
mispricing risk induced by the repetition of media. Moreover, the information acquisition
model helps understand why active asset management has become less attractive in the past

few years, and why market quality is potentially impaired.

A  Appendix : Proofs

A.1 Proof of Proposition 1

Let s = [s1,..., 85| be the information the informed investor possesses at time 2. The price
does not reflect more information about fundamental than s. The mean vector and variance-

covariance matrix of the n 4+ 1 dimensional normal random variable (v,s) ~ N(0,X), with

the variance-covariance matrix ¥ € R(tDx(+1)  The mean vector and variance-covariance
0
matrix can be partitioned as pu = , and
1/7 1/7 1/
Yorv Zus 17 1/y7+1/7 ... 1/7+p/7
o [Ee B | vrey Jr+ o/ "
Zsm Es,s : . :
Ut 1t+p/re ... 1/7+1/7
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The conditional mean is

Te DS
E =3, Ol = reis]
[v] 515-00s 50 visiss S = + (n—1)p7 + n7e

and the variance-covariance matrix

1+ (n—1)p

Var[v| si,...,$n] = Xpp — ZME;;ES,U =

Thus the demand of an informed trader is:

T+ (n—1)pT + n7.

" VTe < 74 (n—1)pT + n7
Dy, P =T i —
f(;S p) 1+(n—1)p28 7 1+ (n—1)p b

=1

The uniformed trader extract signal from price:

n

VTe
o\ +
v 1+(n—1)pi213Z .

I define I as the aggregate trading intensity of informed traders, where

Te

[=dy— T
714—(71—1),0

Thus we can write w as

IS e
w=1In (U+—ZZ_161+$>
In

Because of the multivariate normal distribution of ¢;, I have

" ~n(l+pn—1)) n?
Var (Z ei> = - o)

i=1

and the precision of public signal given the fundamental v is

IS ei+x )\ I*n? 1
(Var(—zl:16 x)> = i = —
1
T—+I2

n(1+p(n—1)) Py e + %

Te

In

(A.2)

(A4)

(A.5)

(A.6)

So the variance of fundamental v given the information set of the uninformed traders is:
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Varlu | p| — (T i f) (A7)

n2127, + D
Under the conjecture that p = nin(v + 12’;}++x)’ the expectation of fundamental v given
the information set of the uninformed traders is:
-1
I*n? I*n? n
Elv|p]=|71+ w4 (A.8)
% +12n(1+p(n—1)) % +I2n(1+p(n—1))

Te

Substitute the expressions above into Dninf(p) = %, and the market clearing

condition. I get the coefficients:
(1+ (=1+n)p) (L + (=1 + n)p + ny*I7u7e)
7((1 +(—1+ n)p)zT +nA(1+ (=14 n)p) (1 +2M77)7e + n272/\27'x7'3>

n= (A.9)

And thus I can get the demand of the uniformed trader as

where
T
1 +~2A7.D

A.2 Proof of Proposition 5

According to Proposition 3, in the interior equilibrium,

—Atr+ D
A= \/AT$’)/2(TD + D?) (A.10)

I take the derivative of A with respect to D:

1 —Ar+ D 2 D24 2ArD + Ar?
d\ ( T+ ) +2A7D + At (A1)

dD ~ 2A7,7? Ar,v?3(1D + D?) (1D + D?)?

The sign of % depends on the sign of (—D?*+2A7D+A7?). When D € [AT, ATt (1 +4/14+ %)),
%>0; when D € [AT<1+4/1+%>,+OO>, % <0. o
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A.3 Proof of Proposition 8

The demand of uninformed naive traders:

v(Eulv | p] — p)

where

1s:

20 = = 7 (A12)
= bop
1
Vary[v | p] = — T (A.13)

-1
ﬁ*m Aoy (T 4+ n1) — (1 — Ag)bo
p

Eplv = A14
o |p) = — (A14)
nt "2/\%727'271
by is solved from the following function:
bg 1 /\2’)/(7' + m’e) — (]_ — /\2)()2 1
== - 3 —T— : (A.15)
T T g nAYTe e T NGy,

I solve the equation above and get:

YT

by — —— I~
2 14+ ny2 Ao, 7e

The actual market clearing condition is:

BAgyT. ; si — Ay (T +nr)p + (1 — ﬁ)Awg ; 5= (1= B)Ay(r+ Djp (A.16)

+(1=B)(1 = A)bip+ B(1 = A)bep + 2 =0

The price is pinned down by the market clearing condition, and the general form of price

p=nlisi+mﬂ

=1
n
= nlnv +nl ) € + nx
fundamental ——— Liquidity trading noise

Signal erros

:Wv—i—an:ei—kmc

i=1
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where W =nIn, Y = nl.

The demand function of uninformed rational traders extract noise signal:

v(E[v | p] - p)
Var[v | p] (A.18)

Dumnfl (p) =

=bip

Substitute the expression of E[v | p|] and Var[v | p] into the equation above, and solve b;.

1 Aoy (T4+nTe)+(1=B)A1v(T7+D)—(1—8)(1—X1)b1 —B(1—=X2)b2

Do, !
E[v | p] = ——= : (A.19)
T+ 7 T
DT,
Varlv | ] : (A.20)
ar|v = )
b T+ 1 1 T
Dt ey,
where
—ArD+D?
ol — Aripy M1 >0
)\2")/71/7'6 )\1 = 0.
b_1 _ 1 )\25"}/(7' + TlTe) + (1 — 6))\1’)/(7' + D) — (1 — ﬁ)(l — /\1)()1 — 5(1 — )\2)[)2
g % + ﬁ nl
1
J— T —
5+ wi
(A.21)

by is solved from equation above. o

A.4 Proof of Proposition 8

I get the expression of price informativeness:

I B R
a T+ ﬁ )\1 = 0.
D "232>\%’727527'z
Only when 7 + L > ZER A1 = 0. And I have 0(5t2)/08 = 0, and

D n252>\%,),27€27x

1
o7+~ . /08>0
D T wggyren,
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A.5 Proof of Proposition 10

VA D—-T1A _ A nt. — TA B D—-T1A (A.22)
? AT,y2(TD + D?) AT TNTe + 27?2 ATnT 4+ n?7? '

Let
nt. — TA D—-TA
V(p) = \/ e \/ NV ——
TNTe + NAT ATnT, + N7
Because agf)p ) >~ 0, thus U(p) > ¥(0) = 0, and the second term is positive and increases in
p. o

A.6 Proof of Proposition 12

When A\; > 0, I have
by 1 T]_l 1
_:L—l_[_T_l—l <A23)
v D + n2121, n D + n2127,

The aggregate trading intensity [ is unrelated to [, so ‘fi—% have the same sign with dZ—;.

To study how 3 influences market depth (n=!), I can study how S influences b; instead.

When Ay > 0, I have nl = /272405,

According to the definition of I,

nl = y\BDA + (1 — f)\yD (A.24)
, I rewrite
™l
Xofy(T +n1) + (1= B)My(T + D) =nl + o YA B(n —1)p (A.25)

Substitute equation (A.29) into equation (A.25), take the derivative of both sides of

equation with respect to 3, and rearrange it, I get

1 1
(D + HQIQTz)n] n (1 —ﬁ)(l _/\1> g_bﬁl = (1 —/\1)61
oM
— T Xa(n = 1)p— (1= Ao)by + (1 — an
(A.26)
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Take the derivative of both sides with respect to 3, I solve
oA A=)

- _ A2
6%3 1 _ [3 ( 7)
Substitute equation (A.31) into equation (A.30), and I get
(5 + gz nd ob,
P (1= )1 - ) | L = —yrAa(n— D)p— Aabi(n — 1)p
gl op (A.28)

+ (1= Ao)by — (1 — Ao)bs

I have y7 > —by, so the term —y7Aa(n — 1)p — Aabi(n — 1)p < 0. If I assume there exits
a [ satistying 5 abl > (), and I assume S* is the minimum among all the value of § satistying
the condition. I can conclude (1 —Xy)b; — (1 — A2)be > 0. Because abl < 0 when f € (0, %),
thus (1 — Xo)by — (1 — Ag)by < (1 — o) (— === —|— —) < 0 which contradicts to

1+v2 X071z D 1+ny2 XoTe e

the original assumption that abl > 0, I can prove 2~ < 0 when \; > 0.

95
When \; = 0, market depth is expressed by:
= Br(yT +anTe) — B(1 = A2)by — (1 = )by (A.29)
Take the derivative with the respect to :
on~t ob
gﬁ — No(y7 +n7) — (1 — No)by + by — (1 — B)a—ﬁl (A.30)

when p — 0, because > % A 5, B — 1, and by — by % have finite bounds. Thus
on~1t

L = (T +nTe + by), which is larger than zero.

Denote ¢ = nl = g, I solve by from equation (A.27),

by

2 (A.31)

When 8 — 1, by —» —y7 + vw, %”61 have finite bounds. Thus —’75— — YAoT —
D

q2Tz

(1= Aa)bp =7 + PP,
a7z

2rar—(1-Az)bs

’}/)\QT (1 Ag)bg—’YT‘f"Y ( +2 )

is an increasing function about D, and D decreases

in p. If yAom — (1 — A2)by — 7 + 7% < 0, when p > p*, where p* is the solution
Te q Tx
of equation YAo7 — (1 — Ag)by — 7 + vw = 0, and ¢ = \yyn7., market depth is
q2 Tx

decreasing in p as f — 1.
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A.7 Proof of Proposition 14

E[(v—p)*] = Var(v - p)
(1 —nnl)? N n2I%n? N 77_2
T D Ta

(1) When A; > 0, nl keeps the constant where nl = \gyD. We have n < %, and thus

1>nnl.
dVar(v — p) _ 2(1 —nnl)(—nl) N 2n21?n N 2n
dn T D Te (A.32)
_2nl . <2n212 N 2n21? 3)77
T T D T
When 7 > ””%l*nfm , Wa‘;l(;’*p) > (; otherwise, n > "H%}Jrnfm , dva];(;fp) < 0.

According to Proposition 5.2, 7 is increasing in § when A; > 0. When g = 0, n =
1

L Th
= ) us 7 > - .
A A
nl+XoyT+ (11_*_7%)3; nl+XoyT+ (11+vfz)g;
: 1 _ 1 (1=Xo)yr T
The threshold of 7 can be writen as oy e il oy Because iy Sy
D nlty nlty
dVar(v—
thus n > S - .IcangetM>0.
I+ 55+t dn

A.8 Proof of Proposition 15

The expected utility of uninformed naive traders is:

o] b/ Varfo — p[Var[p] (v—p)p
E[ p{ ¥ \/Var[v — p|Var[p] }] (4.33)

Let p,y be the correlation between the two standard normally distributed variables: V”_[p ]
ar|v—p
p
and Tl 1
M, (t) =
\/[1 — (L4 payE][1 + (1 — pay)t]
A/ Var|v—p]|Var ov(v— . . .

Let t = —2VY v—p]V [p], vy = — Covlvopp) According to the linear expression of

v Var[v—p|Var[p]

price function equation (A.21), p = Wo +Y Y " | € + nz, we get Var[p] = WTQ, Var[v — p| =
A=Wy —Y2D”2 + g, and Cov(v — p,p) = (lfvTV)W + Y2D"2 + g

T

CBuningz = 5108 ([1 = (L+ pu)][1+ (1 = )] (A.34)
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Similarly, I calculate the expected certainty of informed naive traders under the rational

E[ —~ exp{ —~ %[(v —p)z — c]}] = E[ - eXp{ = %[(U *p)Dmﬁ(iSup) - C]}]
(A.35)
I have

Dinga (Z si,p> =7 )8 — (T + n7)p
i—1 i=1
= VT, <nv + Z ei> — (T + n7) (Wv + YZ € + 77:6)

i=1 i=1
n

= (’YTJL —yW(r + nn))v + (’yn —Yr(r+ 717'6)) Z € — (T + n1)x
. (A.36)

which is a linear combination of v, Y ¢ and p, thus (v — p) D2 (300 si,p) is the

product of two correlated normally distributed variables.

~
CEinpa = 9 log <[1 -1+ pzy)t] [1 +(1- pxy)ﬂ) (A.37)
_ (v=p)Diny2 _ Cov(v—p,Djny2) .
where t = S Pay = S Der ] given that

(yren —AW(r +n7)) (1 = W) (y7e = Y(7 + n7))Y? +fyn2(7' + n7e)
T D T

Cov(v—p, Ding2) =

(”yTen — YW (T + 717'6))2 (")/Te —YA(r + TLTG))TLQ ('m(T + nTe))2
T * D * T,

Var(Dme) =

A.9 Proof of Proposition 15

Let ¢ = nl € [yD,yn7.], q increases in (.

274+1/70+q?/D
NVar(p—v) _ O grgr  qy7 /D= - 1m, (A.38)
oq 0q (7 +q)®
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Y2141/ +q

2
If p < p e oy Dy et D og < 0 when g € [vD,ynt];
27— Tx 2 27— Tx 2
If p > Tx’szl(n—l)’ 2 J(rwliﬂ;q Pog < 0 when g € [vD,vD + TQCSQT]; - 2@53 Log >0

when g € (vD + m%,’ynn]. o
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