Differences of Opinion of Public Information

and Speculative Trading in Stocks and Options

H. Henry Cao and Hui Ou-Yang*

This Version: October 15, 2004
Abstract

This paper develops a model of trading in stocks and options based on differences of
opinion of public information among risk-averse investors. It is shown that when investors

disagree about the precision of a signal, options are not redundant assets. Even when the

disagreement about the precision is arbitrarily small (e.g., in the order of 1/v/T with T
approaching infinity) and trading takes place arbitrarily frequently, the investors’ perceived
gains in trading stocks approach zero but those in trading options remain positive. It is
also shown that the volatility implied by the option price may not be the realized volatility
of the stock price. The expected returns are positively related to both the implied volatility
and the realized volatility. When the implied volatility is higher than the realized volatility,
the expected stock returns can exhibit positive serial autocorrelations. Moreover, trading
in the underlying stock depends on its price change as well as the open interest in options.
In a multiple stock setting, it is further shown that the trading volume of a stock can be
positive even when there is no price change for that stock, and it depends not only on the
investors’ differences of opinion about that stock’s payoff but also on their differences of

opinion about the payoffs of other related stocks.

Key Words: High Confidence, Low Confidence, Differential Interpretation of Public Infor-

mation

*Cao is with the Kenan-Flagler Business School, University of North Carolina, Chapel Hill, NC 27599-3490;
e-mail: caoh@kenan-flagler.unc.edu. Ou-Yang is with the Fuqua School of Business, Duke University, Durham,
NC 27708-0120; e-mail: huiou@duke.edu. We thank Haitao Li, Wei Xiong, and seminar participants at Duke,
Houston, Indiana, Oklahoma, Tulane, UNC, and the 2004 China International Finance Conference for helpful
comments.



Differences of Opinion of Public Information

and Speculative Trading in Stocks and Options

Abstract

This paper develops a model of trading in stocks and options based on differences of
opinion of public information among risk-averse investors. It is shown that when investors
disagree about the precision of a signal, options are not redundant assets. Even when the
disagreement about the precision is arbitrarily small (e.g., in the order of 1/v/T with T
approaching infinity) and trading takes place arbitrarily frequently, the investors’ perceived
gains in trading stocks approach zero but those in trading options remain positive. It is
also shown that the volatility implied by the option price may not be the realized volatility
of the stock price. The expected returns are positively related to both the implied volatility
and the realized volatility. When the implied volatility is higher than the realized volatility,
the expected stock returns can exhibit positive serial autocorrelations. Moreover, trading
in the underlying stock depends on its price change as well as the open interest in options.
In a multiple stock setting, it is further shown that the trading volume of a stock can be
positive even when there is no price change for that stock, and it depends not only on the
investors’ differences of opinion about that stock’s payoff but also on their differences of

opinion about the payoffs of other related stocks.

Key Words: High Confidence, Low Confidence, Differential Interpretation of Public Infor-

mation



1 Introduction

Trading in exchange-listed securities, such as stocks and their options, is extremely active. In
2000, the average daily trading volume in the NYSE reached 1.04 billion shares for 43.9 billion
US dollars. Trading volume in options is also huge. “Options trading is now the world’s biggest
business, with an estimated daily turnover of over 2.5 trillion US dollars and an annual growth
rate of around 14%”.1 Given such a high trading volume, the following question arises naturally:
What drives investors’ trading in the securities market and the associated options market?
Empirically, Kandel and Pearson (1995) demonstrate that the trading volume of a stock can
be positive even if the stock price does not change, and Huberman and Regev (2001) find that
a reinterpretation of an old public news about a firm generates high trading volume not only
for the concerned firm but also for other related firms. These studies present challenges to the
extant theoretical literature in which the trading volume of a stock is typically related to its own
price change and the trading volume involving multiple stocks is not considered. In addition,
the theoretical literature on differences of opinion has analyzed neither the investors’ perceived
welfare gains in trading stocks and options, nor the difference between the volatility implied by
the option price and the realized volatility of the stock price and their relations to the expected

stock returns.
This paper analyzes the perceived value of options trading, the effects of options introduc-

tion on the trading volume of the underlying stock, as well as the difference between the two
volatilities and their relations to the expected stock returns. In our model, investors have het-
erogeneous beliefs even when they observe the same public signal. The Milgrom-Stokey (1982)
no-trade theorem does not apply as investors interpret public information differently from one
another, and consequently, the beliefs about public signals do not satisfy the essentially concor-

dance condition.
More specifically, in our model, investors have CARA utility and believe that the stock

payoff distribution is normal. After the first round of trade, there are new public signals about
the final stock payoff arriving at the market. Investors have the opportunity to trade again in the
market. These new public signals create differences of opinion across investors because investors
interpret them differently. Following Daniel, Hirshleifer and Subrahmanyam (1998) and Hong
and Stein (2003), we assume that investors disagree on the quality of the signals and that they

all believe that they know the precisions of the signals and update their expectations of the final

'From Building the Global Market: A 4000 Year History of Options by Edward Swan (2000).



stock payoff accordingly.? Because an investor’s posterior expectation of the stock payoff is
the precision weighted average of prior expectation and the signal, an investor who overweighs
the precision of the public signal will update upward more than the average investor. We find
that an investor’s perceived value of additional rounds of trading is positive and increases with
the absolute value of the difference between his perceived precision of the public signal and
the average perceived precision of all investors. We also find that the trading volume of the
underlying stock is proportional to the changes in its price. Moreover, if investors disagree on
a public signal once, they will continue to trade even if they agree on the signals in all future
periods.

When options are introduced, we show that investors who have higher conditional volatility
(lower precision) about the stock payoff take long positions in options to synthesize convex
payoffs, whereas investors who have lower conditional volatility short options to achieve concave
payoffs.> We further show that the trading volume of the stock is related not only to its price
change but also to lagged price changes, which implies that the trading volume is positive even
when the stock price does not change. Both multiple trading and trading in options increase
investors’ perceived expected utility. The gains from trading in options are greater than those
from trading in the underlying stock for high trading frequency. In particular, contrary to other
models with dynamic trading [e.g., Brennan and Cao (1996)], the gains of trading options in

our model cannot be approximated by frequent trading. Somewhat surprisingly, even when

the differences of opinion become arbitrarily small [e.g., in the order of 1/ VT with T going to
infinity], and trading takes place arbitrarily frequently, the perceived gains in trading stocks
approach zero but those in trading options remain strictly positive. In addition, we find that
even if a public signal is arbitrarily noisy, the investors’ perceived gains from options trading
remain finite whereas those from stock trading converge to zero. In the presence of differences
of opinion, it is demonstrated that options are not redundant assets and that it is important to
introduce options in a trading model.*

While each investor is better off in his own view with respect to more frequent trading or
the addition of options, others may view his expected gains differently. Considering two types
of investors, we analyze investor ¢’s gains in expected utility from investor j’s point of view. We

show that from investor j’s point of view, investor ¢ may not benefit from more frequent trading

2Note that observations of signals do not affect investors’ view of the precisions because precisions are deter-
ministic.

3Leland (1980) shows that investors with higher expected returns buy portfolio insurance, but he does not
consider the case of different volatilities.

4For another model in which options are not redundant assets, see, for example, Liu and Pan (2003).



or the introduction of options.

Interestingly, the introduction of certain options can make the market complete.” Con-
sequently, we show that the prices of all option claims on the underlying stock satisfy the
“risk-neutral” pricing property of the Black and Scholes (1973) model and that the prices of
all assets are determined as if there existed a representative agent. The representative agent’s
belief is equal to the average of all investors’ beliefs. The implied volatility from the option price
is the conditional volatility of the stock payoff estimated by this representative agent. Unless
the representative agent’s belief happens to be the correct one, the implied volatility will not be
the realized volatility of the stock price. In other words, when investors are heterogenous, one
may not back out the correct volatility of a stock from its option price. If the implied volatility
is greater than the realized volatility or if the representative agent has a higher precision about
the signals than the true precision of the signals, then the expected stock returns are positively
autocorrelated over time. If the implied volatility is lower than the realized volatility or if the
representative agent has a lower precision than the true precision of the signals, then the ex-
pected stock returns are negatively autocorrelated. We find that both the implied volatility and
the realized volatility have explanatory power for the expected stock returns.

Our model also has the following empirical implications regarding trading volumes of the
stock and options. First, trading volumes in options should be higher around the dates of public
events, such as earnings announcements, mergers and acquisitions, and bond rating changes, be-
cause public information generates differences of opinion, which drives options trading. Second,
when there are more differences of opinion about a stock’s payoff, trading volumes in both the
stock and its options should be higher because investors’” demands on options depend on their
beliefs about the volatility of the stock payoff.5 Third, trading volumes are higher for stocks
with options because investors use underlying stocks to hedge their positions in the options
market. Fourth, trading volume for optioned stocks should be more responsive to concurrent
and lagged price changes than non-optioned stocks due to additional hedging demands associ-
ated with options. In particular, for non-optioned stocks, one should find lower trading volume
following public signals when the stock price does not change compared to optioned stocks.

We then extend the model to a multiple stock setting and show that the trading volume of

a stock depends not only on its own stock price change but also on the price changes of related

Yet trading occurs in every period as investors interpret new signals differently in every period.

60One proxy for differences of opinion is the dispersion of beliefs among financial analysts. It would be
informative to determine whether trading volume in options is higher for stocks with more dispersion in financial
analysts’ forecasts. Another proxy is to use open interest in futures markets as a measure for differences of
opinion. Bessembinder, Chan, and Seguin (1996) find that trading volume in stock index futures and NYSE are
correlated with open interest in the indexs futures market.



stocks. It is also shown that even if there are no differences of opinion or no signals about a
stock’s payoff, there may still be trading in that stock due to differences of opinion about the
payoffs of other related stocks. These results may shed light on the empirical findings of Kandel
and Pearson (1995) and Huberman and Regev (2001). For example, the Kandel-Pearson result
that the trading volume of a stock can be positive even if its price does not change arises in
our multi-stock model as well as in our one-stock model with options. Again, the equilibrium
asset prices equal to the prices that would arise in a representative-agent economy,” and the
representative agent’s belief is equal to the simple average belief of all investors. We show
that the expected asset returns for the representative agent follow the Capital Asset Pricing
Model (CAPM) and that this agent holds the market portfolio, which is on his efficient frontier.
Suppose that the data represents the true belief of the stock payoff. Our result suggests that
the CAPM will not be the correct description of the data unless the average belief happens to

be the correct one.
This paper is related to Harris and Raviv (1993) and Kandel and Pearson (1995), both

use differences of opinion to generate trades for a stock in the absence of options. They show
that with two types of investors, differences of opinion can generate trading patterns consistent
with stylized empirical evidence. In particular, Harris and Raviv show that trading volume is
positive when there is a change in stock prices, whereas Kandel and Pearson show that trading
can occur even when stock prices remain the same. The main difference between our work and
those studies is that we focus on the trading volume of options as well as on the trading volume
of a stock in a multiple stock environment, whereas they consider the relationship between the
trading volume and the price change of the stock. Moreover, we analyze the value of both
additional trading sessions and options and show that the gains from options trading cannot
be approximated by frequent trading in the underlying stock. Our model also makes different
predictions regarding the trading volume of the underlying stock. For example, Harris and
Raviv predict that trading can occur only when investors have different interpretations about
public signals in every period while we require that investors interpret signals differently in only
one period to generate sustained trading. The presence of many types of investors generates
additional empirical implications. Kandel and Pearson consider a two-period model and do not
analyze the dynamic changes of trading volume of the underlying stock. Other studies that
employ differences of opinion to generate trades include Harrison and Kreps (1978), Jarrow

(1980), Varian (1989), DeTemple and Murphy (1994), Kraus and Smith (1996), Morris (1996),

TOur aggregation result with differences of opinion is similar to those of DeMarzo and Skiadas (1998) and
Biais, Bossaerts, and Spatt (2003) with asymmetric information.



Biais and Bossaerts (1998), Odean (1998), Zapatero (1998), Basak (2000), Viswanathan (2001),
Brav and Heaton (2002), Duffie, Garleanu, and Pederson (2002), Kyle and Lin (2002), Buraschi
and Jiltsov (2003), David (2003), Hong and Stein (2003), Qu, Starks, and Yan (2003), and
Scheinkman and Xiong (2003).

In short, the previous theoretical models on differences of opinion have considered neither
the welfare implications of introducing options nor multiple stocks, and have not related the
implied volatility to the expected stock return. Moreover, those models have not established
specific relations both between trading volumes in options and differences of opinion and between
the introduction of options and trading volumes in the underlying stock.

Our paper is also related to studies that employ noise traders/random endowments and
asymmetric information to generate trades. These include Pfleiderer (1984), Kyle (1985), Ad-
mati and Pfleiderer (1988), Brown and Jennings (1989), Grundy and McNichols (1989), Kim and
Verrecchia (1991), Holden and Subrahmanayam (1992), Spiegel and Subrahmanayam (1992),
Back (1993), Foster and Viswanathan (1993), Shalen (1993), Biais and Hillion (1994), Wang
(1994), He and Wang (1995), Brennan and Cao (1996), and Easley, O’Hara, and Srinivas (1998).
In particular, Brennan and Cao consider an equilibrium model in the presence of options. They
focus on the impact of introducing options on investors’ welfare rather than on trading vol-
ume in the options market. They show that with the introduction of an appropriate option
security, Pareto efficiency can be achieved in only a single round of trading,® and, as a result,
investors will no longer trade in either the underlying stock or the option security in future
rounds. To generate additional trading with the arrival of new public information, Brennan and
Cao and all other works under asymmetric information rely on the introduction of additional
noise/liquidity trading. A potential problem with this approach is that the argument to explain
the trading volume is circular-it essentially requires new exogenous supply shocks to the stock
to generate trading volume. In this sense, trading is imposed onto the economy rather than
endogenously generated. For example, to generate trading around the earnings announcement
dates, these studies need noise traders for the equilibrium to be partially revealing. However,
Kandel and Pearson (1995) find no evidence that noise trading is particularly high around earn-
ings announcements, and Pan and Poteshman (2003) find no asymmetrically informed trading
in the index options market. On the other hand, trading in our model is driven endogenously

by differential interpretation of public signals without the need to introduce exogenous noise

8Back (1993), Biais and Hillion (1994), and Easley, O’Hara, and Srinivas (1998) also analyze the effects of
options when information is asymmetric. DeTemple and Selden (1991) analyze the effects of options under
symmetric information.



traders.
The rest of this paper is organized as follows. Section 2 considers the benchmark case in

the absence of options. Section 3 develops the full model of trading with options. Section 4
discusses the trading volumes in stocks and options. Section 5 develops a multi-stock model and

Section 6 concludes the paper. The appendix contains the proofs.

2 Differences of Opinion and Trading in the Stock

In this section we consider trading in the stock due to differences of opinion in the absence
of options. It is assumed that the financial market consists of a continuum of investors, each
indexed by ¢ where i € [0,1]. At time 0 each investor is endowed with z* units of the stock and,
to avoid unnecessary notation, we assume that individual endowments of the riskless bond are
zero. Without loss of generality, the riskless interest rate is taken as zero. The risky stock pays
off at time 1 an amount u, where u is normally distributed with mean % and precision h. The
per capita supply of the stock is positive and denoted as x. Investor ¢ has a negative exponential
utility function defined over time 1 wealth, U(W?*) = —exp(—W?"/7), where T represents the

risk tolerance of investors.

As an introduction, we first consider the basic single-period model.

2.1 A Static One-Period Model

Let P, be the price of the stock and D} be the demand of investor ¢ for the stock. Investor ¢’s
time 1 wealth is given by W' = Pyz' + (u — By)Dj. It is well known that in this setting [Sharpe

(1964)] a linear equilibrium exists in which

T
P(] =Uu— %, (1)
D} = Thlu — Py) = . (2)

Equation (1) expresses the equilibrium price as the expected payoff less a risk premium that
depends on the per capita stock supply x. We assume that the values of u, x, 7, and h are such
that P is positive.

The expected utility of investor ¢ conditional on his endowment is given by

—axt (29)? (2 — 2)?

EU' = —exp T * 2r2h  272h | 3)




Investor i’s wealth at time 1, W, is a linear function of the stock payoff u and may be written
as

Wi(u) = Py’ + z(u — Ry). (4)
The marginal rate of substitution for investor ¢ between wealth contingent on v = w; and u = uy,

is given by

exp{—h(uy —1)?/2 — W¥(uy)/7}

M = o Ch(u — a2 = W)/}

— exp {—%hm )+ g — 2Po>}. (5)

Because the marginal rate of substitution is the same for all investors, this equilibrium is Pareto

efficient.

2.2 A Dynamic Model

In this subsection we extend the single-period model to allow for additional market sessions
between time 0 and time 1, at which point the stock payoftf is realized and consumption occurs.
Immediately before each market session, a public signal about the stock payoff arrives. Note
that the one-period equilibrium allocation is Pareto efficient. According to Milgrom and Stokey
(1982), there should be no more trading after the first round when new information about the
final stock payoff becomes publicly available. However, the Milgrom and Stokey theorem holds
only when investors have essentially concordant beliefs about the public information. When
investors’ beliefs are not essentially concordant, trading among investors can occur with the

arrival of public information.

2.2.1 Equilibrium Price and Demand

Specifically, consider a setting in which information about the final payoff v is made available
gradually by a series of public signals y; = u+mn; at time 7, = ¢/T,t =1, ... ,T — 1, where 7, is
independently and normally distributed. To generate option trading in a tractable manner, we
assume that all investors believe that 7, has a mean 0, but they disagree on the precision of 7.
This assumption is adapted from Harris and Raviv (1993), Kandel and Perason (1995), Daniel,
Hirshleifer, and Subrahmanayam (1998), and Hong and Stein (2003), who assume that investors
have differential confidence about signals. For example, IBM makes a public announcement
about its earnings. Some investors believe that this announcement is more accurate than others.

In general, different investors have different beliefs about the accuracy of public signals. In

8



particular, investor ¢ believes that 7, has a mean zero and a precision nj. Let n; = fo ny denote

the average precision of the public signal. We define the concepts of high confidence and low

confidence as follows.

Definition 1 Let pi = ni/n;. When pi > 1, we define that investor i has high confidence about
the public signal at time t. When pi < 1, we define that investor i has low confidence about the

public signal at time t.

After each signal the market opens for trading, and at time 1, the payoff of the stock is
realized and consumption occurs. Let P, denote the price of the stock at time 7,. Trader i’s
optimal demand for the stock at time 7; is denoted by D{. A dynamic equilibrium is described

in the following theorem. Its proof and all other proofs are given in the appendix.

Theorem 1 In an economy with T trading sessions, there exists a dynamic equilibrium in which

prices, and demands for the stock, are given by

P=p—x/(TKy), (6)

t
D} = 7K}y, — P =1 |hu+ Zn§-yj —- KPR, (7)

=0
where
= hii+ 3o njy; i hii+ 3o nly;
t — t 9 t — t i
h+2 iony h+2im0m;

t 1 t
K! = (Vari[u])™' = h+ Zné, and K; = / Kidi=h+ an.
=0 0 §=0

Here iy and it denote the conditional expectations of the stock final payoff u for the average

investor and investor i at time T, respectively. K| denotes the conditional precision of u for

investor v and K, denotes the average precision of all investors.

Because investor ¢ is risk averse, his demand for the risky stock increases with his precision
about the signal as well as his conditional mean of the final payoff, as in a typical mean-variance
framework. An interesting feature of the equilibrium is that the stock price depends on the
average investor’s conditional mean and conditional precision of the stock payoff. The average
investor does not buy or sell in equilibrium and serves as the marginal investor. We next examine

the conditions under which trading takes place in equilibrium.
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2.2.2 Equilibrium Dynamic Trading
Let AP, = P, — P,_; denote the price change in trading session ¢. In equilibrium, equation (7)
yields

nth_l
[
K

ADi=Di— D! | =71 —— — t>
t ¢ =1 <K;1 K, 1

AP, (8)

Notice that investor i’s posterior expectation is his precision weighted average of prior expec-

tation and the signal at time t. The ratio KZL% represents the relative weight between the
t—1

i
ny ng

Kti—l K

prior expectation and the signal. When ( ) = 0, investor ¢ places the same weight

on the public signal as the average investor. As a result, there will be no trading. When

i
g g
Ky, K

cuss two sufficient conditions that generate trades among investors. In the first case, K | = K; 4

> # 0, investor ¢ will trade at trading session t if the stock price changes. We dis-

but n! # n; for all 4. ( Kf% — K:“1> = ’}t{t_"; # 0. Investors agree on how to interpret infor-
t—1 - -

mation prior to trading session ¢ but disagree at trading session t. The Milgrom-Stokey (1982)

theorem no longer holds due to differential interpretation of the public signal at trading session

[ i n% _ny o _m¢ Mg
t. In the second case, K; | # K;_1 but nj = n,. We have KT RS TR R Investors

agree on how to interpret information at trading session ¢ but disagree on prior interpretations.
In this case, the Milgrom-Stokey theorem again fails because investors’ allocation is no longer
Pareto optimal, conditional on investors’ holdings at trading session (¢ — 1). This can be shown
by examining the marginal rate of substitution after trading session (¢ — 1).

The marginal rate of substitution for investor ¢ between wealth contingent on stock payoffs

u = u; and u = uy is given by

exp{—Kf_l(uk - Mi—1)2/2 - Di—luk/T}

M, . d ,
(1= DM exp{—K{_i(w — p;_1)*/2 — Dj_yu; /7}
1 .
= exp {—§KZ_1(uk — ul)(uk + u; — 2Pt1)} . (9)

Because the marginal rate of substitution is investor specific through K7 ,, the precision of the

investor’s posterior beliefs, this equilibrium is not Pareto efficient. Consequently, the Milgrom-
Stokey result does not apply, even when there is no disagreement about future public signals.

In other words, as long as investors disagree on past signals, these previous disagreements will

10



generate trades in future periods even if all investors agree on all future public signals. Thus we

have the following result regarding the persistence of trading.

Proposition 1 If investors disagree on the public signal for only one period and agree on the
signals before and after that period, then they will continue trading after that period, but the

equilibrium allocation will not be Pareto optimal.

This proposition indicates that to generate trading, investors need to disagree on the public
signals only once. Thereafter, they will trade even if they agree on all new public signals in
future periods.

Proposition 1 differs from the result of Harris and Raviv (1993), who show that trade occurs
only when investors disagree on the public signal in that period. Our model does not require
investors to disagree in every period to generate trading. This difference arises from the fact that
they assume that investors are risk neutral and that there are short sales constraints, whereas
we assume that investors are risk averse and that there are no portfolio constraints.”

We next apply the results of Theorem 1 to calculate the perceived gains in the expected

utility from the increased trading opportunities.

2.2.3 Perceived Value of Dynamic Trading
In the following lemma, investor i’s expected utility conditional on his endowment but before
observing the public signals, EU*(T), is expressed as a function of his individual and the market

average precisions in each of the T' trading sessions.

Lemma 1

Kz—lni
Kj_nj+ (K} — njK,)? | K}

T
EUNT) =—]] EUY (1), (10)
t=1
where BEU(1) is the expected utility of investor i in a one-period economy in which investors can

trade only once at time 0.

An investor’s expected utility in our model can be expressed as the product of the expected
utility without any future trade and a term that corresponds to the utility gain from future

trading opportunities. This permits a simple calculation of the monetary value of trading

9When investors are risk neutral, as in Harris and Raviv (1993), they will take unbounded positions in the
absence of portfolio constraints.
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opportunities. Define *(T') as the difference (for investor i) between the certainty equivalent

wealth of T" market sessions and that of one market session, that is,
Y(T) = —7In[EUY(T)/EU*(1)].

The certainty equivalent gain, (T, is the maximum amount that investor i would be willing
to pay to have T trading sessions rather than simply one trading session at time 0. Comparing
the expression for the expected utility in the single-session economy in Subsection 2.1 with that

for the T-session economy in Lemma 1, we obtain that 7*(T) is given by

i T (B} — my 1)
Y(T)==) In [1 + - : : (11)
Z K7 K{

Expression (11) implies that the gain from additional trading sessions is positive and it
increases with the number of additional trading sessions. The magnitude of the utility gains
depends on the rate at which the individual and the market average posterior precisions, K; and
K}, evolve between market sessions, as well as the time pattern of the public signal precisions,

ny and nt. The following corollary arises naturally from equation (11).
Corollary 1 Adding additional trading sessions makes investors believe that they are better off.

Expression (11) is quite complex. To simplify the exposition, we assume in the rest of the
paper that the updating ratio p! = n!/n; is time invariant, that is, p! = p' for all {. We next
discuss the limiting behavior of the gains from trade as the number of trading sessions goes to
infinity. One would have thought that with infinite trading sessions, the perceived gains from
trade will go to infinity. We show here that this is not the case or that as the number of trading
sessions goes to infinity, the trading gains converge to a finite value.

Let A(1/K;) = (1/Ki-1 — 1/K;) = ny/(K;1K,), then A(1/K;) ~ 0(7) represents the

change in conditional volatility of the average investor.!? Letting T go to infinity and assuming

10Based on the average investor’s belief, we have Var, [P — P_q] x A (K:im) ~ 0 (%) .
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that n, is in the order of 1/T and A(1/K};)/(1/T) is bounded from above, we have

T ; T
, T —nih T(p' — 1)%*h? Ky 4
T =~ = bl = : . A(1/K
r)/ ( ) 2 Z ntKQKtZ L 2p7' — KtZ_th ( / t)
i 1 212 T 1/K
AT p— A(1/K)
200 o+ (= p)h(1/ K+ A(1/Ky))
L Tl =1 /1”” q dg
2p’ o P +(1=p)hg
o[ v T - - ~
= — ——dv=—11—p"+p'lnp'| 12
2p’ /0 (v+p') 2p’ | | 12)

which shows that investor i’s certainty equivalent gain is a function of the ratio between his
perceived precision and that of the average investor, who has the average precision n;. There
is no trading and thus no gains for the average investor. Equation (12) implies the following

corollary.

Corollary 2 As the number of trading sessions goes to infinity, investor i’s trading gains con-
verge to a finite value. The certainty equivalent gain in the limit is a function of the updating

ratio p', as given in equation (12), and is zero when the investor has the average precision p' = 1.

For comparison with the gains of trading options to be discussed later, we note that +(T)

goes to zero as long as p° converges to 1 or when the differences of opinion are arbitrarily small.
We next introduce options into the economy and study the effects of options on various

equilibrium properties.

3 Effects of Options

3.1 Equilibrium Prices and Demands

The financial market is incomplete with one risky stock and one risk-free asset. Breeden and
Litzenberger (1978) have shown that the market can be completed by the introduction of a
complete set of options. We complete the market by introducing all call options with positive
strike prices and all put options with negative strike prices. All options are in zero net supply.

Any derivative asset with a twice differentiable price function f(u) can be synthesized using a

13



collection of options:

0

f(u) = £(0) + f/(O)u + /

— 00

(Z — u)* f(2)dZ + / T2yt 12z,

where Z denotes the strike prices. The next theorem establishes the existence of an equilibrium

with options and describes the demands and prices for both stock and options.

Theorem 2 Let Poy denote the price of a call option with strike price Z in trading session t.
Let D%, denote investor i’s demand density of options at strike price Z, that is, the holdings of
call options with strike price Z to Z +dZ is given by D% ,,dZ. Define the price and demand for

the put options similarly as Ppz; and D% ,,. Then there exists a dynamic equilibrium in which

Py = —x/(TEy), (13)
Dj = 7K{[p — P = 7| (1= ")t + K, — K| P, (14)
t+1

Pon = (P = 2)N (P = 2R + —=n (P~ 2)V/EL). (15)

Przi=(Z = PN ((Z = P)VE,) + Vi (2 - P)VE). (16)

K,
7 7 3 Kth 1
Doy = Dpyy = T(1—p ) [ = - h] ) (17)
T41
where
Iy = hu + Z;—o ;Y i = hu + Z;—o ;Y
T ht 3 omy T ht 3 oni

t 1 t
K} = (Varl[u]) ™' = h + an, and K; = / Kidi =h+ an.
=0 0 =0

Theorem 2 shows that the options are not redundant securities. In this equilibrium, in-
vestors with high confidence (p° > 1) take short positions in the options while investors with
low confidence (p* < 1) take long positions in the options.!! Intuitively, investors with high con-

fidence perceive a lower volatility for the stock, so they believe that options are overvalued. As

"Note that (K¢Ki+1/ni41 — h) > 0. Hence, the sign of D, is determined by the sign of (1 — p?).
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a result, they take short positions on options. Similarly, investors with low confidence perceive
options to be undervalued, so they take long positions. Although investors achieve the Pareto
optimal allocation, those whose precision about the public signal is different from that of the
average investor will trade in the options in every period. In the presence of options, investors
will trade in the underlying stock to hedge option positions even if the price of the underlying
stock does not change. Indeed, it shall be shown that the trading volume of the underlying stock
is positive even if the stock price remains unchanged. Notice that the average investor serves as
the representative agent who prices both the stock and the options based on the average belief.
This investor does not buy and sell the stock and holds no options in equilibrium.

Options prices are determined in a dynamic equilibrium. Recall that in the Black-Scholes
(1973) partial equilibrium model in which the stock price is exogenously given, the option price
always increases with the volatility of the stock price. Based on this partial equilibrium result,
it has been argued that equity holders may have an incentive to increase the risk of the firm at
the expense of the debt holders because the equity of a firm can be viewed as an option due
to the limited liability of the equity holders. It has also been argued that a manager whose
compensation consists of stock options may have an incentive to increase the risk of the firm. In
our model, however, the effect of a higher volatility on the price of options is ambiguous. On the
one hand, a higher volatility increases the option price. On the other hand, a higher volatility
decreases the stock price, which lowers the option price. This means that the traditional view
that managers tend to increase the risk of their firms due to asset substitution effects and their
compensation effects may not be correct in an equilibrium model.

With normal stock payoff distribution and CARA utility, the Pareto efficient allocation is
a quadratic function of the final payoff of the stock u. In equilibrium, investors use options to
synthesize the appropriate payoffs that are quadratic functions of the stock payoff. Consequently,
it is not necessary to introduce a continuum of call and put options to complete the market. We
next show that a derivative asset with a payoff of Q(u) = u* can complete the market, yielding

the following result.

Theorem 3 Let Py, denote the price of the quadratic derivative asset and D&t denote the

demand for the quadratic derivative asset by investor i in trading session t. Then there exists a
dynamic equilibrium in which

Py =y — x/ (1K), (18)

Dy = 7K;[i; — P] — 2D, P, (19)
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Poi =K' + P, (20)

, KK
Dipy = (1 p') |22 (21)
2 N1

where K} and K, are the same as in Theorem 2.

Like Theorem 2, this theorem also shows that investors with high confidence take short
positions in options and investors with low confidence take long positions in options. Also, there
will be trading volume in the underlying stock even if its price does not change. In one-period
models, when markets are complete, there exists a representative investor who prices all assets
according to his belief and marginal utility.'? Interestingly, this result still holds in our dynamic
trading model with differential interpretation of public signals, as summarized in the following

proposition.

Proposition 2 When markets are completed by adding either a continuum of call and put

options or a single quadratic option, there exists a representative investor with risk tolerance T

and belief N'(py, K™, where py = Ky~ (hit + 325 njy;).-

It is indeed quite striking that markets are effectively complete with the introduction of a
single derivative, and as a result, the prices of all contingent claims behave as if there existed
a representative agent. Trading in options and the underlying stock, however, is active among
investors at all trading sessions due to differences of opinion among investors.

We now apply the results obtained in Theorems 2 and 3 to perform various analyses asso-

ciated with options.

3.2 Implied Volatility and Stock Returns

The belief of the representative agent is given by the simple average belief of (p;, n;). In
equilibrium, this agent determines the stock and option prices. Notice that the implied volatility
backed out from the option price is based on the representative agent’s belief. As a result, unless
this agent’s belief represents the true distribution of the stock payoff, the implied volatility will
not be the realized volatility of the stock price. We next show that the implied volatility may

predict the expected stock return.

12See Rubinstein (1974), Brennan and Kraus (1978), and Brennan (1979).
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Suppose that the representative agent happens to have the true distribution of the stock

payoff. The expected (dollar) return of the stock based on this agent’s belief is then given by

TN41

Ef[PtH—Pt]:m,

(22)
where the superscript “a” refers to the average or representative agent. Notice that the rep-
resentative agent’s expected volatility about the stock (dollar) return (P, — P;) is given by
nev1 /(K¢ Ki41), which also corresponds to the implied volatility of the stock (dollar) return in
the option prices. It is clear that a higher implied volatility leads to a higher expected stock

return.

It is perhaps more general to assume that one of the agents, ¢, rather than the representative
agent, possesses the true distribution of the stock payoff. The expected stock return based on

this agent’s belief is then given by

@mﬂ—a]:a{“4wﬂ—aﬂ: (i Py

M (hﬁ"‘Pi[KtPt—hﬂ‘i‘l'/T] P)
- b

Kot K
neih _ TNy { (Pi_l)h]

— Dl i (P — ) — e R 23
KK (" = 1)(P — 1) 7K, K1 K (23)

where K} and K; represent the correct and implied precisions of the stock payoff v, respectively.
Again, the implied volatility may have explanatory power for the expected stock return. If
p' > 1, then the expected stock return is positively related to the prior stock return of (P, — ).
p' > 1 means that investor i has a higher precision of the signal than the representative or
average investor. From investor i’s point of view, the representative agent under-reacts to the
public news, so he expects the stock price to go up in future periods, yielding a higher expected
stock return or positive autocorrelation. In addition, investor i’s conditional estimate of the
stock payoff p¢ increases with Z;ZO n;yj When (P, — F,) is higher, the realization of y is likely
higher. As a result, investor ¢’s estimate of u is higher because his estimate is proportional to the
level of y. In other words, investor i believes that the representative agent underestimates the

stock payoff more when y is higher, thus, he expects the stock price to go higher in the future.
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Hence, investor i’s expected stock return increases with the magnitude of (P, — P). Similarly,
we can explain that when p’ < 1, the expected stock return is negatively related to (P, — P,) or
the stock returns exhibit negative autocorrelation.

It would be of great importance to determine empirically the sign of (p* — 1) so that we can
understand how the prior return predicts future returns. We propose to compare the implied
volatility to the realized volatility. If the former is lower than the latter, then it suggests that
the representative agent’s view (p® = 1) is less confident than that of investor i or p* > 1. In
this case, investor ¢ expects the stock return to be positively related to the previous stock return
(P, — ). On the other hand, if the implied volatility is higher than the realized volatility, then
p' < 1 or the representative agent’s view is more confident than that of investor i, then the
expected stock return is negatively related to the previous stock return.

The implied volatility (1) of the stock return at trading session ¢, calculated by the repre-

sentative agent, is given by

Ni41
KK

IV, =Var' [Py — B =

The realized volatility, calculated by investor ¢ who happens to have the true distribution of the

stock payoff, is given by

2 i
N K

RV =Var' [P = Bl = g
t+15 4t +1

The difference is then given by

(P — Dy (G K — hnyyy)
piKth’Kf_H

1V, — RV, =

We can express the expected stock return in terms of I'V; and RV, as

h
(KthiH - hni—t—l)

(IV, — RV)E,

Blp.. _ Pl : : (24
t[ t+1 t] KthZH_hni-H} ( )

. xXr
(IVi = RV)p' KoK (P = Po) + ~ {th +

When p' is very close to 1 and K;,1 >> ns,1, we have the following approximation:

+IV,—

25
e e (25)

, x Ky —h h
Bl — P~ W1V = RV)(P,— Fo) + & [ A |
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This relation shows that the expected stock return is related to both the implied volatility and
the realized volatility. In addition, the expected return is related to the lagged returns. The
relationship between the expected return and the lagged returns are modified by the difference
between the implied volatility and the realized volatility. When the implied volatility is higher
than the realized volatility, the returns will be positively correlated. When the implied volatility

is lower than the realized volatility, the returns will be negatively correlated.

3.3 Value of Options

For comparison with the case without options, we determine the perceived value of adding
options to the market, which is given in the following lemma. Let EU!(T) denote the expected

utility of investor 7 in an economy with options and 7" trading sessions.

Lemma 2 The certainty equivalent value of trading in the options is given by

—%Zx—lon)] 0, (26)

, EUX(T)
ve(T) = —7In ( Y )
i=

EUYT

where EU(T) denotes investor i’s expected utility in an economy without options and where x;

15 given by
: hn i+1
=(p'—1) (1 — 4) . (27)
KiKj
The expression [z} — In(1+ z})] can be viewed as the gains from options trading in session

t. Interestingly, even as m;; goes to zero, x! does not converge to zero. The reason is that
p' = ni,/nesr is the ratio of nf, | to nyq. Even if both nj_, and nyyq are arbitrarily small, their
ratio may not be negligible. In other words, we may ignore terms (e.g., hng1/[KiKi11]), which
involve n}, ; and n¢q, but we cannot ignore the term of (p* — 1) in the calculations. Thus, even
if a signal becomes arbitrarily noisy, the perceived gains from options trading remain finite. In
contrast, from expression (11), the gains from trading the stock alone converges to zero as n;.;
goes to zero. This is somewhat surprising because one would expect that when the time interval
(At = 1/T) of trading periods goes to zero, the perceived gains of trading options in each trading
session should also go to zero (in the order of At). We have demonstrated here, however, that
as long as the differences of opinion (p’ — 1) is finite and even if the signal is arbitrarily noisy,

the investors’ perceived gains in trading options in a single trade remain finite. As a result,
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options will not be redundant assets because investors believe that trading in options enhances
their perceived welfare.

To understand the difference between trading options and stocks, it is helpful to examine
the Sharpe ratio for one trading session from investor i’s point of view regarding a stock and an
option. Notice that from Theorem 3, the excess payoff from the quadratic option at time ¢ + 1

can be written as
P+ Ky — Por = (Poyy — P)? + 2P(Pry — Po) — g /[ K]

Holding the quadratic asset at time t is equivalent to holding a derivative asset O, with a payoff
of (Py1 — Pt)2 at time ¢ 4+ 1, and 2P, shares of the stock.
To simplify the analysis, we examine the Sharpe ratio of (P, — P;)? at trading session ¢ for

investor 1.
Ei[(PtJrl - Pt)2 - nt+1/<Kth+1)]
VVari((Pu: — B

1 - Kzni-i-thH/[Kt”tHKZH] + ni+1Kti(Ui - Pt)Z/K§+1
\/2 + 4n§+1KZ(,ui - Pt)Q/KZ-s-l

Q
Sot

Here we have used the following relations:

E} (P — B)’] = ((I?ti)zE;[(ytH Y= (nt;li {(Mi S (Kitz " il )1

)
. (nt+1)2 2 Kt+1
a (Kt+1>2 (ki = B+ }

and

Varl[(Pis = B)?) = B} [(Poy1 — B)* = Ei(Poa — P2)?],

where the first term is given by

t+1 (LTAR} N1
n’ 1 1 1 1\’
t+1 i 2
= Ay — Pr) (—.+ )+2(—.+ . ) .
Kf+1 [ ! ' Ky ngq Ki  niy
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Surprisingly, the Sharpe ratio for (P,y; — P;)? converges to a finite value (1 — p')/v/2 as ny1
goes to zero.

For the stock trading at time ¢, we have

Ei[P1 — P] = s (ui — P,) and Varl[Py, — P = (ne1)’ Kzfl .
t i ™ t (Ki1)? Kingyy

Thus, for investor i, the Sharpe ratio for the stock is given by

gi = Ei(PH-l —BR) Ve Ki (g — P
t — i 7 Y
\/Vari[PtH — B vV Ei

which approaches zero in the order of |/n; 1 as nyy1 goes to zero.

Our results imply that even if investors disagree only once for a small n,,; and agree at all
other trading periods, the perceived gains are finite. If investors disagree at all trading periods,
when T goes to infinity but p’ remains the same, the perceived gains go to infinity. On the other
hand, the gains from trading in the underlying stock will go to zero if n; is arbitrarily small.
Consequently, we can conclude that frequent trading cannot substitute for options trading,
contrary to the results obtained in models with common interpretation of public signals [e.g.,
Brennan and Cao (1996)].

From expression (26), when the number of trading sessions is finite, the trading gains with
options trading goes to zero if (p* — 1) goes to 0 or if differences of opinion are arbitrarily small.
However, when the number of trading sessions, T', goes to infinity, if (p’ — 1) approaches zero in
the order of 1/T?, the trading gains may not be zero. Suppose that
w'(7T)

TS’

pr-1=

where w'(T') goes to a constant w® when T goes to infinity. Further suppose that as T goes to
infinity, n¢1 /[K:Kiy1] goes to zero. As a result, z;, as expressed in equation (27), converges to

zero in the order of (p' — 1). Using equation (26), we have

’Yf;(T) T — i i T — i\2 i3
s = grr 25—+ )] = s Y l()” 4+ O((x5)°)]
§=0 =0

- ﬁ ;[(%)2 + O((x;)?’)] — i[(wz)2 +O(1/T%].
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When T' goes to infinity, we obtain

L) (W)
T T1-26 4
It is clear that as trading becomes more frequent, that is, 7" — oo, even when p' — 1
converges to zero, v'(T) does not necessarily diminish to zero. We consider three scenarios:
0 >1/2, 6 < 1/2, and § = 1/2. When § < 1/2, the perceived gains go to infinity. When
0 = 1/2, the perceived gains go to a finite value. Only when § > 1/2 would the perceived gains
go to zero. This illustrates that even when the disagreement among investors is arbitrarily small,
when trading becomes more frequent, the perceived gains can be finite or even go to infinity.

Options are not redundant assets as long as the investors’ trading gains are positive.

3.4 Expected Utility Gains under Alternative Views

We have shown that all investors believe that they are better off with both additional rounds of
trading and the introduction of options from their own points of view. While investor j believes
that he is better off with additional trading opportunities, some other investors may be worse off
from investor j’s point of view. In this subsection, we consider the effects of additional trading
sessions and the introduction of options under alternative views. More specifically, let W (T)
be the wealth of investor ¢ at time 1 in an economy with T trading sessions without options; let
WX(T) be the wealth of investor ¢ at time 1 in an economy with T trading sessions and options
with all possible strike prices. When T2 > T'1, we have shown that using i’s belief, we always
have E[U(WY(T2))] > EU(W(T1))] and Ei[U(WI(T))] > Ei[U(W(T))]. However, this may

not be true from another investor’s point of view, as illustrated in the following proposition.

Proposition 3 The addition of more trading sessions and the introduction of options can make
an investor worse off from another investor’s point of view. That is, there may exist investors
i and j such that EJ[UWH(T2))] < EJ[UWH(T1))] and EJ[UWIT))] < EJ[UW(T))], where
72 >1T1.

While all investors are better off with respect to more frequent trading and the introduction
of options from their own points of view, they could be worse off under an alternative view.
This may have interesting implications with respect to government regulations in emerging
markets. From a government’s point of view, if it believes that investors are overconfident or
have exuberant beliefs, then increasing frictions or delaying the introduction of options may

make investors better off.
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4 Trading Volume in Stocks and Options

In this section we use the results obtained in Theorems 1-3 to analyze the investors’ trading

strategies and trading volume in stocks and options.

4.1 Trading Strategies and Price Dynamics

This subsection considers the trading strategies and price dynamics without options. To char-
acterize investors’ trading strategies we consider the change in investor i’s demand for the stock

between successive market sessions. Using equations (6) and (7), we have
D, — D, =1(p' — 1)h(Pry1 — P)). (28)

It is clear that trading occurs as investors disagree on how to interpret public information as well
as the stock price changes. Investors who have high confidence (p* > 1) about a public signal put
more weight on the signal and thus trade in the direction of the signal. If the public signal is very
positive, the price will go up. But investors with high confidence still believe that the price has
not fully incorporated the positive signal due to the presence of investors with low confidence.
Hence, investors with high confidence believe that the stock price will go up even further and
demand more shares of the stock. On the other hand, investors who have low confidence (p* < 1)
about a public signal put less weight on it. When the stock price goes up, they believe that the
price is overreacting to the public signal due to the presence of investors with high confidence.
Hence, investors with low confidence sell the stock. The following proposition characterizes the

relations between trades and price changes from different investors’ perspectives.

Proposition 4 (i) The trades of investors with high confidence (p' > 1) at time 7; are positively
correlated with the price change at time 7.

(ii) The trades of investors with low confidence (p' < 1) at time 7y are negatively correlated with
the price change at time ;.

(111) Investors with the average confidence level (p* = 1) do not trade.

This proposition states that investors with high confidence buy, whereas investors with low
confidence sell as price goes up. It also implies that depending on their confidence levels,
investors may have different expectations about future stock prices conditional on the current
stock price. When the current stock price is low due to bad news, investors with low confidence

believe that investors on average had overreacted to the bad news, so the stock price will rebound
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in the next period. On the other hand, investors with high confidence believe that the investors
with low confidence had underreacted to the bad news, so the stock price will go down even
further in the next period. The next proposition summarizes the price dynamics based on

different investors’ perspectives.

Proposition 5 (i) For an investor with high confidence (p* > 1), the price change at time T4y 1
18 positively correlated with the price at time 1, and is positively correlated with the price change

at time T, that is,

Cov' (P11 — P, P) > 0, (29)
Cov'(Pyy1 — P, P, — P,_1) > 0. (30)

(11) For an investor with low confidence (p* < 1), the price change at time Ty, 1 s negatively
correlated with the price at time 1, and is negatively correlated with the price change at time T,
that is,

Cov' (P11 — P, P) < 0, (31)
Cov'(Py1 — P, P, — P,_1) < 0. (32)

(111) For the average investor (p' = 1), the price change at time Ti11 is uncorrelated with the

price at time 1, and is uncorrelated with the price change at time 13, that is,
Cov'(Piy1 — P, P) =0, (33)

COVi(PtJrl — Pt, ]Dt — Ptfl) =0. (34)

We next apply Theorem 1 to study the equilibrium trading volume of the stock.

4.2 Trading Volume

Many empirical studies have examined the contemporaneous behavior of volume and absolute
price changes and found a positive correlation between the two [e.g., Karpoff (1987)]. Since
the dynamics of price volatility and trading volume can only be studied in a multiple trading
session economy, this subsection presents additional results on the autocorrelation properties
of trading volume as well as the relation between trading volume and the number of trading

sessions between time 0 and time 1.

24



Let AP, = P, — P,_; denote the price change at time 7, where t = 1, .. ., T — 1. Let trading

volume at time 7;, V;, be defined as one half the sum of all purchases and sales, that is,

1 1 ; ; . 1 1 KZ ni '
Vi = §/O|Dt_Dt—1|dZZ§/O TthZ_n_szt'dl
[t .
0

Note that there is no hedging demand for the stock in our model and that all trades are due
to the differences of opinion about public signals. As a result, we obtain a simple result that the
trading volume in each period is proportional to the product of the absolute price change and the
dispersion of investors’ public information precisions. In Proposition 2, we have shown that price
changes are serially correlated if the true precision is different from the average precision. Since
the correlation coefficient between the absolute values of two normally distributed variables x
and y with correlation r(x,y) and means of zero is given by

2

r(z,y)
Corr(|zl, |y|) = —/ arcsin tdt > 0,

the following lemma is immediate.

Lemma 3 (i) Trading volume and absolute price changes are positively correlated.
(ii) Trading volume and absolute change of the precision weighted average forecast are positively

correlated.

(#ii) Trading volume is higher when the public signal is very informative (a high value of ny).
(iv) Trading volume increases with the dispersion of beliefs among investors.
(v) For any investor whose precision is different from the average precision, the absolute price

change and trading volume are positively serially correlated.

The first three implications are consistent with the empirical evidence summarized in Karpoff
(1987). Implication (iv) implies that trading volume may be related to the dispersion among
financial analysts’ forecasts. Empirically, Frankel and Froot (1990) examine foreign exchange
data and find a positive relation between volume and dispersion, and Ajinkya, Atiase, and

Gift (1991) also obtain a positive relation between stock volume of trading and the dispersion

13Harris and Raviv (1993) derive results (i), (i), and (iii) based on differences of opinion with risk-neutral
investors. Brennan and Cao (1996) also obtain predictions (i) and (v) using a partially revealing rational
expectations model with differentially informed investors.
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in financial analysts’ earnings forecasts, both of which seem to support our prediction (iv).
Implication (v) may be tested using survey data of investors’ beliefs about the stock price

changes.

4.3 Open Interest and Trading Volume in Options

This subsection considers the open interest and trading volume in options. From equation (17),
investors’ open interest in options increases with n;, the average precision of the signal. If we
interpret n; as the informativeness of a public signal, then investors’ holdings in options increase
with the informativeness of the signal. Let AD%,, denote investor i’s amount of trading for a

call option with strike price Z, which, according to Theorem 2, is given by

KK Kk,

N1 Uz

A =7 Ja-m (36)

Let the trading volume in options, Vo, be defined as half of the sum of the absolute trades.

We have
1 .
/ 11— pldi=T1
0

Because the average of p' is one, fo |1 — p'|di is a measure of investors’ dispersion of beliefs.

1 1
Var[AP,]  Var[AP,_4]

v KK K, 1K,
czt =T - n
t

N¢r1

1
/ 11— p|di. (37)
0

Equations (21) and (37) then lead to the following result regarding the open interest and trading

volume in options.'

Proposition 6 Investors’ open interest in options increases with the informativeness of a public

signal and investors’ trading volume in options is higher when they have higher dispersion of

beliefs.

These results are intuitive. With a higher dispersion of beliefs, investors disagree on the
volatility of the stock payoff more; equivalently, they disagree on the value of options more, the
trading volume for options naturally increases. Keeping dispersion of beliefs the same, a more
informative signal makes investors trade more aggressively on their differences and thus further
increases open interest in options.

In practice, a proxy for the dispersion of beliefs is the dispersion among financial analysts’
forecasts. To connect the trading volume in options with the dispersion among analysts’ fore-

casts, recall that investor ¢’s conditional expectation of the final payoff u at time ¢ is given

14The results for put options can be obtained similarly.
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hu + pz Z;:O njyz-j

h + pl Z;:O nj
The difference between investor 7’s forecast and the consensus forecast is
i Pi —1
py — e = —=— (e — W). (39)
t Kt

When p' is close to one, as a first-order approximation, we have the dispersion of forecasts Dy,
as

L . —q . .
thE/ d — puldi | P /|p2—1|dl- (40)
0 K

Consequently, we have the following relation between the trading volume and the dispersion of

forecasts:

KiK Ki1K,
KT|:tt+1_ t—1K¢
Nt+1 nt

A — )

VCZt ~ :| th7 (41)
which means that investors’ trading volume in options is higher when there is a larger dispersion
in investors’ forecasts. This result is consistent in spirit with the empirical result of Buraschi
and Jiltsov (2003), who find that open interest and trading volume in the index options market

increase with their index of difference in beliefs.
When the public signal in trading session ¢ is very informative or the average precision of the

signal n; is very large, open interest should be very high. It is likely that earnings announcements,
mergers and acquisitions, or spinoffs represent informative public events and open interest should
be higher around the dates of these public events. High open interest also suggests that trading
volume in options may be high around these dates. Indeed, assuming that public information is
very informative at time 7; or n, is so large such that Var[AP,|—Var[AP,,1] > 0, then the volume
of trades in options increases in the average precision of public information in that session. Thus
trading in options will also be more active around informative public announcements. These
predictions may be tested using event studies to analyze the behavior of open interest and

trading volume in options around informative public events.

4.4 Stock Trading Volume in the Presence of Options

The literature has provided some empirical evidence that the introduction of options tends to

increase the trading volume of the underlying stock. See, for example, Skinner (1990). In this
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subsection, we examine the effects of options on the trading volume of the underlying stock.

Following the results of Theorem 2, we have

7 i 7 Kz€2 Kt2—1
ADt = T (ntyt — KtPt + Kt71)Pt71 + (p - 1) Pt - Ptfl

N1 ny

KK K, 1K
Herrp B tPt_l]‘ (42)

N1 Uz

= 7' = 1) [
The trading volume of the underlying stock is then given by

Kl K,

N1 Ty

I :
WE—/ |AD;|di =T
2 Jo

[ 1= . (43

It is clear that the trading volume can be positive even if the stock price remains the same,
that is, AP, = 0. The reason is that in the presence of options, investors trade in the stock to
hedge options. Even if the stock price remains unchanged, there may still be a need to hedge
options because option prices may change due to differences of opinion about public signals.
This result extends the result of Harris and Raviv (1993), who obtain that in the absence of
options, trading takes place only when the stock price changes. It also complements the result of
Kandel and Pearson (1995), thus offering an alternative explanation for their empirical finding
that trading may occur even if the stock price remains the same. Our result also indicates that
trading volume is related not only to the current price change but also to the past price changes.
In addition, the coefficient on lagged price change should be larger for stocks with options than
for stocks without options.

To offer sharper empirical predictions, we next assume that the volatility of the stock
price change is stationary across trading sessions for the average investor, that is, Var[AP] =
Var[AP, 4] for all t. This serves as a sufficient condition for the result regarding the expected

trading volume of the underlying stock given in the following proposition.

Proposition 7 When Var[AP,] = Var[AP,,4], the introduction of options increases the expected
trading volume of the underlying stock. Moreover, the expected trading volume is more sensitive

both to the price changes of the stock and to the dispersion of forecasts among investors.

The results of this proposition are due to investors’ hedging demands for options. For
example, with options, a change in the stock price affects the properties of the options associated
with the stock, which requires more hedging for options. As a result, the expected trading

volume of the stock is more sensitive to stock price changes in the presence of options. To test
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the implications of Proposition 7, one may take two approaches. The first approach is to conduct
an event study to analyze the amount of trading volume before and after the introduction of
options. The second approach is to perform a cross-sectional study to compare trading volume
and its sensitivity to price changes and the dispersion of forecasts among investors between

stocks with options and those without options.

5 Multiple Stocks

We have shown that the trading volume is related to the price change in a single-stock model.
Empirical studies have shown that the trading volume of a stock is related to the price changes of
not only that stock but also those with related payoffs [Huberman and Regev (2001)]. We next
consider a multi-stock dynamic model and examine the relationship between trading volume
and price changes. For tractability, we omit options in this model.

The payoffs of the M stocks are realized at time 1, and are represented by an M x 1 normally
distributed random vector U with mean U and precision matrix H. Each investor 4, € [0, 1],
is endowed at time 0 with risky assets denoted by the vector X¢; investors are characterized by
negative exponential utility functions as defined earlier. The vector of the aggregate per capita
supply of the risky assets is X.

Immediately prior to trading session t, a vector of public signals is released. The public

signals are represented by the M x 1 vector Y;, where
Y, =U+ M-

Investors have differential interpretation about the public signals. For each investor 7, is nor-
mally distributed with mean zero and precision matrix N/.'> The average precision matrix for
the public signal is N, = [, N{di.

Let P; denote the vector of equilibrium risky asset prices, D} the vector of investor’s demands
for the risky assets, and F; the public information set including the prices P, all at trading session
t. The following theorem describes the asset prices and the investors’ asset demands at each

market session in a sequential equilibrium.

Theorem 4 There exists a sequential equilibrium. (i) The vectors of risky asset prices, P;, and

I5We assume that Ny; = O and N;il = O, where O denotes the zero matrix. This assumption is consistent
with the earlier assumption that there is no public information at time 0 and that all risky asset returns are
realized at session T
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investor i’s asset demands, D!, are given by
P = Kt_l[Kth —7X], (44)

D; = 1K} — Pl (45)

where
t

1
p=EiU = K;N(HU + Y N;Y;), = Ktl/ Kipidi,
0

j=0
~ t 1 t
K{=[Nari[U)] ' =H+) Nj, K 5/ Kyudi=H+» Nj.
j=1 0 j=0

(11) The optimal trading strategy of investor i, AD!, and the trading volume of the stocks, Vi,
are given by

AD; =D} - D, _, =7(K; — K})[P, — Pi_1], (46)
Vi = /|AD;‘\dz' = /|T(Kt — K})[P, — P_1]|di. (47)

Again, the equilibrium stock prices are determined by the average investor whose belief is
equal to the average of the beliefs of all investors. In other words, this average investor serves
as the representative agent in our economy with heterogenous beliefs.

Notice that in equilibrium, the stock price change at time ¢ + 1 is given by
APp1 =Py — P = K;|_11Nt+l(Y;t+1 - P,). (48)

Equation (47) shows that the trading volume of a stock depends not only on the price change of
that stock but also on the price changes of other related stocks. For example, if stocks 1 and 2
are correlated, then the corresponding terms, K;(1,2) and K}(1,2), in the K; and K} matrices
are nonzero. As a result, the price changes of stocks 1 and 2, AP;41) and APy, contribute
to the trading volume of these stocks as given in equation (47). Even if APy is zero, the
trading volume of stock 1 may not be zero.

Following equation (48), the price change is a linear function of the shocks in the signals
(}7;“ — P,). Even when the shocks of signals are not zero, the prices of some stocks may not
change. However, the trading volume of a stock can still be positive even when the price change

of that stock is zero. Notice that the relationship between an investor’s optimal trading strategy
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or the trading volume of a stock and the absolute price change in the multiple stock model can
be quite complicated. Specifically, the trading volume of a stock is related to the sum of the
price changes of the related stocks, weighted by the absolute value of the precision difference. It
shows that even if there are no differences of opinion or no signals about a stock’s payoff, there
may still be trading in that stock due to differences of opinion about the payoffs of other related
stocks. These results may be used to explain the empirical findings of Kandel and Pearson
(1995) and Huberman and Regev (2001).

We next show that the Capital Asset Pricing Model (CAPM) holds for the average investor
a. The belief of the average investor a is represented by the expected payoff u; and precision
matrix K;. Using equation (48), we obtain that the expected dollar return of investor a is given
by

E{AP 1 = K ANy KX = Covi[AP 1, AP X,

where APy;41) denotes the return of the market portfolio defined as Py, = PtTX , with the

superscript “T” representing the transpose of a vector. This calculation indicates that from the

average investor’s point of view, the CAPM holds, yielding

Covy [APy(t11), APure11)]
Vary[APy41)]

E{[APyi1)] = E{[APy11)) = BEf[APygsn), k=1,2,--- N,

(49)
where k is the index for the number of stocks. Recall that the risk free rate is assumed to be
zero throughout this paper. In our model, the average investor holds the market portfolio and
the market portfolio is on his efficient frontier at all times. As a result, the average investor
does not trade dynamically and the CAPM holds each period from his point of view. On the
contrary, the investors whose precision matrices are different from that of the average investor
trade dynamically in this model. The trading of an investor is proportional to the product of
the difference of the precision matrix between that investor and that of the average investor,
and the vector of the price changes. Trading is more active for investors holding views away
from the consensus. Our result suggests that if the real data reflects the true view of the stock
payoff, then the CAPM may not be confirmed by the data unless the average belief happens to

be the correct one.
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6 Conclusion

In this paper we develop a model of trading based on differences of opinion regarding public
signals. It is shown that the trading volume in the stock is proportional to the dispersion of
precisions among investors, which is shown to be approximately proportional to the dispersion
of investors’ forecasts. In the absence of options, trading may take place even when there are
no differences of opinion about future public signals, as long as there is a disagreement in the
past. As the number of trading sessions goes to infinity, investors’ perceived gains increase and
converge to a finite limit, but the Pareto optimal allocation cannot be achieved. If differences
of opinion approach zero in every trading session, then the trading gains converge to zero.

When options are added to the economy, the Pareto optimal allocation can be restored. This
can be accomplished by adding either a continuum of call and put options or a single option
with quadratic payoffs of the stock. All assets are priced as if there existed a representative
agent whose belief is equal to the average of all investors’ beliefs.!® More specifically, all option
contracts in our model are priced in accordance with the risk-neutral pricing principle of Black
and Scholes (1973). With differences of opinion, the volatility implied by the option price may
not be the same as the realized volatility of the stock price, unless the average agent’s belief
happens to be the correct one. We demonstrate that when the implied volatility is greater
than the realized volatility, the stock returns exhibit positive autocorrelation or momentum
and when the implied volatility is lower than the realized volatility, the stock returns exhibit
negative autocorrelation. We further demonstrate that both the implied volatility and the
realized volatility have explanatory power for the expected stock returns.

We show that even if the differences of opinion are arbitrarily small, the gains of trading
options may remain positive whereas those of trading stocks converge to zero in the limit of
continuous trading. In other words, options are not redundant assets. We also show that even if
a public signal is arbitrarily noisy, the perceived gains of trading options remain finite whereas
those of trading stocks are zero. These results highlight the importance of incorporating options
in models with differences of opinion. In addition, this study offers some unique empirical
implications regarding the trading volume. It is shown that the open interest and trading
volumes in options are higher both around the dates of public announcements and for stocks
that have higher differences of opinion. It is also shown that in the presence of options, the
trading volume of the underlying stock is not only higher but also more responsive to the stock

price changes.

16Trading volumes, however, reflect the underlying differences of opinion among investors.
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In a multiple stock model, we demonstrate that there may be trading in a stock even if
its price remains unchanged and that the trading volume of a stock is related to the investors’
differences of opinion about that stock’s payoff as well as to those about the payoffs of other
correlated stocks. Assets are priced according to a representative agent whose belief is equal to
the average of all investors’ beliefs. The expected asset returns based on this investor’s belief
are governed by the CAPM.

For tractability, we have adopted some simplifying assumptions. For example, because
differences of opinion may affect investors’ consumption decisions, a generalization would be to
consider an intertemporal consumption model with multiple consumption dates. To focus on
trading based only on differences of opinion, we have ignored the effects of private information
acquisition. It would be of interest to develop a general model that incorporates both differences
of opinion and asymmetric information in the presence of options. Finally, in the presence of
both risk-averse investors and options, the model becomes intractable with short-sale constraints
on stocks and position limits on options. Taking portfolio constraints on stocks and options into
account may provide additional insight on the dynamics of trading volume and price process and

how they relate to the dispersion of beliefs among investors. We leave them for future research.
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Appendix: Proofs

Proof of Theorems 1 & 4: We here present the proof of Theorem 4, which includes Theorem
1 as a special case in which the number of stocks is one.

We prove this theorem using mathematical induction. It is straightforward to show that
the price function stated in the theorem clears the market; then we only need to show that the
investors’ demands are optimal.

In the last trading session, since there is only one trading session left, it is well known that

investor ¢’s trading strategy is as described in the theorem:
Dér—1 = TK%—1[MT—1 — Pr4]. (50)

Given this equilibrium trading strategy, investor ¢’s expected utility in the last trading session
is then given by
i i Lo Loy \ryei i
E7[U] = —exp _;WT—I - §(bT—1> Ky 1bp | (51)
where the superscript “I” denotes the transpose of a matrix and where b} |, = pb | — Pr_y
denotes investor ¢’s excess return at session (7" — 1). The first term in the exponential comes
from the investor’s wealth, and the second term represents the certainty equivalent gains in the
expected utility from trading in the last session.
Suppose that at trading session (¢ + 1), investor i’s demand and expected utility are given
by
D§+1 = TKZH[N;H — Bl (52)
and

Et+1[U] X —exp |:_;Wt+1 - §(bt+1)TKt+1th} ) (53)

respectively. If at session ¢, investor ¢’s optimal trading strategy and expected utility are equal

to

. L . . 1 . 1 . .
D! =7K![u: — P] and E![U'] x —exp {—;W; — é(bi)TKZb;} , (54)

then the proposed equilibrium holds by induction.
At trading session ¢, let a; denote the price change, b% denote the expected excess return for

investor 7, and W} denote the wealth of investor 7, that is,
_ i i i T
ag=F — Py, by =y — P, Wi =W+ (D3) (B — Pa).
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To determine the optimal strategy of investor ¢ at session t, we need to calculate the expected
utility given any strategy D! at session ¢, that is, E{[U’]. This can be determined in two steps:
E{[U] = B{[E}[U"|ars]] = BY[ELEHU |arr1, byl larsa]].

From equation (6), we have
K1 P — Ko By = Ny,
which implies that

K = Ky (Pgy — B) = nyi (Y — By).

Thus we can rewrite a;41 as apy1 = App1(u — P+ m41), where A;yq is defined by A,y =
K (Ko — Ky).
Define:
Ap = (Varilulaa) ™ g, = Eilbla] = Bian + Cib,
f, = Bilag] = Ay, Bi=[1—-ClAL -1, Cf=(A) K],
[} = (Vary[by, | ]) ™ = [Varj[ula] — Vary[ulag, by, )7 = [(A) ™ = (K717
U, = (Vargara]) ™ = ((Ae) D) ™+ (A = K) 77 Ag) ™ = (BE+ DAL,

We now calculate the expected utility conditional on a;;1; dropping irrelevant terms, this is

given by
U |ap] o ReXP T( 1) 2( 1) Kb 2( 141 Nbgﬂ) AUz Nb;H) t+1
X —ex -—l(Di)Ta Lo +l( . TOT(K L +TH Yy T
p ) G 2,%;“ tHo; B Hoi Lt t+1 t Feoi Lt
= —ex -—l(Di)Ta —1 z [(Kz )_1+(Fi)_1]_1 ;
p g’ t+1 i o t+1 t Fvi

2

1 1 i
= —exp _;<Dt)TGt+1——M§ Aipuy

27 Y%t 41

[ 1 ) 1, . o o .
= —exp —;<D§)T6Lt+1 - Q(Biam + Cibi)TAi(BZam + Cébi)] : (55)
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Taking the expectation with respect to a1, we get

B0 o~ [ exp | <2000 o~ (Blarss + G A Blarn + )
R

1 i i i
X exp {_§(Gt+1 — Matﬂ)T\Pt(aHl — ,uatﬂ)} dagq

1 1 . S 1 . .
g o | SN GIED - S0 ] (56)
where
F} = Di/7 + BINCyb, — Wi, (57)
Gy = (B)"AB; + W], (58)
HZ = (CZ)TAiCZ + A?—i—llpiAH-l = CZKE + (BZ + [)At-i-lKZ = [Otl +1- CZ]KZ = KZ- (59)

Because A! and W! are positive definite, G¢ is positive definite.

The first-order condition simplifies to:
Ff =0, (60)
which implies that investor i’s optimal demand for the tth trading session is given by
Di = rlWip,., ~ BNCIH) = rlB{+ 1 BRI, = rKili— P ()

The optimal demand in equation (61) has the same form as in equation (52) except for the time
subscript. Thus the optimal demand at session ¢ is unaffected by the existence of future trading

sessions. Substituting equations (57), (58), and (59) into equation (56), we have

1

E;[U'] x —exp —;WZ ~3

(b) " Kby | - (62)

Q.E.D.
Proof of Theorem 2: It is easy to check that the proposed equilibrium prices clear the
proposed equilibrium demands. We only need to show that the proposed equilibrium demands

are optimal given the prices. In the last trading session (7 — 1), investor i’s wealth in the next
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period is given by
Wr = Wroy+Dpy(u—Pra) + / DzPZ(Tfl)[(Z —u)" — Ppyr-1]dZ
+/ Degr-nyl(u— Z) = Pogr—y))dZ.
0

Given the conjectured demands and prices for the stock and options, we have

1
K]

Wi = Wiyt iy = P —Pro) 7 [Kro = Ky | (u = Pro)’ -

It can be shown that in this proposed equilibrium, investors achieve the Pareto optimal

allocation and the Euler conditions for the stock and options are satisfied, that is,
Er_1[(u = Pr_y)U'(Wy)] = 0,

EL_[((Z = w)t = Ppzer—1)U' (W] =0,
E7 [((u— 2)" = Poga—1)U' (Wp)] = 0.

Thus the proposed equilibrium holds in the last period.

Suppose that the proposed equilibrium holds for period ¢. If we can show that the proposed
demands and prices also constitute an equilibrium at trading session (¢ — 1), then the demands
and prices form an equilibrium for all ¢. Let U*(W}, P;) denote the expected utility that investor
1 achieves conditional on his wealth and belief in trading session t. As in the proof of Theorem

3, it can be shown that

U{(W:, P, — —
(Wi, P) o —exp [——F — =

(ui — P,)?

To prove that the proposed demands are optimal, we need to show that the following Euler

conditions hold:

Ei L\ [(P— Py)U' (WY, P)] = 0,
Ei—l[(PPZt - PPZ(t—l))U/<Wtiv Pt)] =0,

E;_[(Pozt — Pozu-1)U' (W}, P,)] = 0.
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Next, we show that the marginal rates of substitution are equalized across all investors. In
trading session ¢, investors observe a public signal 3,. Let f* denote investor i’s probability
density of y;. Consider the marginal rate of substitution M},; between two realizations of y;: y

and 1, we have
i fi<ytk)U/(Wti(ytk), Pt(ytk))
Mist =5 ) O (Wi (), Py (63)

We now determine the probability weighted marginal utility f*(yu.)U’' (W} (ys), Pi(ys)). Drop-

ping terms unrelated to y;, we have

F ) U' (Wi (yex), Pe(ym))

Wi, Di,[Pys)— P kI,
= oxp{ -t - Dt Bo] - B ) - Rl
1—p (KK, o MK i \2
— —h||P — P 47— _ —
2 (P ) 1Rl) ~ Pl = S e = )
) . n
= exp {_KZ—1(M;_1 - Pt—l)é(ﬁytk - Pt—1)
1 Kin 2
7 t 7 7
T oK K”t - ;(—t) (Yer — Pr1) + K (py_y — Pt—l)}
1—p' (KK, n; 2 n Ky i \2
- ) By — P2 = e
9 ( g ) KtQ (?th t 1) 2K§ (ytk #t_l)
Kf—lnt Kti—l i ”thi KZ—W%
= — : — — :
eXp{ { K T \"T g K
, 1K nt 1 (. nKH\?
X (i — Pr1) (Yo — Pr1) — 3 [ tKll L+ T (”i - }(tt)
t t
Kt—th n%
1—p —h| = — P
+( )( nt ) K2 (Yek —1)
K, K
= exp [ ——(yu — PH)?] , (64)
t

where “ = 7 means that a multiplier (a proportional factor) that is unrelated to v has been
omitted. Consequently, the marginal rates of substitution are unrelated to ¢ and are equal for

all investors.
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Because f*(yu)U' (W] (yw.), Pi(yur)) is independent of investor ¢’s information, the Euler equa-
tions for all investors differ by only a multiplier. As a result, if the Euler conditions for one
investor (e.g., the average investor) are satisfied, then the Euler equations for all other investors
will be satisfied. Consequently, we only need to show that the Euler equations hold for the
average investor who does not trade in the market.

Let a denote the average investor with p® = 1. Following Brennan (1979), we have
BU’(W:, Pt) = Eg[PTU,(WIQ’ PT)]? U/(VVtaa Pt) = E?[U/(W%a PT)]?
which imply that

E (P — P_)U (W R)] = Ef,[PU (W P) - P U (W, P))
= B, [PrU'(Wg, Pr) — P U (W, P_y)] = 0.

Similarly, it can be shown that
Ei 4 [(Ppzt — Ppza-1))U' (WY, R)] = 0,

E{ \[(Pozi — Pozu—1)U' (WS, Py)] = 0.

Thus, the Euler equations hold for investor a at session (¢t — 1), which further implies that
the Euler equations hold for all investors. The proposed demands are optimal for all investors
at session (¢t — 1). By mathematical induction, the proposed equilibrium demands are optimal
in all periods.

Q.E.D.

Proof of Theorem 3: We prove this theorem using mathematical induction. It is straight-
forward to show that the price function stated in the theorem clears the market; then we only
need to show that the investors’ demands are optimal.

In the last trading session, substituting investor ¢’s terminal wealth into the utility function,
using the conjectured equilibrium price of the option, and taking expectations, we can write

investor ¢’s portfolio problem as

i i
Comax - Ep L [U] =
Dor—1yPr—1




where Dé?(T_l) and D%, are the number of units of the quadratic option and the stock purchased

by investor ¢, respectively. The optimal solutions are then given by

DiT—l = TK”fF—l(M?r—l - Pry),

Given the equilibrium trading strategies in the last trading session, investor i’s expected

utility in the last trading session is:

i
Wi,

T

i i Lo i
E7_1[U’] oc —exp {— - §(bT—1)2KT—1:| : (65)
The first term in the exponential comes from the investor’s wealth, the second term represents
the gains from trading in the last session, and b4 = ph_ | — Pr_;.

Suppose that at trading session (¢ 4 1), we have

Di+1 = TKZ—H[:U’i—i-l — Pl (66)
Di _ T {(1 i)K752+1 + 1 K ]
Q1) 2 P Ni42 PQ(t+1) - Pt2+1 - 1/Kt+2 o
T | K K ]
= —(1—-p")|—— —h]|, 67
(1) |2 (7
i i Wi L i
Bl x —exp |20 = 20 )P (63)
If at session t, we have
D; = TK;[p, — P, (69)
‘ T ] K2 1 .
Dy, == |(1-p)——+ — KZ] , 70
Qt 2 |:( P )nt+1 PQt . Ptz . 1/Kt+1 t ( )
iy Wi 1 e
B0 o —exp | 2~ L0 ()

then the proposed equilibrium holds by induction.
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We now calculate the expected utility conditional on a;;1; dropping irrelevant terms, this is

given by:

Ey[Uaa] o

_/ exp [— Diatﬂ + Dé)t(R:Q + 2Ptat+1 + @?ﬂ + 1/Kt+1 - PQt)]
R T

b, )2 K} bipr — muy, )TH|
X exp | — ( t+1)2 t+1 o ( 1+1 2 bt+1) 3 dbi_,'_l
e | Diayi1 + Doy (PP + 2Piavey + afy + 1/ K — Poi)
r Bz zbz 2Ai
X exp _( tQt+1 ‘;Ct 1) t} . (72)

Taking the expectation with respect to a;y1, we get

it Dias1 + Doy (PP + 2Pagy + ajyy +1/ Ky — Poy)
EjU'] o« — [ exp|—
R

-
i ipi i _ i 2y
X exp _(Btatﬂ + Ctbt)QAt B (At NatH) ¥ dags
2 2
1 Dz P2—|—1K —P Fz 2,11 bz2Hz
x — exp |— Qt( [ /K Qt) 4 ( tQ) Q (b;) tQ 7 (73)
i T 2 2
Gig
where
Fiq = (D; + 2D, P) /7 + BiNCiby — Wi, . (74)
i = [(B)’A; + U, +2Df, /7], (75)

H;’Q = (C))?AL + A7V, = CIK, + (B, + ) A K] = [C; + 1 — C{' K} = K]. (76)

Since A! and W! are positive, G! is positive.

The first-order conditions simplify to:

Fig =0, (77)

, 1
2G + P? + v Py =0, (78)
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which imply that investor ¢’s optimal demands in the tth trading session are given by
D; = TK{[u; — P] — 2D, P, (79)

K? 1
N1 PQt - Pt2 - 1/Kt+1

b= 5710- 1) - K] (50)

These are indeed the proposed equilibrium strategies. Substituting equations (74), (75), and
(76) into equation (73), we have
o Wi (b8)?K}
Ez Uz _ Tt t t )
{U'] o< —exp [ T }
Q.E.D.

Proof of Proposition 1: Assume that K} | = K;_1, nj # n;, and n, = n; for j > t. From

investor i’s demand function, we get

when AP, # 0. In addition, because there is agreement on the public signals after session ¢, we
have
AD} = 7(K; — K)AP; #£0, for AP; #0.

Q.E.D.
Proof of Proposition 2: Notice that the option price Py, is independent of p'. Hence, even

if pi = 1 for all investors, the option prices would remain the same. Because all state contingent
claims can be synthesized using options, all option prices can be determined according to the
average investor and thus all assets can be priced using the same principle.

Proof of Proposition 3: We prove this proposition by examples. Consider the case in

which T1 =1 and T2 = 2. When T'1 = 1, investor ¢’s expected utility is

—art ()2 (2f — 1)
T 272h, 272h

EU' = —exp
When investors can trade with an additional trading session, his wealth at time 1 is
Wi = 2Py + D{(P, — Py) + Di(u — P,).
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Straightforward calculation shows that investor ¢’s wealth at time 1 is:

Wi=xu+r1

M[ x} (U_hu+n1y+ x)

hly — il
h+nq (v 'u)+T h 4+ ny TK,

Consider the view from investor j whose n]l = ny. From j’s point of view, the optimal

strategy for investor i should be Di = ﬁ{ = x. That is, investor i is better off not trading in
the second session from investor j’s point of view. However, since investor ¢ will trade in the
second trading session, from investor j’s point of view, investor ¢ is worse off when the second
trading session is added.

Next, we consider the case with options. For ease of exposition, consider the case in which
there are two trading sessions, 0 and 1 and options are only available in trading session 1. In

the absence of options, investor i’s wealth at time 1 is given by
Wi =xP +D'(u— P) =xu+ (D —2)(u—P),

where
hip 4+ nyy x
Pl = - )
h+n1 (h +n1)7'

Di = 7(hii + niy — (h+n}) Py,

. ) h N(hi h i
D, -z = T{hﬂ+n§y— +n3)( M+n1y)_|_( —l—nl)x}_x

h + ny h + nl)T
7(ni —ny) [ o
M 7 ) T py — —}.
o (y—n)+ -
W/ is then given by
, 7(ni —ny) ~ hi + nyy T
Wi — g+ L) _
e . [h(y — i) + 7] [u .  hin)r
or we write
g 1
W =—-C—BTw— —w!Aw,
T 2

where w’ = (u,n,).
It can be shown that based on investor j’s belief, the expected utility of investor ¢ is

equal to _\/\gzllill exp(—C + 1/2BT A7 B), where C = —(”%;?1)#;1), the two elements in
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the B vector are given by B; = £ + (T;E;:LII [( hu+m/¢)(h+n + h(— hi’:ﬂ + G )T)} and

By, = % [(_hﬁ+x/7)(h+n )+ h(— hﬁ‘; + 7')] , and the four elements of the A ma-

. . K2 2(ni-nq) . _ ni-m hn o
trix are given by Ay, = h + e R Ap = Ay = e | e T h+n , and Ay =
i 2(mi-n1) ( hny
nl _I_ h+n1 h+n1 :

In the presence of options, the wealth of investor ¢ in period 1 is given by

Wli:$P0+D6(P1—Po)—i‘Dli(u—Pl)—i‘DiQO(PQl—PQ(])—i‘Dégl(UQ—PQo).

Similarly, we can calculate the expected utility of investor ¢ based on the belief of investor 7,
yielding

\/_”1
\/Ziet|A°\

Here C°, B, and A° are given by

exp(—C° +1/2B°T(A°) 1 B?).

.I'Q

C°=(C — (TLZI — nl)m,

h hiji x
B! =08 — —
L nl)h+n1( h+n1+(h+n1)7)’

BO_B (7, ) ni hﬂ o x
2= 2 nlh—i—nl h+ny (h+n)7r/)’

B2 h ny
AH—AH—( _nl)mu A =An = A — (n _nl)h—i—nl _h+n1 ’

2 7 2
B nq i (i m 2hny +ng
AQ_A22 ( n1)<h—|—n1) —nl (h+n1)( h+n1 ’

We need to show that the expected utility of investor ¢ can be less with options trading from

investor j’s point of view. Notice that when n' i njmm ) (2hmAni) go ) whil
mves OI'] S pOln Ol View. otice al wnen nl > nl, asS ’n/l — Rty htng y 29 — wille

i 2 )
o 5z > 0. This means that as n] — <n1 m) <2h"1+n1>, investor i’s expected

i
Agy — (nf —n )(h+n htna htny

utility through trading in options from investor j’s point of view goes to negative infinity,”

"Note that v/det|A°| goes to zero in this case.
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whereas investor ¢’s expected utility through trading in stocks from investor ¢’s point of view
goes to a finite value. Thus, there exists parameter values that from investor j’s point of view,

investor ¢ is worse off trading in options.
Q.E.D

Proof of Proposition 4: This proposition follows directly from equation (28).

Proof of Proposition 5: From equation (6), we have

Cov'(Py — P, P,) = ;?H Cov'(u — P, P,)
t+1
— Dn Cov'(u— p'P, + (p' — 1)P,, P)
t+1
= I8 1) Var'(B), (82)
Ky

where (u — p'P;) is independent of P;. Similarly, we have

. n+n .
Cov'(Prs = P o= Proy) = 222Covi(u = Prout 1, — Pro)
t4rt4+1

NNi41 i i i
= ———Cov'(u—p'P, ' —1)P;, P,

hngne Pi—l
Kt—thZKt-',-l Pi

Q.E.D.
Proof of Proposition 6: The proposition follows directly from equations (21) and (37).

Proof of Proposition 7: Let ADj(n) and ADi(0) denote the trading volume in session ¢
for investor ¢ in the economy without and with options, respectively. With the assumption of

stationary consensus price change volatility, we have
AD}(n) = 7(p; — 1)hAP,,

KKy

N1

ADj(0) = 7(p; ~ 1) AP,

Because K1 > nyy1 and K; > h, we have that |[AD:(0o)| > |ADi(n)| and that AD}(0) is more
sensitive to AP, than ADi(n) is.
Q.ED.
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Proof of Lemma 1: We provide the proof for the economy with two trading sessions. The
proof for the general case is similar and is thus omitted.

Investor i’s wealth at time 1 is given by
Wi = Wg + Dy(u — By) + (D — Dg)(u — P).

Notice that

ny
P—PF=—(u+m—F).
K

The wealth function, ignoring some irrelevant terms, is then given by

U

. n ny;
Wf:E |:(U+771—P0) (u—PO—K_ll(U—l-?h—Po))} (KZ——lKO).

ni

Taking the expectation of investor ¢’s utility function with respect to u and n;, we have

Kiny; [—uaji N () (2" — :L’)Z} | Kiny

- EU(1
272h 272h det |Q] (1),

where

0 {1KOZ“"”1<”11K1 K)o (M) (e - K”')}

" (K(}ﬁ’m)(nhKl Kli), %nli + n1 (nu Kl Klz)

Further algebra gives the results in the lemma for the two trading session case.
Q.E.D.
Proof of Lemma 2: From the proof of Theorem 3 and equations (56) and (73), the added

value of options trading in period ¢ is given by

which reduces to

where

| K K | h
xizn(tﬂ) t+nt+1 t_lz(pz_l)(l_ﬂ)‘
ni1 Ky KK KKy

Q.E.D.
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Proof of Lemma 3: Parts (i), (iv), and (v) follow immediately from investors’ trades,

price changes, and Proposition 2. Let Ay, = py — py—1, Part (ii) follows because

Tt

AP, = A _.
! e T 1 Ky

Part (iii) follows because E‘[AF;] and Var‘[AP,] are both increasing in n, and because V (i, o)

is increasing in p and o for positive p and o.
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