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Summary

In his seminal paper, Kyle [46] analyses a financial market under asymmetric information.
In the presence of noise traders, a monopolistic, risk neutral insider who receives private
information trades strategically with competitive, risk neutral market makers who try to
infer the insider’s signal. Subsequent extensions of this model stick to the assumption that
noise traders act completely irrational, i.e. they are insensitive with respect to both, the
price of the considered risky asset and its fundamental value. Their order flow is typically
modelled by a Brownian motion in the continuous time framework.

The model developed in the present thesis relaxes the assumptions on the order flow
of the noise traders in two different aspects. Firstly, it allows sensitivity with respect to
a possible mispricing of the risky asset, i.e. the difference between its fundamental value
and the market price, via a compensating drift term. Secondly, besides the well-known,
continuous, Gaussian noise, a further, discontinuous noise that is correlated to jumps in
the fundamental value process is introduced. Together, this model allows to describe a
market with decay and reinforcement of irrational behaviour where the latter is caused by
the arrival of new, unexpected information.

For both extensions the implications on a market equilibrium are studied by identifying
necessary and sufficient conditions for its existence. This involves the analysis of optimal
insider trading, on the one hand, and rationality of the market makers’ inference of the
noisy signal, on the other hand. Finally, the explicit form of a market equilibrium is
determined.

For a start, the first extension is analysed separately for both cases, a risk neutral and a
risk averse insider. It is shown that the existence of an equilibrium depends on the structure
of the drift term where the fundamental value and the market price have to enter in a
special form, weighted only by a deterministic intensity. This intensity in turn determines
the equilibrium price pressure, i.e. the rate according to which variations of the total order
affect the market price. As a result this leads to path dependent pricing rules. The case
when the drift intensity approaches infinity at the end of the trading period is of special
interest since the market gets infinitely deep and, in contrast to other insider equilibrium
models, the market is already efficient in the absence of an insider. In particular, this
places additional demands on optimal insider strategies, which are analysed. Furthermore,
it is proved that the presence of noise drift allows equilibria for a risk averse insider beyond
the framework of a linear pricing rule, which is typically a necessary condition for the
existence of an equilibrium in other models.

In a second part, shot noise is incorporated in the analysis. In order to solve the market
makers’ inference problem, non-standard techniques for stochastic filtering are developed.
The resulting equilibrium pricing rule exhibits a far more complex structure compared to

the standard case, including a non-deterministic price pressure.
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Introduction

In financial markets, new and unexpected information often leads to abrupt changes in asset
prices. Uncertainty, irrational behaviour, or wrong evaluation of this information may cause
inappropriate adjustments of prices. This arises over- or underpricing with respect to the fun-
damental value of the particular asset. After some time the effect may fade away while the
market comes back to more rational levels. Over the long run, this lets prices converge to their
fundamental level. A rationally acting market participant should be able to take profit out of
the resulting situation.

If all agents had full information and acted rationally, the market price should match the
fundamental value of the risky asset according to the efficient market hypothesis. If this is not
the case, one is facing a situation of optimal trading under asymmetric information, which is often
referred to as insider trading. Such models have been widely discussed in financial literature,
see e.g. [55], [6], [40] and [13]. But all these models have in common that prices are fixed
exogenously and are not affected by the insider or only affected in the framework of a special
structure of the price dynamics (cf. [29], [45]). In the latter case, the insider is often identified
as large investor, i.e. an agent whose influence on the market is big enough to manipulate the
price process dynamics by his decisions.

As Danilova |28, p. 2] points out, the assumptions of these models have two shortcomings from

the market microstructure point of view:

i) imposing strong efficiency of the markets even without an insider providing, through her
trading, information to the market — that is, assuming a priori that the price will converge
to the fundamental value

ii) the less informed agents are not fully rational, since they do not try to infer the insider’s
private signal from market data (since there is no feedback from insider trading to equilibrium

price).

However, price formation under asymmetric information considering the informational con-
tent of stock prices, and strategic insider trading, in an equilibrium framework, is discussed by
dynamic equilibrium models, which were introduced by the seminal work of Kyle [46] and elab-
orated by Back [7], see also [25], [28], [27], [19] and further references in Section 1.2. In these
models, the market price is a functional of the total order flow. More detailed, the original setup
of these models considers a market with two assets: one risky asset and one bank account with
interest rate zero. During a trading period [0,7] the price P of the asset does not necessarily

match its fundamental value V. This changes in T" by a public announcement of the fundamental
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value. Thus, in general we have P, # V, fort <T and P, =V, fort > T.

There are three different types of market participants: an insider, market makers, and un-
informed traders (noise traders) who trade randomly. It is assumed that the informational
advantage of the insider consists in prior knowledge of the exogenous variable V' that is pub-
lished to the market at time T'. The order flow of the other market participants is independent
of this variable. The market makers set the price and clear the market according to a pricing

rule
Py =H(t,Y]o )
that depends on the observed path of the total order flow
Yi =0+ Xy

where 6 denotes the trading strategy of the insider and X the cumulated demand of the noise
traders. Indeed, the noise traders provide camouflage enabling the insider to hide his informed
trading and to earn profits. The insider now faces the problem to maximise the expected utility
of her profit, while the market makers try to infer the insider’s information from the total order
flow. Due to the dependence of the order strategy and the market price, the insider is revealing
her information by trading. The pivotal question is whether there exists an equilibrium, i.e. a
pair (0, H), where 6 is an optimal strategy given H, and H a rational pricing rule given 6. It
turns out that an equilibrium exists and that the fundamental value is fully revealed right before

the end of the trading period.
Holden and Subrahmanyam [39], Foster and Viswanathan [36] and Back et al. [9] introduce

multiple insiders into this kind of equilibrium model. In Holden and Subrahmanyam [39] all
insiders receive the same private signal. This competitive situation leads to agressive insider
trading. As a consequence, their information is revealed immediately if the interval between
auctions approaches zero (continuous trading). On the other hand, a waiting game effect caused
by imperfectly correlated signals (the insiders try to infer each other’s signals), considered in

Foster and Viswanathan [36] and Back et al. [9], slows down the revelation of information.

All equilibrium models introduced above assume that there exists a group of market partici-
pants, called noise traders, which act irrationally in the sense that they are completely insensitive
with respect to the price and the uncertainty over the fundamental value. Typically their order
flow X is modelled by a Brownian motion in the continuous time case. The existence of such
irrationally behaving noise traders can be explained by concepts of behavioural finance (cf. Bar-
beris and Thaler [11] for a review, see also Dow and Gorton [30] for further treatment of noise
trading). Nevertheless, the assumption of complete insensitivity with respect to the market price
of the asset and the uncertainty over its fundamental value seems arbitrarily, justifiable only by
analytic tractability (cf. [50], p. 360). In [59] and [50] a model with strategic noise traders who

receive random endowment shocks is analysed in a one and two trading periods framework.
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However, in the Kyle-Back model the presence of irrational agents is crucial since in a market
populated only with rational participants the no trade theorem (cf. Brunnermeier [17]|, Chapter
2) states that it is impossible to profit from superior information by trading. The attendance
of irrational traders leads to a semi-strong efficient market, i.e. a market that correctly reflects
public, but not necessarily private information and where the trading on the basis of private
information makes the latter public (cf. Fama [34]).

A second important assumption regards the public announcement of the fundamental value at
some future date. If this was not about to happen, the insider could not benefit from dissolving
her clandestinely aggregated portfolio since selling/buying again would lower/rise the market

price.

Coming back to our initial example, we have to acknowledge that the efficiency (the price was
assumed to return to its fundamental level at some time T') is not compatible with the existence
of noise, on the one hand, and the absence of some announcement of the fundamental value, on
the other hand. If we discard the assumption of totally irrational traders in the sense of the
above discussed equilibria models, and replace these by traders who become rational and aware
of the fundamental value (in a collective sense) as time passes by, indeed, this should result in
a strong form efficient market because according to Fama [34], p. 388, “sufficient numbers of
investors” have access to the privileged information.

Becoming rational should by no means happen suddenly since this again could only be justified
by some exogenous event. Therefore, the order flow of the noise traders already should depend
on the fundamental value before time 7. Partially informed noise traders who may be “more
rational than in the standard model” were already considered by Aase et al. [2] and modelled by
a demand that is correlated to the fundamental value. However, the model in [2] only considers

a one period trading framework.

In this thesis, we want to analyse the above situation in a continuous time setting. The order

flow of the noise trader is described by
dXt:/J,(t,Vv,Pt)dt—i-UdBt, 75<T‘7

where B is a Brownian motion and u such that sgn(u(t,V, P;)) = sgn(V — P;). We decompose
the trading into a noise part (uninformed trading), represented by the d By term, and an informed
trading part, represented by the drift term. Since the informed part responds to the mispricing
in a positive way, but is not necessarily rational (in a utility maximising sense), we call this kind
of behaviour semi-rational. Hence, this model describes a situation that is located between the
classical Kyle-Back model (one insider and uninformed noise traders, cf. [46], [7]) and the model
of Holden and Subrahmanyam [39] (multiple insiders with homogeneous information). While the
first model provides an equilibrium, this fails to hold true in the latter case if trading happens
continuously. The pivotal question is, whether or not the insider accepts the competing noise

drift such that there exists an equilibrium.
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Indeed, we will point out a situation where an equilibrium is possible. The noise drift then is
represented by a fixed functional depending on the total order and the fundamental value, and
it is scaled by an arbitrary deterministic coefficient function called noise drift intensity. Letting
this function go to infinity while approaching the trading horizon results in a model where the
market is efficient even in absence of an insider. This provides the intuition of a market getting

more rational or, conversely, a market getting less irrational.

In our initial example, uncertainty or irrationality arises from the sudden arrival of unexpected
information. In a framework as described above, this raises the question if further incoming
information could stop the decay of irrational behaviour or even reinforce it. In the first instance,
new and relevant information should have an impact on the fundamental value of the traded asset.
Besides some influence on the informed trading part, a reinforcement of irrational behaviour could
become noticeable by the following two effects: Firstly, the period of time that is needed by the
market to cool down could be prolonged. Secondly, further over- or underreactions are brought
to the market by a sudden adjustment of the noise traders’ portfolios.

Mathematically more detailed, this situation can be described by a fundamental value that is

driven by a Poisson process N representing the arrival times of new information, i.e.

Ne o
vi=> v,
i=0
and a demand process of the noise traders with dynamics
dX; = u(t, Vi, P)dt + odB; + dX{

where X ¢ is some jump process that is correlated to V. The trading horizon T which is associated
to the time when the market has cooled down completely now is a stopping time that depends
on N, too.

Besides the usual, continuous noise, represented by a Brownian motion, the resulting model
incorporates a second noise component. Due to its instantaneous appearance it may be called
shot noise. On the other hand, we have a noise compensating drift term which can be identified
with the decay of irrational behaviour. In the world of exogenously fixed price dynamics such a
situation could be described by so-called shot noise models as in [58] or [5]. However, this thesis
studies the process of price formation and its underlying equilibrium in the above motivated

models. In order to do so we will proceed as follows:

In the first chapter, a definition of order based insider trading models in continuous time is
given and the central concepts and problems are explained. This is done in a general way so
that the above described extensions are covered by this framework. For an accurate classification
of the proposed setting, a short review of existing literature regarding this type of equilibrium

model is given. Significant extensions with respect to the standard model are described and the
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most important results are summarised.

As described above, the market makers have to infer the insider’s signal. Mathematically this
constitutes a problem of stochastic filtering. In general, such problems cannot be solved explicitly
since this leads to an infinite dimensional system of SDE according to the Kushner-Stratonovich
equation (cf. [10] Theorem 3.30, [48] Theorem 8.1). In the case of conditionally Gaussian sig-
nals, a closed system can be determined by taking advantage of a special relationship between
conditional moments of higher order (cf. [49]). Typically, equilibrium models rely on the feature
of a closed-form solution of the involved filter problem. In Chapter 2, we therefore reproduce
these crucial results. Since they only incorporate Gaussian noise, non-standard techniques have
to be developed for the case of additional shot noise. Presuming conditionally Gaussian shots,
a finite dimensional filter for this jump diffusion problem can be derived from the (continuous)
diffusion case.

In Chapter 3, we start the actual analysis of the model. As a first step, we only consider the
extension regarding the drift term, called noise drift, and study the model up to a fixed horizon
T, with a constant fundamental value. Both a risk neutral and a risk averse insider are allowed.
Initially, a rigorous definition of the model is given. This also includes the fixing of a class of
admissible pricing rules. We restrict the analysis to the case where the price is determined by
a function depending on time and the path of the total order flow which is weighted according
to a deterministic function, called price pressure. In the second section, we point out necessary
conditions for the existence of an equilibrium under the assumption of absolutely continuous
insider trading. This is done with the help of a Hamilton-Jacobi-Bellman equation approach.
The derived conditions are related to the form of the noise drift. It turns out that dependences
on the fundamental value and the market price have to exhibit a special structure that is scaled
by some arbitrary, positive, deterministic coefficient function, also called drift intensity. We
show that the price pressure has to be inversely related to the integrated drift intensity and
thus decreasing, in particular. Primarily, this yields path dependent pricing rules. Furthermore,
this leads to the interpretation that informed trading of the noise traders is accepted by the
insider because the market gets deeper and hence future trades more profitable. Moreover, we
can identify the case of infinite drift intensity with an infinitely deep market. In this case, we
prove that the market is efficient by itself, i.e. the market price converges to the fundamental
value even without insider trading. The latter places additional demands on the optimality of an
insider strategy, which is studied in the third section. In the case of a bounded drift intensity, it
is proved that an insider strategy is optimal if it is absolutely continuous and drives the market
price to the asset’s fundamental value at the end of the trading period. This corresponds to
the results of the standard model and other extensions. If the drift intensity is unbounded, the
above criteria obviously are not sufficient since the market is efficient by itself. To solve the
resulting optimisation problem, new techniques have to be developed. It turns out that the
extended optimality criterion relates to the convergence speed of the market price measured by
the vanishing price pressure. Rationality of the pricing rule is analysed in the following section. In

Section 3.6, the results of the preceding sections are brought together to state sufficient conditions
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for an equilibrium. With the help of the elaborated criteria it is possible to specify the explicit
form of an equilibrium and prove its existence. The analysis is done for both a risk neutral
insider as well as a risk averse insider. We show that, in contrast to other insider equilibrium
models, the presence of noise drift also permits equilibria for non-linear price functions in the
risk averse case.

Additionally incorporating the second extension, i.e. the reinforcing part, is the main task of
Chapter 4. For the analysis of this model, we basically use methods analogous to those used in
Chapter 3. Due to the far more complex structure induced by the jump parts, we restrict the
setup to a bounded drift intensity and a risk neutral insider. We start with an heuristic transfer
of the results derived in Chapter 3. This naive approach justifies further assumptions made in
the rigorous definition of the model given thereafter, as for example a more complex structure
of the pricing function or the different weighting of continuous and discontinuous changes in the
total order flow. In the following analysis, it turns out that, in general, the price pressure (of
the continuous changes) has to allow stochastic dependence. Again, optimality and rationality

are studied and finally sufficient conditions for an equilibrium and its form are characterised.
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Notation

Filtered probability space and stochastic processes

All random variables are defined on a filtered probability space (£, F,F,P) where F = (F)i>0
satisfies the usual hypothesis (cf. [42], p. 5), i.e. IF is right continuous and Fy contains all (P, F)-
negligible sets 1. For any adapted stochastic cadlag processes X we denote by

X = li}I%XS

the left limit of X in £. A jump at time ¢ is written as
AXy =Xy — X,
For a semimartingale X with ) _, |AX,| < oo, for all t > 0, the process

Xf=X,— ) AX,, t>0,

s<t

is a continuous semimartingale. The discontinuous part of X, (3 ., AXy = X; — X{, t > 0), is
denoted by X< In particular, X; = X¢ + X¢. B

If not stated differently, for a given stochastic process X we will denote by F¥X := (F/X);>0
the completed filtration generated by the process X, i.e. for all t > 0

F=0({Xs: 0<s<t})UMN

General notations, functions and functional spaces

For any real numbers z and y: = Ay = min(z,y), z Vy = max(x,y).

For z € R the signum function is defined by

1, ifz >0
sgn(z) = <0, ifrx=0.

-1, ifx <0

For an integrable function f: D — R, D C R and a,b € D, a < b, we write

/baf@:) di — —/abfo:) dz.

For k € N, C¥(D) is the space of all real-valued continuous functions f on D C R™ with
continuous derivatives up to order k. C°(D) is the space of continuous functions f on D. For a
given f € C?(D) the partial derivatives 8872’ %, 1 <4,j < n, are also denoted by Oy, f, Orz; f-
An [-dimensional function f = (f), ..., f0) e cP([0,T)) if f& € c°([0,T)), for all 1 <i < 1.






Chapter 1

Strategic order based insider trading models in

continuous time

This chapter is devoted to a basic description of the framework of strategic insider trading models
presented in the introduction. This includes the main definitions and central problems that are
discussed in such models. The second section gives a short overview of the existing literature

regarding this type of equilibrium models.

1.1 Strategic order based insider trading: an introduction

For a detailed description recall that all random variables are defined on a filtered probability
space (0, F, (Fi)e>0,P). We consider a market with two assets, one risky asset and one bank
account with interest rate equal to zero. During a trading period [0,7) the market price P
of the risky asset does not necessarily match its fundamental value V. V itself is a stochastic
process, i.e. non-constant in general. The difference between market price on the one hand, and
fundamental value on the other is caused by an informational asymmetry that is cleared at a
(random) time T'. This might be due to an announcement or some other event, as motivated in
the introduction, which ensures completely homogeneous expectation of all market participants
with respect to the value of the asset thereafter. It follows that from time 7" on, the market price
P matches the fundamental value V', i.e. P, =V, forall t > T.

Market participants

There are three different types of market participants: market makers, an insider, and noise

traders.

o Market makers: The market makers are not able to observe the value process V' but the
total order process Y of the risky asset. In particular, they cannot distinguish between
informed and uninformed trades but are aware of the presence of informed trading (for a
model that incorporates uncertainty of informed trading we refer to [47]). Since they are

risk neutral and competitive, they set the price and clear the market according to a pricing
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rule

P, = E (V| FM)
based on their observation TM = (FM),>q where FM O F) (typically it is assumed that
FM =TFY).

e [nsider: In contrast to the market makers, the insider possesses privileged information
that is the knowledge of the fundamental value process V. Additionally, she observes the
market price process P. Her information can therefore be identified with the filtration
FZ := (F})i>0 where F} contains the completion of o({Ps, Vs, T A 5,0 < s < t}). The

insider’s strategy is represented by an FZ-adapted process 6.

e Noise traders: The noise traders do not act strategically. Their cumulated order flow,
denoted by X, contains a random part (also called noise). The total order process Y,
which is observed by the market makers, can thus be represented by ¥ = X + 6.

The insider’s wealth

As pointed out by Back [7] for a model with constant trading horizon or by Corcuera et al. [27]
for the general case of a stopping time 7', the insider’s terminal wealth WYQ, corresponding to a
certain strategy 6, can be calculated as follows:

First consider a discrete model with trading times 0 <t; <ty <--- <ty =71, N € N, where

N might be random. Purchasing 6, — 6;, , units of the financial asset at time ¢; costs

i—1
Pti (eti - atifl)

since the orders are executed at the new price. After all trading periods this yields the total cost

N
Z Pti<9ti - 9152’—1)'
=1

Now, if the market price converges to the fundamental value right after ¢, this leads to an extra

income 0, Vi, . It follows
N
W]%Jr == Z Py (6, — 04, y) + 013 Vi
i=1
N N
== ZPti—1<6ti - 9ti-1) - Z (P,tz - Ptz’—1)<6ti - 975@'—1) + HtNVtN'
i=1

i=1

Analogously, in continuous time,

T
Wi, =0rVy — / P,_d6, — [P,0],. (1.1)
0

10



1.1. Strategic order based insider trading: an introduction

If we want to understand the above integral as It6 integral, we have to assume that 8 as well as

P are FZ-semimartingales. Observe that integration by parts (cf. [56], p. 68) would lead to
, T
Wh, = 0r(Ve — Pr) + / 6, dp,.
0

P is an FM-adapted process, but 6 is not. Hence, fOT 0:— dP; is not well-defined as an It6 integral,
in general. As pointed out by Aase et al. [1], the integral w.r.t. P could be understood as forward

integral. However, in this work, P always is an FX-semimartingale.

In the above argumentation, we used the fact that the convergence of the market price to
the fundamental value happens right after 7" but not in 7', i.e. we have Pr # Vp in general,
but P, =V, for all t > T'. If we assume that already Pr = Vr holds, we get by an analogous

argumentation in the discrete case

N
WJ% - ZPti(eti =01, _) + 0, Viy
=1

N-1

== Z Py (6, — eti—l) = By (Ory = Ory 1) + 615 Vi
i=1
N-1

== Z Py (6, — 6, y) — Vin (etN - gtNA) + 01y Viy
=1

N-1
== Z Pti(eti - Hti,l) + V;‘/NgtN—l'
=1

In the continuous case, this corresponds to

T—
W4 = 0r_Vp — P,_df; — [P,0],_ . (1.2)
0
If 0 is continuous, there indeed is no difference between the representation of the final wealth in

(1.1) and (1.2). For reasons that will be explained later on in Chapter 3, we will always consider
the latter case, i.e. (1.2).

Optimal insider strategies

The insider is assumed to be rational and utility maximising. Let WJQ denote her final wealth
as calculated in (1.2), U be a fixed utility function, i.e. a strictly increasing function, and S the
set of all admissible trading strategies. Then utility maximising means that the insider tries to

solve the following optimisation problem:

11
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As pointed out above, S has to be a subset of all FZ-semimartingales. Depending on the

particular model, further technical assumption are made to ensure the tractability of the model.

Definition 1.1. An admissible trading strategy 6 € S is called optimal (in S) if it solves the

optimisation problem stated in (1.3).

Furthermore, we note that an optimal strategy in S; might not be optimal in &s if S C Ss.

For example, if 0 is restricted to be absolutely continuous, i.e.
t

(9,5:00—|—/ agds, t>0,
0

for some suitable integrable process «, then 6 might not be optimal in a set of admissible
strategies that allows quadratic variation or discontinuity. However, sometimes even optimality
in the larger class can be proved, e.g. [7], [28], [26].

Admissible and rational pricing rules

Analogous to the insider strategies, the set of possible pricing rules is restricted to a certain
class P, called admissible pricing rules. Again the definition of admissible pricing rules gathers
technical conditions that ensure the tractability of a certain model. Typically it is assumed that

prices follow
Pinr = H(t AT, Yinr)

where Y is the weighted total order process, i.e.

- t
Yt—/ As dY
0

for some positive and FM-adapted process A, called price pressure, and H, called pricing function,
is a sufficiently smooth function such that H(t,-) is strictly increasing for all ¢. In this case, the

pair (H, \) is also called pricing rule. Furthermore, a rational pricing rule is defined as follows:

Definition 1.2. An admissible pricing rule P € P is called rational if
P, =E (Vp|FM), forallt>0. (1.4)

Equilibrium

After introducing optimal insider strategies and rational pricing rules, we can state the following;:
The market price depends on the total order via a given pricing rule. Since the total order
contains the informed trading of the insider, too, the price is influenced by the insider strategy.
Conversely, the terminal wealth generated by a certain insider strategy depends on the market

price. Hence, optimality of an insider strategy depends on the particular form of the pricing

12



1.2. A short review

rule, and rationality of a pricing rule depends on the insider strategy. The central question is,
whether there exists a pair comprising a pricing rule and an insider strategy that are rational

and optimal respectively.
Definition 1.3. A pair (6, P) € S x P is called equilibrium (in (S, P)) if the following holds:
e P given 6 is rational,

e ( given P is optimal.

1.2 A short review

This section gives a short summery about existing literature and models that follow the general
framework presented in the last section. We start with the so-called Kyle-Back model, which is
based on the seminal paper of Kyle [46] and was elaborated by Back [7]. Thereafter, different
extensions of this standard model are presented and classified. For a further survey on equilibrium
models under asymmetric information, including the Kyle-Back model and its extensions, we refer
to [33].

1.2.1 The Kyle-Back model

The model developed by Kyle [46] and elaborated by Back [7] (cf. also [25]) can be summarised as
follows: The order flow of the noise traders follows a Brownian motion B with constant volatility

o, i.e.
dXt == O‘dBt.

The (constant) fundamental value V' of the risky asset is to be published to the market at time
1. Furthermore, it is assumed that V' can be described by V = h(Z) where Z ~ N(0,1). The

price P, is based on the total order up to time ¢
P, =H(t,Y;)

where H is required to be sufficiently smooth and H(t,-) is strictly increasing for each ¢ € [0, 1].

The insider is risk neutral, i.e. U(W) = W. It turns out that an equilibrium can be achieved if

e H satisfies the PDE

0_2
OuH + 50, H = 0, (1.5)

e 0 is absolutely continuous and Y is an FM-Brownian motion such that H(1,Y;) =V a.s.

13



1. Strategic order based insider trading models in continuous time

For ¢ = 1, this is the case if
H(t,y) = Eh(y + X1 — Xy)

and

t 11\ _
Ht:(l—t)/o st

(cf. |7], Theorem 1). Cho [25] considers a larger class of possible pricing functions

Ht, /0 A(s) dY)) (1.6)

for a positive, smooth function A, called price pressure. However, in the risk neutral case it turns

out that A\ has to be constant.

1.2.2 The risk averse case

Cho [25] and Baruch [12] studied the Kyle-Back model under the presence of a risk averse insider.

More detailed, it is assumed that the utility function & has an exponential structure
UW) = Bexp (BW), B <0.

It turns out that an equilibrium only exists in a linear framework, i.e. if the price is given by

P= (b, [ MY =+ [ As)av.

This in turn requires V being Gaussian (cf. [25], Proposition 3 and Lemma 8). The equilibrium

price pressure A follows the dynamics

L0 = 0%, Hit.y).

In particular, X is decreasing (recall that d,H > 0). Hence, intuitively speaking, the insider’s
risk that the noise trading might move the price towards the asset value is compensated by a

decreasing price pressure which makes later trades more favorable.

1.2.3 Imperfect dynamic information

Danilova [28] (see also [60] or [8] for additional time varying noise volatility) relaxes the strong
assumption regarding the insider’s knowledge of the fundamental value at the beginning. In
contrast to a constant signal the privileged information is given by the conditional expectation

f(t,Z:) of V = h(Z;) that can be expressed in terms of a sufficient statistics Z; of the insider’s

14



1.2. A short review

information at time ¢. Here Z evolves according to
dZ; = o0,(t)dBf

where B* is a Brownian motion independent of the one that drives the noise traders’ demand.
Under certain assumptions on the volatility o, an equilibrium can be calculated. These assump-
tions ensure that the insider’s signal is always at least as precise as the one of the market makers
and even more precise close to the terminal time (cf. [28], Assumptions 2.2, 3.1, 3.2). For an
equilibrium the same characterisation as in the Kyle-Back model holds. The equilibrium insider

strategy is given by (cf. [28], Theorem 3.1)

¢ Zs_Y;
0; = d
! /0 Jy o= (u)?du — s + o2 §

where o is the volatility of noise trading.

Campi et al. [20] generalise the above setup to a non-Gaussian model where

dZ; = 0. (t)a(3(t), Zy)dB;, X(t)=c+ /Ot o.(s)ds.

1.2.4 Alternative noise dynamics

While the extensions in 1.2.2 and 1.2.3 mainly concerned the insider’s point of view, extensions

regarding the noise traders’ order flow also have been discussed.

Fractional Brownian motion

Biagini et al. [15] replace the Brownian motion B in the noise trader dynamics by a fractional
Brownian motion with Hurst parameter H > %, i.e. the increments are positively correlated (cf.
[14] for details on fractional Brownian motions). Heuristically this means that the noise traders

have some memory. For the class of insider trading strategies of the form
d@t = (V — Pt)Oétdt

the optimal trading intensity c; can only be calculated implicitly, but again is proved to ensure
Pr =V (cf. [15], Theorem 2.4).

Lévy noise

For the case of a constant signal V' as in the Kyle-Back model, Corcuera et al. [26] consider

general noise dynamics of the form

dXt = ,utdt + O'tdBt + st

15



1. Strategic order based insider trading models in continuous time

where 1 and ¢ are deterministic functions and L is a pure jump Lévy process independent of
V and B. Given that admissible pricing rules take the form as in (1.6), it turns out that in
the presence of a risk neutral insider there exists an equilibrium if and only if L = 0 (cf. [26],
Theorem 12 and Proposition 13). In contrast to the standard model PDE (1.5), the equilibrium
pricing rule H satisfies the PDE

212
Y

(9,5H + )\tutayH + TayyH =0. (17)

The additional term A;p;0y H is due to the deterministic drift that is contained in the order flow

of the noise traders.

1.2.5 Random time horizon

Caldentey and Stacchetti [18] assume that the announcement of the fundamental value V; = o, BY
(BY Brownian motion) happens randomly at some time 7" that is exponentially distributed with

scale parameter p. In this case, the insider’s expected payoff from time s onward is given by

Wi=EFE ( / e M9 (V, — P) db, + / e M=) [0,V — P]t> .

Despite the fact that 7" is not predictable for the insider, an (linear) equilibrium can be calculated
(cf. [18], Theorem 3). Heuristically, the insider’s risk of not having used all available information

up to time T is compensated by a decreasing price pressure.

1.2.6 Defaultable bonds

Campi and Cetin [19] apply the Kyle-Back model to the case of a defaultable bond (that pays 1

unit of a currency at time 1), whose default time is known to the insider at time 0 and given by
7:=inf{t >0: By = —1}

where B is a Brownian motion. Similar to the Kyle-Back model it turns out that an equilibrium
(H, ) can be characterised by H verifying PDE (1.5) and Y being a Brownian motion w.r.t. FM
such that lim;—1 H(7At, Yrat) = Ljpsq) (cf. [19], Lemma 3.4). By assumption, the default time is
totally inaccessible to the market. However, in equilibrium the default time gets predictable by
the presence of a risk neutral insider revealing her information in order to maximise her expected

profit. In [22] and [21] the assumption regarding the insider’s information is relaxed.
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Chapter 2
Preliminary results on stochastic filtering

In this chapter, we present some preliminary results that are crucial for the analysis of insider
trading models. The first section describes common facts of stochastic filtering theory for con-
ditionally Gaussian diffusions. These are taken from Liptser and Shiryaev [49]. In the second

section, the results will be extended to a special case of conditionally Gaussian jump processes.

As we have seen in the introduction to order based insider trading models (cf. Section 1.1),
the market makers are facing the problem to infer V; = h(Z;) from the observation of the total

order process
Yi=0,+X,, t>0,

i.e. to derive E(h(Z;)|FM). Mathematically this leads to a so-called stochastic filtering problem
where the unobservable process Z is referred to as signal process and Y as observation process.
If Z and Y are diffusion type processes, the filter problem is solved by the so-called Kushner-
Stratonovich equation (cf. [10], Theorem 3.30, [48], Theorem 8.1). In the special case when Z is

constant and Y defined as solution of
dY; = a(t, Z)dt + dWy

where W is a Brownian motion independent of Z and a some well-behaved function, this equation

reads as
t
m(h(2)) = mo(h(Z)) + /0 mo(h(Z)a(s, 2)) — my(h(Z))ms(als, 2)) (AY; — m(als, Z))ds) (2.1)

where 7,(h(Z)) := E(h(Z)|F}). Similar results can be calculated for the case when Y and Z are
jump diffusions, as done in [24], see also [37], [23]. Roughly speaking, the incoming observation
dY; at t can be split into a predicted part m¢(a(t, Z))dt and an additional part dY; — m(a(t, Z)dt
containing new information that is independent of the current knowledge. Mathematically more

detailed, the so-called information process

t
Y, —/ ro(a(s, Z))ds, >0,
0
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2. Preliminary results on stochastic filtering

is a Brownian motion w.r.t. the observation filtration ¥ (cf. [10], Proposition 2.30). Equation
(2.1) can then be understood as proceeding update of the estimator of h(Z) according to the
incoming new information.

However, even in the special case stated above, in order to determine m¢(h(Z)) one has to
know 7 (h(Z)a(t, Z)). For m;(h(Z)a(t,Z)) in turn one needs 7(h(Z)a(t, Z)?) and so on. Hence,
a general solution can only be obtained by an infinite dimensional system of stochastic differential
equations. For a closed form solution one has to search for an additional relation of the involved

conditional moments. In the case of Gaussian or conditionally Gaussian processes
m(2%) = 3m(2)m(2%) — 2(m(2))?

holds true. This leads to a closed system for 7;(Z) and v;(Z) = m(Z?)—(m(Z))?. For continuous
processes this has been pointed out in [49], Chapter 12.

Since this result will turn out to be crucial for the solution of an equilibrium in an insider
trading model, we will reproduce it in the following section. As an application we will furthermore
state an extended result for the case of conditionally Gaussian jump diffusions, which will be

used in Chapter 4.

2.1 General results on optimal filtering for conditionally

Gaussian diffusions

Theorem 2.1 (cf. [49], Theorem 12.6, p. 31). Let (Q2, F,P) be a complete probability space with
right continuous filtration (Fi)o<i<r and WO and W be two mutually independent k and
I-dimensional Brownian motions. Furthermore, let Z = (Zt(l)7 .. .,Zt(k)),Y = (Y;(l), . ,Y;(Z)),

0 <t <T, be solutions to the following stochastic differential equations

2
dZ; = (ao(t,Y) + a1 (,Y)Z) dt + > bi(t,Y) dw,?, (2.2)
=1
2 .
AY; = (Ao(t,Y) + AL(t,Y)Z,) dt + Y Bi(t,Y) dw,” (2.3)
i=1

where the elements of the vector functions
ao(t,z) = (a1 (t, ), ..., aok(t; ), Ao(t,x) = (Ao1(t, ), ..., Au(t, x))

and matrices

ai(t,2) = llal (6, @) |goyy Ar(t,z) = 1A (& 2) [
bit,z) = B (Gl xrys  ba(t2) = 116 (8, 2) | ety
Bi(t,z) = |IBY (t,2)llgsny,  Baltx) = [1BE (¢, 2)l g
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2.1. General results on optimal filtering for conditionally Gaussian diffusions

are assumed to be measurable non-anticipative functionals on
{[0,7] x ¢([0,71), B([0,T]) x Bi([0, T}, «=(=W,...,20) e c)(o,T]).

Furthermore, assume that for all i, j and all z € CP([0,T)) the following conditions hold P-a.s.

T 2
“){A wmxaxn++a$kaxn+—§;<éykux»2+<35”anafdt<cn,

T
(2) /O ((Aoi(t, 2))? + (4D (5, 2))?) dt < oo,

(8) the matriz Bo B(t,z) := By(t,x)B] (t,x)+ Ba(t,x) By (t,z) is uniformly non-singular, i.e.

the elements of the reciprocal matriz are uniformly bounded,

(4) if g(t,x) denotes any element of the matrices Bi(t,x) and Ba(t,x), then, for xz,y €
¢y ([0,77)

lg(t, ) — g(t,y)|* < Ly /0 [2(s) = y(s)[* dK (s) + Lol (t) — y(t)|%,

g(t,z) < Ll/o (1+|z(s)[*) dK (s) + La(1 + (1) *)

where |z(t)]? = (M ()2 + - + (O (t))? and K(t) is a non-decreasing right continuous

function, 0 < K(t) <1
T . ,
(5) / E|AY (t,Y) 27| dt < oo,
0
(6) B|Z¥| <00, 0<t<T,
T 1 N 2 .
(7) P </0 (Al(j)(t,Y)nt(J)> dt < oo) =1, where 77(]) (Zt(])|}_ty),

(8) Zy given Yy is Gaussian, N (n9,v0), with Sp~yy < oo P-a.s.

Then the process (Z,Y) is conditionally Gaussian, i.e. for any 0 < tg < t; < --- < t, <t, the

conditional distribution of Zy,, ..., Zs, given F) is Gaussian.

Theorem 2.2 (cf. [49], Theorem 12.7, p. 33). Given the assumptions of Theorem 2.1 and addi-
tionally

(9) | (t,2)| < L, |AD(t,2)| < L,

(10) / ali(t.¥) + 0P Y) + 0D (1, Y))) dt < oo,

k
(11) EY (2§
=1
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2. Preliminary results on stochastic filtering

Then the vector ny = E (Zt’fty) and the matrix v+ = E ((Zt — e )(Zy — nt)T‘}"tY) are unique

continuous F} -measurable for any t solutions of the system of equations

A = (ao(t,Y) + ar(t, Y)m,) dt + ((b o B)(t,Y) + wA] (t, Y)) (Bo B)"Y(t,Y) o
X (dY; — (Ag(t,Y) + Ar(t,Y)mp)dt) |

o= a6, Y+ ] (1Y) + (b0 B)(1,Y) — (o BY(LY) +3A] (1Y)
(2.5)

-

x (Bo B (t,Y) ((bo B)EY) +3A] (1))
with initial conditions ny = B(Zo|Ys), Yo = E((Zo —n0)(Zo —n0) " |Yo). If in this case the matriz
Yo ©s positive definite, then the matrices v¢, 0 <t < T, will have the same property.

The following two corollaries are applications of the above theorems. The special situation
described therein is used in the next section to identify the filter problem of a certain conditionally

Gaussian jump diffusion with that of a multi-dimensional conditionally Gaussian diffusion.

Corollary 2.3. Let (Q,F,IP) be a complete probability space with right continuous filtration
(Fr)o<t<r, Z = (Z1,...,2Zy) be an Fy-measurable n-dimensional random vector and Y be a

(2n — 1)-dimensional, adapted stochastic process on [0,T] defined by
Y, = (th(l)’ o 7Y%(2n—1))
where

Y,V = Ag(t,Y) + A (t, V) Z dt + o AWV,
YD =caw?, ie{2,...,2n—1}

and
YW =v, ie{l,....n}, YV =1 ie{2,...  n},
such that the following conditions hold:

(i) (WO, WD) 4s an (2n — 1)-dimensional Brownian motion,

(ii)) V.= (Vi,...,Vn) and T = (T,...,T,) are Fo-measurable random variables such that
T € (0,T)" Y, T; < Tiy1, fori € {2,...,n— 1}, independent of Z and V, and Z given V
is Gaussian, N (k,x), with

x1 O 0

0 X2 0
X =

0 0 Xn
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2.1. General results on optimal filtering for conditionally Gaussian diffusions

where [, xi < o0 P-a.s.,
(iii) Ao and Ay are measurable non-anticipative functionals,

(iv) A1(t,Y) = A1(t,Y) (ll[leoo), Liry00)s - - - ,]I[Tmoo)) (t), for some one dimensional functional
A1 with |A1(t, Y)| < L, Tl = 0,

(v) [T (Ao(t,2))2dt < oo, for all z € C3,_1([0,T)),
(vi) BE(Z)* < 00, i€ {1,...,n}.

Then the conditions of Theorem 2.1 and 2.2 are satisfied and Z given FY is distributed normally

with mean 1 and variance ¢ such that n and v are unique solutions to

i Al t7Y n . n X
dnﬁ)zgz)Z%(J)]uTj,oo)(t) AV = (Ao(t,Y) + A1) 3 iy oy (D) |, (26)
j=1 "~
T v
. n n ik i
=SS 0
1=1 k=1

for1<i,j<n

The proof of Corollary 2.3 is provided in Appendix A.l. It mainly consists of verifying the
conditions of Theorems 2.1 and 2.2 and applying Equations (2.4) and (2.5) to the special situation
described above. The following corollary considers the same situation as in Corollary 2.3. It solves
a filter problem for a jump process with n — 1 ]:8/ -measurable jump times and ]:3/ -measurable

conditional jump sizes. Its proof is also provided in the appendix.

Corollary 2.4. Let the assumptions of Corollary 2.3 be satisfied. Furthermore, for t € [0,T],
define

n n 2
mo=E (Z Zil i, 00) (0| F) > , A :=E (Z Zil g, o) (t) — m) 7
i=1 =1

Then > 7" Zili7, o0)(t) given FY is distributed normally with mean 7; and variance ¥; such that

7 and 5 are unique solutions to

~ ALY _ " ~
ary, = 72 (@ = (Ao(t, V) + Au(t, V)i) dt) +a D kil o)), o = i,
=2
N ALY\ i N
4 = — (1(0)%) dt +d > xil g 00 (1), o = x1-
=2
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2. Preliminary results on stochastic filtering

2.2 Optimal filtering for conditionally Gaussian jump diffusions

In the last section, we presented general results on stochastic filtering for conditionally Gaussian

diffusions. From these we now deduce an analogous result for special jump processes.

Proposition 2.5. Let (2, F,P) be a complete probability space with right continuous filtration
(F)o<t<T and Z and Y be adapted, real-valued stochastic processes on [0,T] defined by

Ny
Zi=Vo+ ) Vi
i=1

t Ny
Y = U + / (Ao(s,Y) + A1(s,Y)Zs)ds + 0B + > _ Ui,
0 i=1

where the following conditions are satisfied:
(i) B is a Brownian motion
(ii) N is a Poisson process with jump times Ty, T, . ..

(iit) (Vi)ien, and (Ui)ien, are mutually independent sequences of random variables and for all
i € No, Vi given U; is N (k;, x;) distributed, with [[;—, xi < oo P-a.s., for alln € N,

(iv) Ag and Ay are measurable non-anticipative functionals

(v) fOT (Ao(t,x))?dt < oo, for all piecewise continuous, bounded functions x on [0,T], and
|A1(t,x)| < L,

(vi) B(V,)* < oo, for all n € No.

Then Z; given ]-'tY 1s distributed normally with mean n; = E (Zt‘}"ty) and variance y; =
E (2 — TIt)Q‘]:tY) such that n and v are unique solutions to

A(L,Y) al
1\4 c
dipe = = 5 (Y = (Ao(t,Y) + As(t, Y )my) ) + 4> ki, o = Ko, (2.8)
=1
A(t,Y) \? il
dy = — <1<J )%> dt + dZXza Y0 = Xos (2.9)
=1
on {Np < oco}.

Proof. For n € N, define on [0, T]
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2.2. Optimal filtering for conditionally Gaussian jump diffusions

and

t N¢An
Yi" = Uo +/ (Ao(s,Y) + Ai(s,Y)Z0)ds + 0B, + Y U,
0 i=1
i.e. Z™ and Y™ are the signal and observation process with a stopped jump part after 7;,. In par-
ticular, Y™ is FY-adapted. Furthermore, let (ﬁ”,]?”,]lé‘”) be an enlargement of our probability
space (2, F,P) with

=0xQ", F'=F®F', P"=PoP"

such that there exists a 2n-dimensional Brownian motion W™ independent of Y and Z (where
now all variables are defined on the enlarged probability space). Now, let (F}*):>0 be the filtration
generated by W", and

Fr=o(F", B, te0,T).

In particular, for each t € [0, 7], ]?t" contains all information about Y9, i.e. the discontinuous
part of Y, up to time 7. For any piecewise continuous and bounded function z on [0,7] with
n points of discontinuity t1,...,t, € [0,T] there exist y € C°([0,T]) and u1,...,u, € R with
x(t) = y(t) + 21y uily, 7y(t). Hence, for Ag and A; we can find functionals A, j € {0,1}, on
[0,T] x Cap+1([0,T]) with

n
At (yyuts oty by, t)) = Aj(Ly 4wl 7).
=1

In particular, there exist functionals Aj, j € {0, 1}, such that

Aj(t, (Yn’c,Ul, Y /SR & T ,Tn)) = Aj(t,Yn)

where Y"¢ denotes the continuous part of Y™ (see notations for more details).

The filter problem induced by Z™ and Y™ on [0, 7] can now be identified with the situation of
Corollary 2.3 (with probability space (Q", ", P™) and observation filtration (-}N—f)ogth)- Denote
by E" the expectation w.r.t. P and define

- - B - 5 ~
ni =E"(Z0| A, A =B (2 =) 7).
Then, according to Corollary 2.4, ™ and 4™ are unique solutions to

LAY , e -
aip = 3T (@ (g0, v7) 4+ AL YR A1) 0D Rl 1),

=1
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2. Preliminary results on stochastic filtering

(A ;
dAm = — <1()%> dt—i-dZXi]l[Ti,oo)(t)?

g X
=1

with initial conditions 7fj = ko and 47 = xo. Due to the independence of W and (Y™, Z"),
coming back to our original probability space, we have that Z; given o(F} ", FX n’d) is N(n?', )
distributed where 7;* and ~;* have the same dynamics as 7;* and 7;*. Moreover, since Z™ as well

as Y™ have independent increments, we get

=B (Z?

o(FF) =E (2

)
and
=B (2 - o FH) =B (@ - | R,

Finally, Z1(o 7,1 = 2" 1jo,7,,) At ®@dP-a.s. and T;, is adapted to (]-?m)ogth as well as (f,}/)ogth'

Hence,
nelior,) = Loy, o) = % Loz
Since T,, — +oo P-a.s., for n — oo, we get the assertion. O

Corollary 2.6. Let the assumptions of Proposition 2.5 be satisfied. Then,

t N -1
vy = (/ Al(s,y)%—?de%) , (2.10)
0 :

with

~ —1 ~ —Xi .
X0=Xog s Xi= , forieNN. 2.11
0 " (Y- + xoT- (2.11)

Proof. As SDE (2.9) only consists of a jump and a drift part, we can derive a pathwise solution.
For fixed w € Q consider now the function defined in (2.10). For ¢ € (T;(w), Ti+1(w)) we have
d —Al(t,Y)20_2

alt= Y e = —Ay(t, V)20 2

This corresponds to the drift part of SDE (2.9). It remains to show that Ayp = v, —y1,— = X3,
for all # € N. This follows from

Y= A,yfl _ ,yfl . 771 1 . L yn—-—m . Ay,
(2 A . . T - - .
oo o ane - (Y1 - + Ayry)r,—
Together with (2.11) this proves the assertion. O
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Chapter 3

A market with semi-rational noise traders and

fixed time horizon

3.1 Introduction and model setup

As pointed out in the introduction, we want to analyse an order based insider trading model
as introduced in Section 1.1 where the demand process of the noise traders includes a part of
informed trading. The fundamental value V is assumed to be constant over a trading period
[0,7], T € R. As motivated in the introduction, from time 7" on the market price coincides with

the fundamental value, i.e. Pr = V. The order process of the noise traders is given by
dXt :ﬂ(t,Pt,V)dt+U(t)dBt, t € [O,T],

where B is a Brownian motion independent of V', o some deterministic, continuously differen-
tiable, positive function and i such that sgn(z(t, Py, V)) = sgn(V — P;). Such an order process is
called semi-rational, meaning that the noise traders react on a possible under- or overpricing, but
are not (completely) rational, i.e. do not choose a strategy that optimises their terminal wealth.
As a result the demand process of the noise traders can be split into a part of informed trading,
fo s, Ps, V) ds, and a part of uniformed trading or noise trading, fo s) dBs. Hence, referring
to X as the demand process of the noise traders is not completely accurate. Nevertheless, we

stick to this terminology referring to noise as not entirely rational behaviour.

As in [7] or [25] we assume that the trading horizon 7' € R4 is fixed and the fundamental value
V is constant on [0,T]. The insider’s filtration FZ is the (completed) filtration generated by P
and V, i.e. FZ = FY. The market makers’ information is reflected by FM = FY. Regarding

V' we start with the following assumption:

Assumption 3.1. V = h(Z) where h is a continuously differentiable and strictly increasing
function, Z ~ N(0,1) and Eh(Z)? < oo, E(0,h(Z))? < co.

The Gaussian distribution of Z ensures the analytical tractability of the filter problem, which is
induced by insider trading and the market makers’ ambition to find a rational price by observing
the total order.
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3. A market with semi-rational noise traders and fixed time horizon

In contrast to the market makers, the insider observes a certain realisation v € V := h(R) of
V at time 0. As stated in Section 1.1, the insider’s objective is to maximise the expected utility

of the final wealth generated by her trading strategy 6, i.e. (cf. (1.3))

T—
suplE U <9TV —
0 0

P,_df, — [P, G]T_> .
We analyse this model for the risk neutral case, i.e.

UW) =w, (3.1)
as well as a risk averse case with exponential utility, i.e.

UW) = Bexp (BW), B <0, (3.2)

where we refer to —f as degree of risk aversion. In order to characterise all possible utility

functions by 3, we use = 0 to identify the risk neutral case with utility function as in (3.1).
As in [25], we assume that the price P is set in the following way
_ t
P = H(t,T)). m:/x@&; te[0.7), (3.3)
0

for suitable functions H and A. If A\ and o are bounded on [0,77] there exists a unique strong
solution &Y to the SDE

dé = A(t)o(t)dB:, & =1y, (3.4)

for all initial conditions (s,y) € [0,T] x R (cf. [54], Section 1.3). More details and technical

conditions for (H, \) are given in the following definition of admissible pricing rules.
Definition 3.2. The pair (H, \) is called admissible pricing rule if
e \:[0,T] = R €C[0,T]) and A(t) > 0 for all t € [0,T),

e HeCH((0,T) x R)NC™ ([0,T] x R) and H (t,") is strictly increasing for all t € [0, 7],

supyefo,r) B(y* (¢, V))? < oo where y* is the implicit function defined by

H(t,y*(t,v)) = v, te[0,T], veV, (3.5)

E fy H(t,&)? + (0,H(t,&))? dt < oo,

° ]EH(T, fT)2 < 0.
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3.1. Introduction and model setup

The set of all admissible pricing rules is denoted by P. In the sequel, we call H pricing function

and X\ price pressure. According to Definition 1.2, (H, \) is called rational if
H(t,Y;) =E (h(2)|FM), forallte[0,T).

The implicit function y*(t, v), (t,v) € [0, T]xV, is well-defined and unique since H € C%*([0, T x
R) is strictly increasing for all ¢ € [0, T].

We now fix the set of admissible trading strategies.

Definition 3.3. Let —3 > 0 denote the degree of insider risk aversion. An insider strategy 6 is

called (H, \)-admissible if 0 is an FZ-semimartingale and

T ~
« E / N0)2o(£)20, H (1, Y;)* dt < oo,
0
T ~
. IE/ o(H)2H (£, 7)) dt < oo,
0

e >
e Eexp <2 / BRo(b2(H(L,T;) — V)th> < 0.
0
The set of all (H, \)-admissible, or short admissible, strategies is denoted by S(H, \).

In the introduction of this section, we already claimed that the drift or informed part of the
noise traders’ order process is a function of the fundamental value V', the price P and the time.

Due to our restriction on pricing rules in (3.3), we are able to rewrite the noise drift as
ﬂ(tv P, V) = M(tv Yi, V)

for a suitable function u : [0,7] x R x V +— R. Moreover, we make the following assumptions

related to the order process of the noise traders:

Assumption 3.4. The order process of the noise traders is given by
AdX, = p(t, Y, V)dt + o(t)dB;, Xo =0,

where
(1) o € CH[0,T)), o(t) > 0 for all t € 0,7,
(2) p(t,-,v) € COR) for all (t,v) € [0,T) x V,
(3) p(t, - v)(H(t,-) —v) € CLR) for all (t,v) €[0,T) x V,
>0, ify<y*(t,v)

(4) u(t,y,v)3 =0, ify=vy*(t,v) , forall(t,v)e(0,T)xV,

<0, fy>y(tv)
with y*(t,v) as defined in (3.5).
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3. A market with semi-rational noise traders and fixed time horizon

In the sequel, we refer to p as noise drift.

Remark 3.5. Due to the monotonicity of H, condition (4) is equivalent to

=0, ify=y*(tv)
p(ty,v)(H(t,y) —v) . for all (t,v) €[0,T)xV

<0, ify#y*(tv)
3.2 Absolutely continuous insider trading: HJB equation and
necessary conditions for equilibrium
After having introduced the model in the last section, we can now start with its analysis. The
first question to answer is whether there exist necessary conditions, especially for u, to ensure the

existence of an equilibrium. We first assume that the insider strategy is absolutely continuous,

i.e.
t
et:/ asds, te[0,T], (3.6)
0

for a suitable FZ-adapted process a such that there exists a strong solution to Y for any initial
condition (¢,y) € [0,T] x R (denoted by Y*¥) and

T
E”Ll(/t ‘(V—H(s,zt’y)>as‘ds><oo, for all (¢t,y) € [0,T] x R,

where EV is the expectation w.r.t. P¥ = P(:|V = v), i.e. the measure under which V starts in
veV. By S (t,y) let us denote the set of all such a. For the value function J, defined by

T ~
J(t,y,v) = sup E’U </ (V — H(s, YY) ds> , (3.7)
aeg(t,y) t

we can now calculate the Hamilton-Jacobi-Bellman equation (HJB equation). For details on
the classical PDE approach to dynamic programming, we refer to Pham [54], Chapter 3. This
approach has also been used in other insider trading models, see e.g. [25] and [26], to solve the
optimisation problem of the insider. However, this section can be better understood as motivation
for a class of admissible noise drift since optimality in the whole class S(H, A) is analysed in the
following section. In both cases, risk neutral and risk averse (exponential utility), we deduce

necessary conditions on p and H for the existence of an equilibrium.

3.2.1 The risk neutral case

In the case of risk neutrality, the definition of J in (3.7) reads as

T ~
JO(t,y,v) = sup E”/ (V — H(s, Y ¥))asds.
aeS(t,y) t
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3.2. Absolutely continuous insider trading

To shorten the notation, we also write J°(t,y) instead of JO(¢,y,v). For any t € [0,T) we can
split the integral at t + ¢, € € (0,7 — t),

t+e - T ~

Jo(t,y) = sup EV (/ (V — H(s, Y Y))as ds + / (V — H(s, YY) ds)
eS| t t+e

esty) (3.8)

t+e . .
= sup E* </ (V — H(s,YI¥))asds + JO(t + ¢, Yﬁf@) .
aeS(t,y) t

Taking into account the dynamics of Y and assuming that JO is smooth enough, ie. JO €
C12(]0,T] x R), we can apply Itd’s formula (cf. [56], Theorem 33, Chapter II)

~ ~ t+e - t+e .
Tt +e,Yi) =JtY:) + / A(s)o(8)0,J (s, Ys)d B + o J%(s,Ys) ds
t t
(3.9)

A(s)?0(s)

t+e . -~ 2 ~
[Nl T ) + 00,0 T+ X 0, 105, Vo,
t

Now, subtracting JY(t, ) on both sides of Equation (3.8) and inserting (3.9) into (3.8) leads to

t+e . t+e " -
0= sup EY < / A(5)o(8)0,J (s, YY) B + / (V — H(s,Y¥))as + 0,J%(s, YY)
aeg(t,y) t t

2 2 _
)‘(S) 20(5) 8ny0(S,YZ’y)dS> )

FAG) (s, Y V) + 00) 9y 0 (5, Y1) +
Under certain regularity conditions on J°, (fot A(s)a(s)0yJ0(s, YIY)dB,, t > 0), is a true mar-
tingale. Then

t+e - "
0= sup E ( |- HE a4 0000 V1)
a€S(ty) t

A(s)?o(s)

~ ~ 2 ~
() (15, YV, V) + )0y JO (5, YY) + 5 Oy J° (5, Yst’y)ds> .

Dividing this equation by € and sending € to zero, we get by the mean value theorem

20. 2
0=suw (<v —H(t )+ 9 y) + Al y.0) + )9, 1) + 2Ty o, y>) .

We note that the above HJB equation is linear in «. Hence, for a finite solution we necessarily
need, for all (t,y,v) € (0,7) x R x V,

0 V) = H(ta ) —v
Oy J(t,y,v) 7@) , (3.10)
8,5J0(t,y, v) = f)\(t)u(t,y,v)ayjo(t,y,v) — %U(t)2)\(t)28yy<]0(t, Y, V). (3.11)

With the help of Equations (3.10) and (3.11), we now derive necessary conditions for the
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3. A market with semi-rational noise traders and fixed time horizon

existence of an equilibrium.

Proposition 3.6. Let (H,\) € P and p be as in Assumption 3.4. If there exists a function
JO € cY2([0,T] x R) such that (H,\,J°) is a solution to the system of Equations (3.10) and
(8.11), then necessarily the following holds:

e H satisfies the PDE

@H@wy+%dw%@f@ﬁﬂumzﬂx for all (t,y) € (0,T) x R (3.12)

e 1 has the form

N (t) fy*(t’v) H(t,z)—vdz . %
)\(t 2 Y H(t7y)_v I ny # y (t’ U) (313)

0 Jify=y*(t,v)

/L(ta Y, U) =

for all (t,v) € (0,T) x V, where y*(t,v) is defined as in (3.5).

In particular, p (as defined in (3.13)) always verifies conditions (2) and (3) of Assumption 3.4,
and condition (4) if and only if X is strictly decreasing.

Proof. Differentiation of (3.10) w.r.t. y and ¢ yields

9y H (t,y)
0 — v\ J)
respectively
OpH (¢, y) X (1)
0 — 2 \nd) —
By inserting (3.14) and (3.10) into (3.11), we obtain
1
Now differentiating (3.16) w.r.t. y yields
1
Oy (ty) = =0y (u(t,y, v) (H(ty) = v)) = 50 () A1)y H(t, y)- (3.17)

Putting (3.15) and (3.17) together, we get for all (¢,y,v) € (0,7) x R x V (v was arbitrarily
fixed)

O (t,1) = () ~ 003153 — 0y(utt, o) H(t) ). (15)

O (1Y) | o(*A1)
() 2

Observe that the left hand site of (3.18) does not depend on v, since the pricing rule (H, A) has
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3.2. Absolutely continuous insider trading

to be independent of v. Now let

) = 3055 (H @0 + S0P (00 ) (1) € 0.7) xR

and
ﬂ(ta Y, U) = M(t’ Y, U)(H(t7 y) - U)'

Following Assumption 3.4, ii(¢,-,v) € C}(R) for all (t,v) € [0,T) x V. The PDE

MO ), () € (0.T) xR x V. (3.19)

Oyfi(t,y,v) = (H(t,y) — U))\(t)Q

has the general solution

a(t,y,v) = /Cy(t | NG 2HH(t,z) —v) — f(t,z)dz + Cy(t,v)

for suitable functions C7 and C9 (independent of y). Without loss of generality, we can set
Ci(t,v) = y*(t,v). For y # y*(¢,v) it follows

fyy*(tﬂ)) NOAE)2(H(t,z) —v) — f(t,2) dx + Co(t,v)
H(t,y) — v

pu(t,y,v) = : (3.20)
Since y — fy{ (t) H(t,x) —vdzx as well as y — H(t,y) — v are differentiable functions and H is
a strictly increasing function in y, i.e. d,H(t,y) > 0 for all y, we can apply I’'Hospital’s rule in

the following way

S A (H(t @) = v) = f(t,2) da ) S (H(ty) —v) = f(t,y)
1m = 1m
y—y*(t,v) H(t,y) —v y—y*(tv) OyH(t,y)

(3.21)

As we assumed p to be continuous in y and u(t,y*(¢t,v),v) = 0, we can directly conclude that
both, Cy(t,v) and f(¢,y*(¢,v)) have to equal zero for all (¢,v) € [0,T) x V. Since the pricing rule
(H, \) has to be independent of v, this already leads to f = 0. This proves (3.12) and (3.13).

Now, differentiability as well as continuity of p in y # y*(¢, v) is obvious since H is continuously
differentiable. For y = y*(¢t,v) we get the continuity by (3.21) with f = 0. Lastly, the strict

monotonicity of H and the definition of y*(¢,v) ensure that
y* (t,)
/ H(t,x) —vdz <0, forallye R\{y"(t,v)}.
y

By Remark 3.5 we get that sgn(u(t,y,v)) = sgn(y*(¢,v) — y) if and only if N()A(t)"2 < 0. O

Before we give an interpretation of the preceding results, we analyse the risk averse case to

obtain analogous results. Their interpretation is presented thereafter.
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3. A market with semi-rational noise traders and fixed time horizon

3.2.2 The risk averse case

To analyse exponential utility with parameter 8 < 0, we consider the value function (cf. (3.7))

T ~
JP(t,y) == JP(t,y,v) == sup EY Bexp (/ B(V — H(s,Y))as ds).
a€S(t,y) t

As in the risk neutral case, we start with calculating the HJB equation. As a first step we again

split the integral at t + e € (¢,7)

T T
J(ty) = sup WBGW( Mme&ﬁ%MN§+fm<//ﬂme&QWMJ%
S t

a€eS(ty) e

« (1 ~exp </tt+€ _B(V — H(s,V))as ds>>>

= sup EY <Jﬁ(t + ¢, ?ttfé) + JP(t,y) (1 — exp <— o BV — H(s, YY) o ds>>) .

aeg(t,y) t

If J8 is smooth enough, It6’s formula provides a representation of J? as in Equation (3.9) (in
place of J°). Furthermore, if we again assume that the local martingale term is indeed a true

martingale, we obtain

0= sup E <J’B(t, Y) <1 — exp (— o B(V — H (s, ?St’y))as ds))
t

aGg(t,y)

A(s)?0(s)

t+e . . 2 -
+/ A(8) (s + )0y JP (5, YY) + 0,.JP (s, YY) + Dyy P (s, Yst’y)ds> .
t

Since

1 —exp (— ftt+€ B(V — H(s, }Zt’y))as ds)

lim

lim 6 = BV = H(t.y)as,

dividing by € and sending € to zero yields
0 = sup (8J°(t,y)(v = H(t.y))a+ 0,0 (t,y)

2 2
At 0) + 010,70 + T 0,70 )

By linearity in a we get the following system of PDEs, for all (¢,y,v) € (0,7) x R x V,

0= WJﬁ(t,y,v) — 0,0 (t,y,0), (3.22)
0=0,J%(t,y,v) + U(t)zwanyﬁ(t,y,v) A ult, y,v)0, 5 (t, y,v). (3.23)

Similarly to Subsection 3.2.1, the HJB approach leads to a system of two PDEs for J#. We
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3.2. Absolutely continuous insider trading

now again try to use the special dependences of these equations to derive necessary conditions

on the pricing rule. We start with differentiating (3.22) w.r.t. y and ¢, respectively,

Dy (t,y) = )f)ayH(ty)J’B(t,y)JrA(ﬁw(H(t,y)—v)ayJﬁ(t,y)
322) B 5 B )
o) (00 + s ()~ o). (3.21)
_ (B N(t) B
aytt]ﬂ(tay) - (A(t)atjﬂ(tv ) ( )2 B'JB( )) (H(tay) - U) + Tt)‘]ﬁ(t?y)atH(t’y)‘
By combination of the latter equation with (3.23) we obtain
07 (1.9) = =3 BB (E.9) = D0 (60) + 50T L1,
5 m U(t)2)‘(t)2a Jo(t At p(t 9, JP (t .
+ s ) =0 (<720, 70,0 - MOut 00,770 )
Now, by inserting (3.22) and (3.24) into (3.25) we get
N(t) ) B
Dy P (t,y) = NP H ) —v)J(t,y) + mﬂ(ty)@ﬂ(t’y)
o 2 2
~ s ) = o) (TS ) (0, () + g () ~ 07
+ Bult, o) (H(t) — o)1)
_ 8 N () v BOH(t,y) o) _ )
PH(t) (3 p 0t ) — o)+ PR TR 111 ) o
2 2 :
=IO H(t,0) — 010y k) — st o) (B 6.0) ).

On the other hand, inserting (3.24) into (3.23) yields

o 2
0= 0 + W2 1 0,) (0,110 + s e ) - o)

+ M(tv Y, U)B(H(tv y) - ’U)Jﬁ(t, y)

and differentiation w.r.t. y

o 2
0= 0, + 20, 170.0) (9,81(00) + s e - 02?)

o 2
Lo ;(t)ﬁjﬁ(t,y) <8yyH(t,y) + Az(f)@yH(t,y)(H(t»y) —U)>

+ 18824 (M(tv Y, ’U)(H(t, y) - 7))) Jﬁ(tv y) + Bﬂ(tv Y, ’U)(H(t, y) - U)ay‘]ﬁ(t7 y)
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3. A market with semi-rational noise traders and fixed time horizon

Together with (3.22) we obtain

o 202
0= 0”1+ T (1) — 0170 (0,1 00) + 5 (10 ) —07?)

o 2
+ WJﬁ(t, y) (8yyH(t’ v+ )\z(f)ayH(t’ pIH L y) = v)>

+ Bay (/.L(t, Y, U)(H(ta y) - U)) Jﬁ(t y) +

a(t)*p?
2

2

A(t)
(H(t,y) —v)0yH(t,y) +

/L(t Y, U)(H(t7 y) - U)Qjﬁ(tv y)

o(t)*p®

- ytﬂu,wuﬂ(t,y)(

n U(t)22)\(t)/8 8yyH(t, y) + o(t)2528yH(t, Y)(H(t,y) —v) (3.27)
2

50, (ult, . 0) H(t) = 0) + (e o) )~ v>2) |

Adding (3.26) and (3.27) together and then dividing by 3 and J?(t,y) finally yields

1 a(t)?A(t) N ()
0= matH(tv y) + TayyH(tv y) - )\(t)Q (H(tv y) - U) (328)

+0(t)*BO,H (t,y)(H (t,y) — v) + 9y (u(t,y,v) (H(t,y) — v)),

for all (t,y,v) € (0,7) x R x V. This leads to the following characterisation.

Proposition 3.7. Let (H,\) € P and p be as in Assumption 3.4. If there exists a function
JB € CY2((0,T) x R) such that (H,\,J?) is a solution to the system of Equations (3.22) and
(3.23), then necessarily the following holds:

e H satisfies the PDE

DLH(ty) + 3o (1M1, H(t,y) =0, for all (t,y) € (0.7) x R, (3.29)

e ;i has the form

B >\/(t) fy*(t,v) (H(t,x)fv) dx . O'(t)2ﬁ _ ) i}
/J'(t’ Y, U) = { A(t)? 4 H(t,y)—v 2 (H(t, y) ’U) , Zf Y ?é Y (t7 ’U) , (330)

0 ify =y (t,0)
for all (t,v) € (0,T) x V.

In particular u, as defined in (3.30), always verifies conditions (2) and (3) of Assumption 3.4,
and condition (4) if and only if

N [ o(t)8
0< ()2 /y*(m) (H(t,x) = v) de + == (H(ty) - v)? (3.31)

holds for all (t,y,v) € [0,T) x R x V.
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3.2. Absolutely continuous insider trading

Proof. The proof of this proposition is nearly the same as the proof of Proposition 3.6. We only
have to replace (3.18) by (3.28) and solve

0, (e (t,9) ) = (#1(t.9) o) (35s = o080, (0. ) = t.0)

for (t,y,v) € (0,T) x R x V, instead of (3.19), where again

i

o 2
)\(t) atH(ta y) + MayyH(t7 y)'

f(tvy) = 2

By an analogous argumentation as in the proof of Proposition 3.6, we obtain that y has to take

the general form

Sy (H () = 0) (535 = 00280, H t,2)) = f(t,2) dz + Cat,v)
H(t,y)—v

u(t,y,v) = (3.32)

and, furthermore, that Cy and f have to equal 0. Therefore, we get (3.29) and (3.30) since

! oy (H(t,2) =) (jTﬁ)t) — o(t)230,H(, ac)) da

y*(tv

plp ) = H(t,y) —v (3.33)
_ f;*(t,v) (H(t,ﬂf) - U) i\égg dz B g(t)z/gé(H(t’y) _ 1))2
(H(t,y) —v) (H(t,y) — v)
! Y, ey (H(tx) —v)de  5(4)2
= S b e O T 1) (3.3

For the last part of the assertion observe that, according to Remark 3.5, condition (4) of Assump-
tion 3.4 is satisfied if and only if pu(t,y,v)(v—H(t,y)) > 0 for all y # v (again u(t, y*(t,v),v) =0
holds by construction). Multiplying both sides of (3.34) with (v — H(¢,y)) yields

/ Y o 2
,u(t,y,v)(v—H(t,y))——))\\(g)g /*(t () ) ot O (b (t,) - vy

3.2.3 Admissible noise drift

The preceding Propositions 3.6 and 3.7 state necessary conditions for the existence of an equi-

librium on p and H for the risk neutral and risk averse case. In both cases
1
OH (t,y) + ia(t)g)‘(t)gayyH(@ y) =0

has to hold. This is consistent with other insider trading models, for example [7], [25], [28], [19].

Furthermore, the above results suggest a class of admissible noise drift that is characterised in
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3. A market with semi-rational noise traders and fixed time horizon

this subsection.

Characterisation of © and connection to A

If we identify 8 = 0 as the parameter for the risk neutral case, we can summarise that, according

to Propositions 3.6 and 3.7, u has to take the special form

f;*(t,v) H(t,x)—vdz B o(t)28 B . "
,U'(tv Y, U) — m(t) H(t,y)fv 2 (H(tv y) U) 71f Yy 7é Y (tv 1)) , (335)

0 Jif y = y*(t)

where the second term vanishes in the risk neutral case (8 = 0). Otherwise, there exists no
equilibrium. Hence, a noise drift that preserves the possibility for the existence of an equilibrium
having a form as in (3.35) can be called admissible. The terms of such a noise drift where V' and

Y, enter,

fyy*(t’v) H(t,z) —vdx i o ()28
H(t7 y) —-v

(H(t,y) —v),

are fixed. Hence, admissible noise drift can be characterised by a deterministic positive coeflicient

m(t) that is connected with the price pressure via

%)\(t) = —m(OAt)?, t€[0,T), X0)=X\ >0. (3.36)

Note that the particular noise drift determines only the dynamics of the price pressure and not
its initial condition. The above Bernoulli type ODE (3.36) is solved by

1
N+ fg m(s)ds’

At) (3.37)

given that we have
t
/ m(s)ds < oo, forall t€[0,T).
0

This motivates the following assumption.

Assumption 3.8. The noise drift i has the form (3.35) for a positive function m, called (noise)
drift intensity, such that m is bounded on [0,t], for all t € [0,T).

Remarks on the price pressure

In the special case when = 0 and m = 0, we are in the situation of the classical model of Back
[7], see also [25]. According to these articles, A is constant in equilibrium. This is consistent with
the form of A in (3.37).
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3.2. Absolutely continuous insider trading

Although we have neither shown the existence of a function J° (or J#) that is a solution to
the system of Equations (3.10) and (3.11) ( (3.22) and (3.23) respectively) nor any other part
of the equilibrium, yet, we can state the following: If the equilibrium exists and the noise drift
intensity m is not equal to zero, we are in a model with non-constant price pressure or, more
detailed, with a (strictly) decreasing one.

Typically a decreasing price pressure would lead an insider to withhold her information, in
order to profit from the higher market depth at the end of the trading period, i.e. a higher trading
volume is required to reveal the information. In a market with partially informed noise traders,
on the one hand, waiting is penalised by revelation of information through the noise traders. On
the other hand, early trading (early revelation of information) is less profitable because of the
higher price pressure. Intuitively, these two effects should be neutralised by a suitable chosen
price pressure such that an equilibrium is possible. That this is indeed the case is shown in the

following sections.

Coming back to our initial considerations in the introduction of this thesis, a market becoming
less irrational should be reflected by an increasing drift intensity m. Alternatively, a decreasing
price pressure might also be an intuitive reference for the informational asymmetry since a
higher uncertainty about the real value of an asset should cause a more volatile market price.
This intuitive connection is provided by this model. Furthermore, a price pressure reaching the
state zero, i.e. limy_,7 A(t) = 0, would reflect complete consensus of the market regarding the

price of the asset. As a consequence of the above results this is the case if and only if

t
/m(s)ds/‘oo, fort — T,
0

i.e. if the (integrated) drift intensity increases to infinity. In the following paragraph, we will see
that in this case the market is efficient even in absence of an insider, i.e. we have

tlg]% H(t,X;)=V

where
_ t
%, ;:/ As)dX,, ¢ € [0,T],
0

is the total weighted order in absence of the insider. This is different to all other Kyle-Back
type insider trading equilibria where efficiency is only provided by the insider. Furthermore,
this supports the assumption that from time 7" on the former noise traders act rational and the
market is strong form efficient.

Before we prove this important result, let us first come back to the initial considerations on
the calculation of the insider’s wealth in Chapter 1. We pointed out that the terminal wealth
depends on the assumption whether we have P, = V; fixed for ¢ > T or t > T, i.e. whether trades

in T are executed at the fundamental value or the market price that might not be equal to the

37



3. A market with semi-rational noise traders and fixed time horizon

fundamental value. If we assume the latter, in the case of a vanishing price pressure the insider
might have the possibility to gain infinite wealth from every trading strategy which leads the
market price to lim;_,7 P; # V. Since the price pressure in T is equal to zero, the trading volume
in T would have no influence on the price. Hence, exploiting the difference of V and Pr, the
insider could generate infinite wealth. However, we assume that Pr = V. As we mentioned above
this is plausible especially in case of an infinite trading intensity due to the following statement

on market efficiency.

Market efficiency in absence of the insider

Since we allow the noise drift intensity to be unbounded, one could ask whether the market is
already efficient without the presence of an insider. If m is bounded, this, quite obviously, is not

the case. But, if lim_,p fg m(s)ds = oo, the market is efficient even without an insider.

Proposition 3.9. Let Assumptions 3.1 and 3.8 be satisfied such that limy_,7 fg m(s)ds = oo.
Furthermore, suppose that for (H,\) € P, (3.12), (3.37) and

sup EH(t, X;)? < 0o
t€[0,T]

hold. Then H(T,X7) =V P-a.s.

Proof. In order to prove the assertion, we show for

y
M(t,y) = / H(t,z) —Vdx (3.38)
y*(t,V)
that
S\ P
M(t, X)) —0, t—T.
This is indeed sufficient since the monotonicity of H and the definition of y* ensure

Mty =0 < y=y V).

We want to apply It6’s formula to M (¢, )N(t) Therefore, we start with the calculation of the
partial derivatives of M. Obviously,

ayM(tvy) = H(tay) - V? ayyM(tvy) = ayH(tay)

To calculate the partial derivative w.r.t. ¢, let us first consider the function

y
M(t,y,z) :—/ H(t,z)—Vdz, te(0,7),(y,z2) e R
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3.2. Absolutely continuous insider trading

Together with PDE (3.12) satisfied by H this yields
aM’(t y,z) =V — H(t,2),
M(t,y, 2 / OH(t, z) / —%a(t)2)\(t)28yyH(t,x) dz
= —50@) A()? (9, H (t,y) — 9, H(t,2)).

By differentiability of the implicit function y*(-,v) (for all v € V), we get

8tM(t7 y) = atﬁ(tv Y, y* (tv V)) + azM(tv Y, y* (tv V))aty* (ta V)

2 2
= PO o, (1,y) - 0,y (V) + (V — By (V)0 ()
a(t)?\(t)? .
= — IS0, H ) — O, H (LY (1,V))): (3.39)

With the above calculated partial derivatives we are now able to apply [t6’s formula
~ ~  ~ 1 ~ ~ ~
dM(t, X¢) = Oy M (t, Xy)d X + §8yyM(t, Xp)d(X )y + O M (t, Xy)dt
v v a(t)Q)‘(t)Q * v
= 0,M (6, KONu(t, X, V) + T 0, H 8,y (1, V)t + 0, M (1, XA (1B

Since

ult, X, V), M, Xy) = <—m(t)H?fgfé ft—)v _ (2 B (m(t. %) —V)) (%) - V)

— Cm()M(t X)) — <)25( H(t, X)) —v)Q,

we get

aM (e, %) = —m( M a0 - 20D (7. %) v

+ (H(t, Xp) - v) A(t)o(t)dB, + ‘Wayﬂ(t, Y (t,V))dt.

For t € [0,T), let

£) = exp ( /0 m($)As) ds).

In particular,
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3. A market with semi-rational noise traders and fixed time horizon

Moreover, lim;_,7 p(t) = oo because

t
lim [ m(s)\ s—hm/
t—T Jo t—T fo du+)\0
= lim 1 ds + A1) —log(A\g!) = .
tl_{g%(/o m(s)ds + 35" ) = log(3") = o0

Now, integration by parts yields

AM (t, X)p(t) = p(t)dM (t, Xy) + M(t, X,)dp(t)
N Je B
+ P(t) (H(t, Xt) — V) )‘(t)U(t)dBt

+ p(t)way}[(t, Y (£, V))dt + M (t, X)A()m(t)p(t)dt

2
~ o 2 2
— o(t) (H(t, X)) — v) A(t)o(t)dB; + P(t)(t);\(t)ayﬂ(t,y*(t, V))dt
At)a(t)*B

— (=7 <H(t,)?t) - V>2 dt.

Using integral notation and multiplying p(¢)~! on both sides, we get

M{(t, Xz) = M(0,0)p(t) ™" + p(t) " /0 pls) (H(s, X,) = V) A(s)o(s) dB,

+ o) /Otp(s)U(S)ZMS) (A(s)ﬁyH(S’y*@v V) =8 (H(s %) - V)2> .

Now, It6 isometry (cf. [52], Corollary 3.1.7) yields

E (p<t>—1 / (o) (H(s. ) = V) M)0() st)Q
=& (o077 [ o067 (16X - V) N0 )

0

t
RV 2 -2 23 (2 ()2
< Q(t:[l(l)%] EH(t,X:)*+EV?) <p(t) /0 p(s)“A(s)%o(s) ds) .

If the integral term in the last line is bounded, the whole term vanishes for ¢ — T since

lims 7 p~1(t) = 0. Otherwise, we get with ’Hospital’s rule

t 2 2o (t)?
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3.2. Absolutely continuous insider trading

Applying the same arguments to

p(t)! /0 p($)A()(5)? ds

this proves the assertion since
~ 2
OO H(ty (1 V)) = 8 (H(t, X) = V)

is pathwise bounded. O

From the representation of M (¢, X;) in (3.40) we can conclude that a vanishing noise, i.c.
o(t) 0, for t — T, would not lead to market efficiency since the terms on the right hand side
only vanish if p~! does, too. The latter happens if and only if fg m(s)ds /oo, t — T. Hence,

efficiency does not follow from decreasing noise trading, but from increasing informed trading.

The risk premium

Let us now again come back to the special form of admissible noise drift. Due to the additional

2
part W(H(t, y) — V) in the risk averse case, the price pressure

1
a Aot fim(s)ds’

A(t) t>0,
is related to a slightly different noise drift compared to the risk neutral case. Since § < 0,
. o . . . t)? .

this additional term makes the drift, roughly speaking, less rational. #(H (t,y) — V) might
therefore be seen as a risk premium on informed trading for the insider. However, we cannot
guarantee that condition (3.31) holds in general. This strongly depends on H. It might rather
happen that there exists no semi-rational noise drift at all which has the form as in Assumption
3.8. But, in contrast to Cho [25], equilibria are still possible beyond a linear framework. We now

give a sufficient condition for the existence of an admissible semi-rational noise drift.

Proposition 3.10. Let 5 < 0 and H be an admissible pricing function such that 0,H(t,y) < C

is bounded. Then there exists a semi-rational noise drift as in Assumption 3.8.

Proof. Let m be an integrable function that is bounded from above on [0,t] for all ¢ € [0,T)
and bounded from below by —o(t)28C + € for some € > 0. Then (cf. Equation (3.33))

fyy*(t,v) (H(t,z) —v) (—m(t) — o(t)?BOyH(t,z)) dx
u(t,y,v) = Hty) = :

Due to our assumptions

—m(t) — o(t)’BH(t,y) < —e for all (t,y) € [0,T] x R.
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3. A market with semi-rational noise traders and fixed time horizon

It follows
y
u(t,y, v)(H(t,y) —v) < —/ (H(t,x) —v)edz <0 forall y # y*(t,v).
y* ()
Hence, p is semi-rational (cf. Remark 3.5). O

We close this subsection with an example for the above situation.

Example 3.11. Let H(t,y) := po + qy, ¢ > 0. In the standard insider model analysed in [25]

this is a necessary condition for the existence of an equilibrium in the risk averse case. We have
v—DPo

y*(t,v) = :
q

Furthermore,
y y 1 )
/ H(t,x)—vde/ po+gr—vdr = -~ (qy +po—v)°.
v (t,0) (v—po)g~? 2q

Hence, according to Proposition 3.7, p is semi-rational if m(t)g~! + o ()23 > 0. If we choose
m(t) = —o(t)?Bq, we have u = 0. This is the case considered in [25]. Indeed, according to (3.36),
A~! then has the dynamics

dA(®#)™") = —o(t)*Bqdt.

This coincides with the equilibrium price pressure in [25] (cf. Subsection 1.2.2).

3.3 Optimality: risk neutral insider

In the last section we have derived necessary conditions for the existence of an equilibrium in
the case of absolutely continuous insider trading. We now enlarge the class of possible insider
strategies to S(H, \). In particular, we allow discontinuous trading strategies and strategies with
quadratic variation. However, it turns out that an optimal trading strategy has to be absolutely
continuous under the conditions that have been pointed out to be necessary for an equilibrium
in the case of absolutely continuous insider trading. Omne of these conditions was the special
form of p as in Assumption 3.8. As we have seen in Subsection 3.2.3, A(T") = 0 if and only if
fg m(s)ds 7 oo, for t — T. Mathematically, this case involves certain technical difficulties since
the definition of the value function contains the term A(T')~!. Heuristically, one might wonder
whether the fact that the market is efficient by itself (see Subsection 3.2.3) has an impact on
the optimality of an insider strategy. Therefore, we start our analysis of optimality with the
bounded case. This ensures that A is bounded away from zero on the whole interval [0,7]. The

case where A\(T") = 0 is considered separately thereafter.
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3.3. Optimality: risk neutral insider

3.3.1 Bounded drift intensity

First of all, we determine the value function J considered in Subsection 3.2.1.

Lemma 3.12. Let Assumptions 3.1 and 3.8 be satisfied such that m is bounded from above on
[0,T]. Furthermore, suppose that for (H,\) € P, (3.12) and (3.37) hold and for (t,y,v) €
[0,7] x R xV define

t
1334

T
JO(t,y,v) =B’ (/t (s, &Y V) (H (s,€8%) = V) ds + N(T) ™! / (H(T,y) = V) dy)

(3.41)

“(T.V)

where Y is defined as in (3.4). Then the triple (H, X, J°) is a solution to the system of Equations
(3.10) and (3.11). In particular, JO(T,y,v) > 0, for all y € R, with equality if and only if
y=y"(T,v).

Proof. First of all, we have to show that J° is well-defined. To see this, note that for all
(t,y) € [0,T] x R we have u(t,y,V)(H(t,y) — V) < 0 (cf. Remark 3.5). Hence, we get with

Fubini’s theorem

(| [ w660 -1 as]) =B (= [ s v0(s.60 - V) as)

T
- /0 E (u(s, €0, V)(H(s,£) — V) ds.

Now by (3.35) and the monotonicity of H

Let m be bounded by some constant M. This yields
/ LB (6 — 47 (5, V) (H(s, &) — V) ds
< M/OTIE ()2 + (" (5, V))? + (H(s,6))* + V?) ds.
Since & = [ A(s)o(s) dBs, for t € [0, T, and

E < /0 “Ms)o(s) dBS>

we get together with sup,cpo 1 E(y* (¢, V))? < oo that E ((&)* + (y*(¢,V))?) is uniformly bounded

2

t T
= / o(s)?A\(s)?ds < )\(0)2/ o(s)?ds < oo,
0 0
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3. A market with semi-rational noise traders and fixed time horizon

on [0,7]. Finally, the properties of a rational pricing function H ensure

“(

Furthermore, for the C? function

T
/0 (s, &s, V) (H(s,&) —V)ds

> < 00. (3.42)

Yy
y s A(T)! / H(T,y) - Vdy
y*(T,V)

an analogous argumentation leads to

B [T ) -V S XE)TB (@) 000 V) HE G V) < oo

y*(T,V)

Now, in order to prove that J° satisfies the PDEs (3.10) and (3.11), we consider the equivalent

system

8, J0(t, y,v) = H(tig(/g) v (3.43)
atjo(t7 Y, U) = _N(t’ Y, U)(H(t, y) - U) - lo'(t)Q)\(t)zanyO(t, Y, U). (344)

2

The smoothness of J? follows from definition (see also [43], Section 4.3). Due to Feynman-
Kac’s formula (or the calculations made for the HJB equation in Subsection 3.2.1) we know that
JO(t,y,v) is a solution to Equation (3.44) for all (¢,y) € (0,T) x R if

T
Ev/ A(s)%0(8)%0,J%(s, &5, V) ds < o0,
0
which ensures that [; A(s)o(s)9,J%(s, &, v) dBs is a martingale. If (3.43) holds,

/ A(s)%0(5)20,J°(s, &5, V)? ds = BY /OT o(s)2(H(s, &) — V)? ds < oc.

It remains to show that the partial derivative of J° w.r.t. y verifies (3.43). Using dominated

convergence and Fubini’s theorem we get

y*(s,V) T y*(s,V)
lim— IE” / m(s / Vda:ds—/ m(s)/ H(s,z) —Vdzds
el0 € ty+6 t Ey
t,y
= lim — E” (/ m(s)/ H(s ,:c)—Vd:vds)
el0 € t £§vy+e

t,y

T 1 [&
:/ m(s)E" (lim/ H(s,z) —Vdx | ds
t el0 € £§7y+6
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3.3. Optimality: risk neutral insider

T

/t —m(s)E" (H(s,ﬁﬁ’y) - V) ds

T

_ /t —m(s)(H(t,y) —v)ds
T

= —(H(t,y) v)/t m(s)ds

where in the second to last line we have used the fact that (due to PDE (3.12) and admissibility
of (H,\)) (H(t,&),t € [0,T]) is a martingale. An analogous calculation for € 1 0 yields the same
result. Thus,

T y*(s,V) T
o, EY m(s H(s,x) —Vdxds | =—(H(t,y) —v m(s)ds.
(/ @ [, He» ) (H(t.9) =) [ m(s)

s

With the same arguments we can deduce

t,y

o, EY <>\(T)‘1/T (H(T,m)—V)dx) = (H(t,y) —v)NT)"L.
"

(T,V)
Together this yields

T
8,7t y.v) = (H{(t.y) — v) (A(T)* - [t ds) B3 (1, y) — w)A0) .

Last but not least, strict monotonicity of H directly implies JO(7T',y,v) > 0 for all (y,v) € R x V
with equality if and only if y = y*(7,v). This proves the second part of the assertion. O

With the help of the preceding lemma, we are now able to derive sufficient conditions for the
optimality of insider strategies. For necessity we have to show that there indeed exists a strategy
that satisfies the below given criteria. This is done in Section 3.6. Furthermore, we note that
the given optimality criteria correspond to those of other insider trading models, e.g. [7] or [28].
Hence, given that p satisfies the conditions of Assumption 3.8 with a bounded drift intensity
and that the price pressure is chosen correspondently, i.e. according to (3.37), the presence of

partially informed noise traders has no influence on the structure of optimal strategies, so far.

Proposition 3.13. Let Assumptions 3.1 and 3.8 be satisfied such that m is bounded from above
on [0,T]. Furthermore, suppose that for (H,\) € P, (3.12) and (3.37) hold. Then 6 € S(H, \)

is optimal if
(1) H(T,Yy) =V P-as.,
(2) 0 is of finite variation and continuous.

Proof. In the sequel, we make use of the notation J? instead of J(s, 173, V) and H; instead of

H(s, }75) As pointed out in (1.2), the insider’s wealth at time 7' corresponding to a strategy 6
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3. A market with semi-rational noise traders and fixed time horizon

can be written as
T—
Wi = / V —H, d0,+ [0,V — H|p_ (3.45)
0
where we used the fact that V; is constant on [0, T]. Since

t t 1t
Hy = Hy+ / OyHs A(s)dYy + / OHsds + 3 / Oyy HA(5)? d(Y©), + Z AHs,
0 0 0 s<t
the quadratic variation term [0,V — H|r_ = —[0, H|r— can be written as
T T
0,V — Hlp_ = —/ A(8)0, Hs d(6) 5 — / A(s)o(s)0yH, d(6° B)s — > AHLAD,.
0 0 s<T
Together with (3.45) this leads to the following representation of the insider’s terminal wealth
T— T
Wh = / V — H,_df, — / A(8)0y H d(0°)
0 0

T (3.46)
- / A(s)o(s)0yH,d(6° B)s — > AH,AD,.

s<T

Consider now JO(s, Y;) with JO as in (3.41). According to Lemma 3.12
A(8)0yJ? = Hy — V.
This implies
AH; = A(Hs — V) = A(X(s)0,J?).

s

Inserting this into (3.46) yields

T— T
Wi=— [ A0, 0, - / A(5)%0,, 70 (6°).
0 0

T
—/ A(8)20(8)0yy T2 A(0°, B)s — > A(X(5)0,J0) A6,
0 s<T
T T
:—/ A(s)ayJQ_deg—/ A(8)20yy IO d(6°)
O ’ (3.47)
_ / A(3)20 ()0, IO (0, B, — 37 A(5)8,J0A0,.
0

s<T
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3.3. Optimality: risk neutral insider

On the other hand, we have by It6’s formula

T
J%:J8+/ 8,J0_dY< + /atJOder /anyO d(Y)s+ Y AJL
0

s<T

:J8+/ A(8)8,JO_dYE + / 0, J0ds + = / ()20, JOA(Y )+ Y AJY
0

s<T
T T
_J8+/ A(s)a(s)0,JO_ d B +/ A(s)0yJO_ d9§+/ A(8)20(8)Dyy JO d(6¢, B)
0 0 0

1 T T A 2 2
- 2/ A(8)20y, IO d(6°) 5 + / onJY + (8)20(8)8ny£ + A(s)psOy S0 ds + Y AL,
0 0 s<T

Again together with Lemma 3.12 (PDE (3.11)) we obtain

T T
I =J0 + / A(s)o(s)0y,J0_ dBg + / A(s)0y,JO_ dg°
0 0

+;/OT A(s)gany£d<«96>s+/0T)\( )20 (8)Dyy T2 A(0°, B)s + > AJL. (3.48)

s<T

Now putting (3.47) and (3.48) together, we get

T T A 2
wh=J0-J% + / o(s)\(s)0yJY_dBs — / () Dy T9 A0 + > ATY = X(5)Dy JO A
0 0 s<T
Since
T
IE/ o(s)*(Hy — V)?ds < oo,
0
we have that
t
/ a(s)A\(s)9yJ0_dBs, t€[0,T),
0
is a (true) martingale, in particular
T
]E/ a(s)A\(s)9yJ_dBs = 0.
0
Hence,
1
EWS=E(J) - J% — / 5A(S)Qanyg’ o Y ATY = A(5)0, 0 A6, (3.49)
0 s<T

With the help of Equation (3.49), we now show that IEWZQ < EJY, for all § € S(H,\) . First
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3. A market with semi-rational noise traders and fixed time horizon

observe that

71
- [ 6Pa e <0
0
since
Dy IO = N(8) 10y (Hs — V) = A\(s) " t9, Hs > 0,

with equality if and only if (§¢). = 0. On the other hand, by convexity of J% (8,,J° > 0) together

with continuity of A we get

AJ? — \(5)0y, A
= J%s, Yo + A(8)A0,, V) — J%(5, Vs, V) = 8,°(s, Yo + A(s) A0, V)A(s)AO, < 0

with equality if and only if Afs = 0. Last but not least, we can deduce from Lemma 3.12 that
E(J§ — Jp_) <EJ) —BJ_ <EJg,

with equality if and only if Yo_ = y*(T, V), P-a.s. If 6 is continuous, this is equivalent to
H(T,Yp) =V, P-a.s. For an admissible strategy 6* that satisfies conditions (1) and (2) and any
other admissible strategy 6 it follows

EWY <EJ) =EWY .
This proves the sufficiency of the criteria. O
Remark 3.14. In the case where the terminal wealth of the insider is given by

T
W%:/ V — H, df,+ [0,V — H]r,
0

i.e. in a model where P, =V only for t € (T, 00) but not necessarily ¢t =T (cf. (1.1)), we get by

an analogous argumentation as in the preceding proof that
EWY <E(J) - J3) <EJY

with equality if and only if the conditions of Proposition 3.13 are satisfied. We note that the
exact distinction of the trading horizon is irrelevant in the case of bounded drift intensity. This

changes in the case of unbounded drift intensity, which is considered next.

3.3.2 Unbounded drift intensity

In this subsection, we want to generalise the results of Proposition 3.13 to the case where the

(integrated) noise drift intensity m is not necessarily bounded. According to Proposition 3.9

48



3.3. Optimality: risk neutral insider

we already have H(T,Xp) = V if limy_,7 fot m(s)ds = oco. Hence, this situation should place
additional demands on an optimal strategy. Otherwise, the strategy # = 0 already would be
optimal according to Proposition 3.13.

While assuming the boundedness of m on [0, 7] in the previous subsection, we ensured that

the corresponding price pressure

1

At) =
®) fgm(s)ds—k)\al

is bounded away from zero on the whole interval [0,7]. Now, if we allow

t
/m(s)ds/‘oo, fort = T,
0

the price pressure A converges to zero. Mathematically, this poses the problem that we cannot

define the value function of our optimisation problem as we did in Lemma 3.12 by

t,
&Y

T
1t y,v) = EY ( / (s, €99 V) (H (s, €59) — V) ds + A(T) / (H(T,y) V) dy>

“(T,V)

since the factor A(T)~! appears in the second part of the right hand side. Our solution to this
problem is to consider auxiliary optimisation problems on the interval [0, ¢] for ¢ < T". These can
be solved with the help of Proposition 3.13. In a second step, we show that the terminal wealth
of the general optimisation problem can be represented as limit of the terminal wealth of the

auxiliary problems.

Proposition 3.15. Let Assumptions 3.1 and 3.8 be satisfied and suppose that for (H,\) € P,
(3.12) and (3.37) hold. Then 6 € S(H, \) is optimal if

(1) 0 is continuous and of finite variation,

. 1 Y
(2) limy_,p BJY =0, where ' = A(t)~! fy*t(t,v) H(t,y) —Vdy, t€[0,T).

In particular, if 0 verifies condition (1) and (2), H(T,Yr) = V holds P-a.s.

As stated above, we introduce some auxiliary models to analyse our optimisation problem.

This is done with the following lemma.

Lemma 3.16. Let Assumptions 3.1 and 3.8 be satisfied and suppose that for (H,\) € P, (3.12)
and (3.37) hold. Fort' € [0,T) and for all (t,y,v) € [0,¢] x R x V define

s
!

Jor (t,y,v) :=E" (/ w(s, €Y, V)(H (s, €4Y) — V) ds + )\(t/)l/ ' (H{t',z) V) da;) i
¢ y*(

t/7V)
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3. A market with semi-rational noise traders and fixed time horizon

Then JO satisfies the following system of PDEs for all (t,y,v) € (0,t') x R xV
/ H(t

By T (t,y,v) = Hby) v
/ ]_ /

I (ty,v) = =AB)u(t, v, 0)0y T (ty,v) = 5o (0P A8 Byy T (8,9, v).

Furthermore, for all v € V, the map t — J%*(0,0,v) is positive, increasing and bounded from

above, in particular, lim;_,p J%'(0,0,v) exists and is finite.
Proof. Since (H(t,&), t > 0) is a martingale, we have for all ¢ € [0,T")
H(',&)* <EBH(T,ér)* < oo

Hence, H is admissible on [0,#]. Furthermore, m is bounded on [0,¢] (Assumption 3.8). In
particular, the assumptions of Lemma 3.12 are satisfied on the intervall [0,#'] and the first part
of the assertion follows with the same arguments.

For the second part again consider M as defined in (3.38). Together with the partial derivatives
of M calculated in the proof of Proposition 3.9 [t6’s formula yields

M(s, &) = 0y M (s, &5)dEs + 8yyM( €50 (s)°A(s)*ds + 9 M (s, &)ds

= (H(s,&) — V) A(s)o(s)dBs + %U(S)Q)\(S)Q@H(s,y*(s, V))ds.

Together with integration by parts we get

000 =w (- /Al )N A M6
=RV <)\(0) 1M(0,0)+/0 A(s)™! M(s,és)>

=R <)\(O)‘1M(0,0) +/0 (H(s,&) — V) o(s)dBs
S
# [ AR g e (s, as)
= \0)"'EYM(0,0) + /0 A(s)o(s)20,H(s,y*(s,v))ds
0 t
= -1 x)—Vdz s)o(s)? s,y (s,v)) ds.
S [ 00 Vs s [ 6001y )
Since A(s)o(s)20,H (s,y*(s,v)) > 0 and

t T
/ A(s)a(8)20,H (s,y*(s,v))ds < / A(s)o(s)20,H (s, y*(s,v))ds < oo,
0 0

(recall that 9,H € C°([0,7] x R)) this proves the assertion. O
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3.3. Optimality: risk neutral insider

With the help of Lemma 3.16, we are now in the position to prove Proposition 3.15.

Proof of Proposition 3.15. For any ¢ € [0,7") and any admissible insider strategy 6 € S(H, A)
define

W .= (V — H{(t, E)) 0; + /t 0, dH(s,Y;). (3.50)
0

In a model with announcement of V' in ¢+, i.e. P, =V for all s > ¢, Wf is the terminal wealth of
the insider strategy 0)o (observe that all admissible trading strategies on [0, 7] are admissible
in the reduced model on [0, t] and all admissible pricing rules on [0, 7] are admissible pricing rules
on [0,%]). Furthermore, J% as defined in Lemma 3.16, is the value function of the corresponding
optimisation problem, and by Remark 3.14 and an analogous argumentation as in Proposition
3.13, with Wt‘) in place of qu and JO instead of JV, we get

t
—~ ~ 1 ~
W = J%(0,0,V) — J¥(t,Y;, V) —/ 5A(;5)26%!]“(5,y;, V) d(6°),
0

~ ~ t ~
+ Y AT (8, Y, V) = A(8)0y T (s, Y5, V) AG, + / o(s)(H(s,Ys—) — V) dBs
0

s<t

t
< J%40,0,V) +/ o(s)(H(s,Ys_) —V)dBs
0
In particular, for t € [0,T")

JOH0,0,V) = WY + IOt Y, V) = Y AT (5, Y., V) = A(5)8, 0 (5, Y5, V) AG,
s<t

+ [ 50, 6 T V) 407~ [ a(s) (11 (s. Vi) = V) B,

is uniformly integrable with respect to P?, for all v € V (cf. Lemma 3.16). Since
~ T_ ~
lim Wo = (V ~H(T-, YT_)) Or_ +/ 0,_ dH(s,Y,) = WP,
0

we get

lim J%(0,0,v) = lim E”J‘”(o 0,V)

t—=T

= E lim <Wt9 + IO, Y, V) = Y AT (5, Y, V) = A(8)y, T (s, Ve, V) AD,
t—T

s<t

t
/ ()20 SO (5, Ve, V) d(6°) 6 /0 H(s, Y, ) — V)dB)
0

> EY ( lim W7 — TU(S)(H(S, V)dB,
(- | )

t—T

— EvWT
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3. A market with semi-rational noise traders and fixed time horizon

In particular, (where Jg’t = J%(0,0,V))

EW{ = EE'WY < E lim JO. 3.51
T T e 0
—

Furthermore, Wf corresponds to the terminal wealth (in T) of the strategy 6 stopped at time ¢,

1.€.

for 6% := Oips, s € [0,T]. For any optimal strategy 6 and t € [0,T) obviously EW{ < EWZ
holds. Hence, from (3.51) it follows, for all ¢t € [0,T),

EW! < EWY < E lim J5. (3.52)
t—=T
On the other hand, with the same arguments as in Proposition 3.13, we have
EW! <E (Jp' - "),

with equality if and only if g 4 is continuous and of finite variation. And since Jto > 0, for all
t € [0,7), we get for all those 0 that

170 0,t 0,t 0,t
EW! = (7' - 5*) <BJp".
In particular, monotone convergence (Jg s positive and increasing, cf. Lemma 3.16) then yields

lim EW? = lim E (ngt - va’f) < E lim JO*
t—=T t—=T t—=T

and

lim EW/ = E lim Jg*
t—T t—T

if limy_,p IEJtO " = 0. Together with (3.52) we get the optimality of a strategy that satisfies
conditions (1) and (2).

We finally have to show that EJtO’t — 0 implies H(T, EN/T) = V PP-a.s. From the definition of y*,
the strict monotonicity of H(¢,-) and positivity of A we get for all ¢ € [0, T] that ]EJtO >0, with
equality if and only if Y, = y*(t,V') or equivalently H (¢, ENQ) = V. Finally, the Ly convergence

lim E|J| = lim EJ =0
t—T t—T
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3.4. Optimality: risk averse insider

implies convergence in probability of Jt0 ' to 0. Since Y is continuous, we get H (T, ?T) =V
P-a.s. ]

In the first instance, a comparison of the optimality criteria of Propositions 3.13 and 3.15
shows that a vanishing price pressure does not affect the general structure of an optimal insider
strategy. In both cases the insider has to ensure that the price converges to V, i.e. to provide
market efficiency, by using an absolutely continuous trading strategy. If the price pressure
vanishes, the convergence has, roughly speaking, only to be fast enough w.r.t. A. This is quite
intuitive since, in this case, the market is already efficient without an insider (cf. Proposition
3.9). However, efficiency is provided faster in the presence of an insider, trading according to

Proposition 3.15. To realise this, consider

M(t, X,)
O

with M as defined in (3.38). Analogous to the proof of Proposition 3.9, we can calculate the

JONt, Xy) =

dynamics of this process
A(M (t, X)) ") = M) 1AM (¢, X;) + M(t, X;)dA(t) ™!
= (H(t,X;) — V)o(t)dB; + a(t);/\(t)ayH(t,y*(t, V))dt.

Obviously, it does not converge to V.

3.4 Optimality: risk averse insider

In the previous section, we studied optimality for a risk neutral insider. This section is devoted
to analogous results for a risk averse insider.

3.4.1 Bounded drift intensity

We again start with determining the value function.

Lemma 3.17. Let Assumptions 3.1 and 3.8 be satisfied such that m is bounded from above on
[0,T]. Furthermore, suppose that for (H,\) € P, (3.12) and (53.87) hold and define

T
Kt =B ([ s, V)06~ V) + DS s, ) - v
' » (3.53)
+AT) ! / (H(T,z) - V) dx) :
y*(T,V)
for (t,y,v) € [0,T] x R x V, with &Y as in (8.4) and
Jﬁ(t, y,v) := Bexp (BKﬂ(t, v, v)) (3.54)
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3. A market with semi-rational noise traders and fixed time horizon

Then the triple (H, A, K?) is a solution to the following system of PDEs:

—v
" 0, K (t,y,v), (3.55)

2 2 2
0=as?(ty.0) + "0 1y 0+ TP 1) ) 4 e ) () ),

(3.56)

for all (t,y,v) € (0,T) xR x V. In particular, K?(T,y,v) >0, for ally € R, with equality if and
only if y = y*(T,v). Furthermore, the triple (H,\, J?) is a solution to the system of Equations
(8.22) and (3.23) and JB(T,y,v) > B, for all y € R, with equality if and only if y = y*(T,v).

Proof. An analogous proof of Lemma 3.12 where we replace

T
/ i, €59, V) (H (s, €2%) — V) ds
t

r t t 0(5)25 t 2
/t (s, €59, V) (H (5, €50) — V) + (H(s,£47) — V)2 ds

shows that K” is a solution to (3.55) and (3.56). Differentiation of (3.55) w.r.t. y yields

Dy K° (b1, 0) = ayil((;’” (3.57)

and inserting in (3.56)

g 2 g 2
087, y,0) = ~ 200,14~ TP 0, g) 02— ity )1 1) ). 359

Now consider J# as defined in (3.54). Using the partial derivatives of K? calculated in (3.55),
(3.57), and (3.58), yields

0, 7% (6,1, 0) = B0, KP (t,y,0) TPy, 0) = B =Y 8y )

o (3.59)
By (t,y,0) = By, K (t,y,0) % (t,y,0) + B2 (9, K (¢,y,))*T° (¢, y, v)
= p Ly + 57 (%)2 T (t,3,0)
and
O JP (t,y,v) = BOKP(t,y,v) % (t,y,v)
= %000 (- 2020, m100) - T b 0.0) 07 - ) B0 ).
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3.4. Optimality: risk averse insider

From this we deduce that
0=0,J(t L o (1)2A(1)20,, 7" A
=0 LY, 0) + 2a(t) A(t)=0yy I (t, y,v) + A(t)pu(t, y,v)0yJ" (L, y, v).

Together with (3.59) J# is a solution to the system of Equations (3.22) and (3.23). As in Lemma
3.12 we get that K?(T,y,v) > 0, for all y € R, with equality if and only if y = y*(T,v). Hence,
JB(T,y,v) > B, for all y € R, with equality if and only if y = y*(T, v). O

Lemma 3.17 shows that the optimisation problem in the case of absolutely continuous insider
trading is related to that in the risk neutral case because the risk averse value function of the
HJB equation approach in Subsection 3.2.2 is a transform of the corresponding risk neutral
value function. It seems to be plausible that this analogy persists in the case of general insider

strategies.

Proposition 3.18. Let Assumptions 3.1 and 3.8 be satisfied such that m is bounded from above
on [0,T]. Furthermore, suppose that for (H,\) € P, (3.12) and (3.37) hold. Then 0 € S(H,\)

is optimal if
(1) H(T,Yy) =V P-a.s.,
(2) 6 is of finite variation and continuous.

Proof. The proof makes use of the same techniques as the proof of Proposition 3.13. We only
have to take into account that we now have to maximise the utility U/ (WQQ) of the final wealth
WY generated by the trading strategy 6 as in (3.45), where U(x) = Bexp (Bz). With the same

arguments as in the proof of Proposition 3.13 and using Lemma 3.17 we get

T T
T / As)d, KP_ dee — / )20, K2 d(6°),
pon ’ (3.60)
- / A(5)%0(5)0yy KK (07, B), — 3 A(s)8, K2 A0,
0 s<T

with K = KPB(s,Y,,V) according to (3.53). On the other hand, It6’s formula yields

T T T
KP = KJ + / A(s)o(s)d, K7 dB, + / A(s)d,KP doc + / A(8)20 ()0, K2 d(6°, B),
0 0 0

T A(s)2 2 T A(s)2
+ / Ms)sdy KD + 0K + (8)20(8)8ny§ ds + / (;) Oy K A(0%), + 3 AKE.
0 0 s<T
Using PDE (3.56) (Lemma 3.17) this can be simplified to
66, [ 8 g 8 To(s)’s 2
KS —KP + / Ns)o(s)9, K7 dB, + / \s)0, K7 dg° — / L (H, - V) ds
0 0 0

(3.61)

T Ms)? 8 1/pc e 8 1/pc 3
+ N Oyy K2 d(6°) s + ) A(5)0 ()0, KP d(6°, B)s + » _ AKY.
s<T
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3. A market with semi-rational noise traders and fixed time horizon

Putting (3.60) and (3.61) together, we get

T T
Wi =K — KP_ +/0 o (s)\(5)9, K. dB, — /0 W (89K5)2 ds
(3.62)

r )‘(8)2 B8 c B B
-5 Oy KP d(6°)s + > AKY — X()0, K A6

s<T

Now, define

B T 2
K=K -KP_ - /0 A(;) Oy K2 A(0°)s + Y AKY — A(5)9, KP Ao,
s<T

With the same arguments as in Proposition 3.13 we get I?éi < Kg P-a.s. with equality if and
only if 8 is absolutely continuous and Hr = V P-a.s. We conclude that

B exp (Bf(g) < Bexp (BKUB> P-a.s.
with equality if and only if 8 is absolutely continuous and Hr = V P-a.s. Hence,
EU(WL) = BE <exp (5}?7@ + /OT Bo(s)A\(s)d, K" dB, /T W (a KB)Q ds)>
< BE exp (5}(5)1{3” exp </DT Bo(s)\(s)9, K2 dB, — / (ayK§)2 ds>.

Since (admissibility of )

(exp </ Fro( (a K%)2d >> ~E <exp< OT BQJQ(S)Q(HS - V)2d3>> < 0,

Novikov’s condition (cf. [42], Prop. 1.7.6.1) is satisfied. Hence,

exp </ Bo(s)\(s)9,K?_ dB, — / (ayK§)2 ds>, telo,71],

is a uniformly integrable martingale. In particular,

exp</ Bo(s)\(s)8, K2 dB, — /fW(@KEY@):L

Altogether, we have

EU(WY) < BE exp (51{5)

with equality if 8 is absolutely continuous and such that Hp = V. ]
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3.4. Optimality: risk averse insider

Remark 3.19. In the preceding proof we identified

t Y 1"y o > 2
exp (/0 50(8)(H(8,}/})—V)d35—2/0 Bo(s)*(H(s,Ys) — V) d3>7 te[0,7],

as strictly positive and uniformly integrable martingale. By

B8 T . T -
o e ([ po)is T - v)aB. - | [ PotPme T -vias) )

T
.y (/ Bo(s)(H(s, Vo) — V) dBS>
0
we can therefore define a probability measure P? on Fr, equivalent to P.

3.4.2 Unbounded drift intensity

We now consider the case of an unbounded drift intensity in a risk averse setting. The following

proposition is the risk averse analogue to Proposition 3.15.

Proposition 3.20. Let Assumptions 3.1 and 3.8 be satisfied and suppose that for (H,\) € P,
(3.12) and (3.37) hold. Then 6 € S(H, \) is optimal if

(1) 6 is continuous and of finite variation,
(2) lim;_,7 Ef exp (—ﬁJE’t) = 1, where EP denotes the expectation w.r.t. PP as defined in
(8.63) and Jto’t is defined as in Proposition 3.15.
In particular, if § verifies condition (1) and (2), H(T,Yr) =V holds P-a.s.
Proof. Similarly to Lemma 3.16, we can define for ¢ € [0,T) and, (¢,y,v) € [0,#] x R x V

K 4y, =B [ o, €60, 1) (005,89 - V) + D0 115, 9) - vy
t
x,t (364)
&
CRIAR) / (H(,y) — V) dy.
y*(',V)

With an analogous proof we get for all ¢’ € [0, T) that K5 solves (3.55) and (3.56) on [0,#') x
R and that K%%(0,0,V) is positive, increasing (for ¢+ € [0,7)) and bounded from above. In
particular, lim; .7 K W(O,O, V) < oo exists. We then proceed with the same arguments as in

Proposition 3.15. For
— ~ t ~
W = (V - H(t,Yt)) 0, + / 0, dH (s, V)
0

we get a representation corresponding to (3.62). Furthermore, using the uniform integrability of

sesp (1) & ([ o)t ¥o) - v)am.) . te07)
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3. A market with semi-rational noise traders and fixed time horizon

with respect to PV (for all v € V), it follows that
EYU(WE) = E lim U(W?)
t—=T
§E”limﬁexp Kﬁt </ Bo(s )—V)dBS>
t—T
_ 1 Bt
= lim fexp (BK (0,0, v)) :
Hence,
9 3 /87t
EU(WF) < B lim fexp (BKO )
On the other hand,
N@ ﬁvt
EUW?) < BE exp (51{0 )
for all t € [0,7T), and
: Bt
<
lim EU(7)) < E lim B exp (/31(0 )

t—T

with equality if 6 is absolutely continuous and
lim E (exp ﬂKﬁt (/ Bo(s ) V) dBS>> = lim E’ exp (—/BthB’t) =1.
t—T t—T

Since Ktﬁ t = Jto ' we get the optimality of § if condition (1) and (2) are satisfied. It remains
to show that the optimality criteria imply H (T, ?T) = V. With the same arguments as in the

proof of Proposition 3.15 we obtain
8
Jto’t ]P—>0, fort — T,

and thus H (T, ?T) = V PP-ass. Since P? and P are equivalent probability measures, we also
get the P-almost sure equality. O

3.5 Rationality

In the previous sections, we derived criteria for the optimality of an insider strategy for the risk
neutral as well as the risk averse case. In both cases, we get as one criterion the continuity and

finite variation of the insider strategy. This motivates the following notation

t
0; = / o ds, 0<t<T, (3.65)
0
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3.5. Rationality

for some suitable FZ-adapted process a. As a next step, we present a characterisation of ra-
tionality of the pricing function. Recall that in the risk neutral case as well as the risk averse

case
O H (t,y) + %a(t)2)\(t)26yyH(t,y) —0, forall (t,y) € (0,T) xR (3.66)

was identified as a necessary condition for an equilibrium to exist under the assumption of
absolutely continuous insider trading (cf. Propositions 3.6 and 3.7). The next proposition states
equivalent conditions for the case when H is rational and satisfies (3.66). We can conclude
that these conditions are also necessary for equilibrium. Furthermore, it turns out that these
conditions characterise the insider strategy. More precisely, the resulting equivalent condition is
the so-called inconspicuousness of insider trading and means that the market makers’ expectation
regarding the informed trading is zero or equivalently that Y is an integrated Brownian motion
w.r.t. FM. In the standard model (where noise trading is given by a Brownian motion) this reads
as E (oy|FM) = 0 (cf. [25] or [28]). In our setup this condition changes to E (o + pu|FM) =
0, i.e. all informed trading has to be considered. Thus, we also have a slight change in the
interpretation of an insider strategy that behaves as above. While in the standard case the
insider has to trade such that his own strategy is not detected, now the insider has to take care
that the whole informed trading is hidden behind the noise. One could characterise this more
precisely as inconspicuousness of informed trading. We furthermore stress that the following

characterisation does not depend on a special form of p as in Assumption 3.8.

Proposition 3.21. Let (H,\) € P be a rational pricing rule and 0 € S(H,\) an admissible
trading strategy that is continuous and of finite variation. Then the following conditions are

equivalent:
(1) H satisfies (3.66),
(2) B(oy + | FM) = 0 dt @ dP-a.s.,

(8) Y is a Brownian motion w.r.t. ™ on [0, T] where

Y, = tosfl
Yt_/o (s)Lav,, te[0,T). (3.67)

Proof. For ¢ € [0,T] apply Ito’s formula to H and Y where Y is now continuous (recall that we
use short notation H; in place of H(t, ﬁ) and py instead of p(t, Y, V)

t t _ 1 [t ~
Ht:Hg—l—/O atHsder/o astdYs+2/0 By Hy (Y,

A(s)?a(s)”

t
—m+/@m+
0 2

t
OyyHs + 0y H\(s) (s + cvs) ds + / OyH A (s)o(s)dBs
0

t by 2 2 t
= Hy + /0 O Hy + (‘S)Q‘T(S)ayyﬂs + O, HA(s) (fis + drs) ds + /0 Oy H,\(s)o(s) dI,
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3. A market with semi-rational noise traders and fixed time horizon

where
I .= /Ot (s + s — fis — és)o(s) "1 ds + By, (3.68)
and
fo=F (| FM), @ =E (a] F1)

Obviously, for all ¢ € [0, 7],

= t -1 — tas_l [l 1o s
I - /0 o(s)"' Y, /O ()" (s + &) ds. (3.69)

All processes on the right hand side of Equation (3.69) are FM-adapted. Hence, I is FM-
adapted. By Lévy’s characterisation theorem (cf. [56], Theorem 39, Chapter II) I is a Brownian
motion w.r.t. FM since I is continuous, (I); = (B); = t and I is a martingale. To realise the
latter, observe that for all 0 < s <t < T we have

t t
/E(au—i—uu‘fsj\/t) du:/ E (& + fiu] F3) du,

S

and therefore

E (It’FSM) =E <Bt — B+ / (v + o) (u) ™t du — / (G + fru)o(u) "t du

fﬁ) + I
t
B (B~ BfF) 4 [ 0w E (0 + | F) du

¢
—/ a(u)flE (du—l-ﬂu‘f;w) du + I, = I.

Now, by (3.69) we get the equivalence of (2) and Y = I. Hence, (2) = (3). On the other hand,
if (2) did not hold, ¥ would be no FM-martingale and therefore no F*-Brownian motion. This
yields the equivalence of (2) and (3). For the equivalence of (1) and (2) note that along with I,

H is a martingale, too (rationality). Furthermore, by admissibility of § we have that
T
]E/ (0, Hs\(s)a(s))*ds < oc.
0
Hence,

/ Lo HA(s)o(s)dls, € [0.7],
0
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3.6. Equilibrium

also is a martingale. It follows that necessarily
/ O H, + ( )’ ———"0yy Hy ds—l—/ OyH A (s)(f1s + ég) ds = 0, dt ® dP-a.s.

Since Oy HsA(s) > 0, we get dt @ dIP-a.s. the required equivalence of

A(t)2o(t)?
OpHy + ()Qa()ayyHt =0 and firr + & = 0.

3.6 Equilibrium

In the last three sections, we derived sufficient conditions for the optimality of an insider strategy
and necessary conditions for an equilibrium. Both we did for the risk neutral as well as for the
risk averse case. We are now in the position to state sufficient conditions for an equilibrium.

Recall that we associate 5 = 0 to the case of risk neutrality.

Proposition 3.22. Let Assumptions 3.1 and 3.8 be satisfied, (H,\) € P and 0 € S(H,\). Then
(H, X, 0) is an equilibrium if the following conditions are fulfilled:

(i) H satisfies (3.12), and X is chosen as in (3.37),
(ii) 6 is continuous and of finite variation,
(i4) Y, as defined in (3.67), is an FM-Brownian motion on [0,T],

(iv) tlin%]EJ,?’t =0, i =0, and tlirr%]E’B exp (—BJf’t) =1, if B <0, with Jto’t as in Proposi-
— —
tion 3.15.

If m is bounded, condition (iv) can be replaced by
(v) H(T,Yp) =V P-a.s.

Proof. We directly get the optimality of 6 from condition (i), (ii), and (iv) and Proposition
3.15 if 8 = 0 or Proposition 3.20 if 5 < 0. For ¢ > 0 now apply Itd’s formula to H(t, ﬁ) With
condition (ii) and dY; = A(t)o(t)dY; this yields

t ~ t 1 [t ~
H, :H0+/ 8yH5dY5+/ 0, H, ds+2/ B,y Hy d(Y ),
0 0 0
t t
- 1
=Hy+ / OyHso(s)A\(s)dY, + / O:Hs + §8ysta(s)2)\(s)2 ds.
0 0

Since Y is an FM-Brownian motion and H satisfies PDE (3.12), it follows that (H (¢, ﬁ))tzo is
an FM-martingale with H(T,Yy) = V (Proposition 3.15 or Proposition 3.20). Hence,

HLY,) =E (H(T, ?T)‘ftM) —E(V|FM), foralltel0,T],
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3. A market with semi-rational noise traders and fixed time horizon

i.e. (H,\) is a rational pricing rule. Together the optimal trading strategy 6 and the rational
pricing rule (H, \) form an equilibrium. If m is bounded, the optimality already follows from (v)

instead of (iv) with Proposition 3.13 or Proposition 3.18. O

Remark 3.23. Since the assumptions of Proposition 3.22 match those of Proposition 3.21,
condition (iii) could be replaced by E (dy + | FM) = 0.

With the help of Proposition 3.22, we are able to state the main result of this model — the
existence and form of an equilibrium. The main task is to show that the controlled order process

is an FM-Brownian bridge with suitable terminal value. We start with the risk neutral case.

Theorem 3.24. Let 5 =0 and Assumptions 3.1 and 3.8 be satisfied. Define
H(t,y) =E My +&r —&)), (3.70)
with & as in (3.4) and
t
AH)! e / m(s)ds + A5,
0
with A\g > 0 such that
T
/ As)20(s)2ds = 1.
0
Furthermore, let

(3.71)

A(t)o(t)?
2

= /0 The T Ol)ZXo) s, it all) = T s

If supsejo. 17 E(y*(t,V))? < oo and m is bounded, then the triple (H, \,0) defines an equilibrium.
If additionally {J*, t € [0,T)} is uniformly integrable, lim,_,7 M(t)a(t) = oo and if there erist
T' < T and € > 0 such that m(t)/a(t) < 1 —¢€ for any t € (T',T), then (H,\,0) defines an

equilibrium even if m is unbounded. In particular, {th7 t € [0,7)} is uniformly integrable if

y*(Tv V) — y*(tvv))Q < 00.

sup 1 (L5

tel0,7)

Proof. First of all, we show that there indeed always exists a Ag > 0 such that

/OT (/ot m(s)ds + AEl) o1,

Obviously, the function

-2
f Ry = Ry, x»—)/T</tm(s)ds+x> o(t)?dt
0 0
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3.6. Equilibrium

is continuous. On the one hand, we have

T
@) < /O 220 (1)2 dt.

Since o is bounded, there exists an z > 0 such that f(x) < 1. On the other hand, for some
t € (0,7) there exist constants ¢, K € Ry with o(s) > € and m(s) < K for all s € [0,1].

Furthermore,

2 [ -2 2 t
f(x)ze/o(sK—i—:z) ds=c¢ w(Ktta)

This shows the existence of z > 0 such that f(x) > 1. Altogether, we can find an = > 0 with
f@) = 1.

We conclude that A is strictly positive on [0,7"). Furthermore, H satisfies the conditions of
Definition 3.2. To see this, observe that (H(t,&))ic(o.7] is a martingale. Hence, (H (t,&)?)ieqo.1]
is a submartingale. Moreover, &p 2 Z since X is chosen such that fOT A(s)%o(s)?ds = 1. In

particular,
EH (t,&)? <EH(T,ér)? = Eh(Z)? < . (3.72)

Smoothness and monotonicity follow directly from the definition (for smoothness see also [43],

Section 4.3). Together, (H, \) is an admissible pricing rule.

As a next step, we show that § € S(H, A). Due to Lemma 3.26 we know that for all ¢t € [0, T]
Y £ g
Hence, as in (3.72), we get
EH(t,Y,)? =EBH(t,&)? < Eh(Z)? < . (3.73)

Furthermore, due to the monotonicity and differentiability of h, we get by dominated convergence
that

O H(t,y) = OyEL(y + &r — &) = EOyh(y + &r — &)
Thus, together with Jensen’s inequality
E(9,H(t,Y:)%) = B9, H(1,&)%) < B,h(¢r)? = B,h(Z)? < oc.

In particular, 8 is admissible.

Now, to prove our result, it suffices to check the corresponding conditions of Proposition 3.22.

Obviously, A verifies (3.37). (3.12) for H follows again from Feynman-Kac’s formula. Moreover,
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3. A market with semi-rational noise traders and fixed time horizon

6 is continuous and of finite variation. In addition, Y is an F-Brownian motion according to
Lemma 3.26. If m is bounded, it is enough to show that H(T, ?T) = V. Due to the special
structure of H, this is the case if and only if ?T = Z. This is shown in Lemma 3.27. If m is

unbounded, we may check condition (iv) of Proposition 3.22 instead of condition (v), i.e.
lim EJ)" = 0.
t—T

This follows from Lemma 3.28. O

Let us now consider the risk averse case.

Theorem 3.25. Let § < 0 and Assumption 3.8 be satisfied such that m is bounded on [0,T].
Then, under the assumptions of Theorem 3.24, the triple (H, \,0) defines an equilibrium if

E exp (; /OT B2o(t)2(H(t,Y;) — V)? dt) < 0.

If m is unbounded and the conditions of Theorem 3.24 are satisfied, (H,\,0) is an equilibrium if
additionally {exp (—BJ>"), t € [0,T)} is uniformly integrable w.r.t. EP.

The proof is provided at the end of the next section.

3.7 Auxiliaries for the proofs of Theorem 3.24 and Theorem 3.25

Lemma 3.26. In the situation of Theorem 3.24, (Y;)o<i<T, as defined in (3.67), is an FM-

Brownian motion.

Proof. Due to the special form of 6 in (3.71), on [0,7] we get the following dynamics for the

total order process Y
dy; = a(t) (Z - ﬁ) dt +o(t)dB;, Yo =0,
the weighted order process Y
Y, = A(t)a(t) (Z - YQ) dt + o(HA(t) dB,, Yo =0, (3.74)
and the information process, defined in (3.68),
ALy = a(t)o(t) ™ (Z — B(Z|FM)) dt +dB;, I = 0. (3.75)

Now, for 77 € [0, T') the process (Z, ?t)te[O,T’] defines a Gaussian filter problem w.r.t. the filtration
(.7:{\4),56[077“/} (remember Z = h=Y(V),Z ~ N(0,1)). According to Theorem 2.2, we have for
t € [0,7'] (observe that a is bounded on [0,7"])

]E(Z|]:l:,/\/l) NN(Tlta’yt)a
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where

d__ (wABat)\* _ fat)? _
= () = e »=" (3.6
Yea(t)AH) ( >
dn, = N2 (1) (dYt — At)a(t) (nt — Kg) dt) , 1no=0. (3.77)

Furthermore, ODE (3.76) is solved by

-1

Ny = (/Ot a(s)?o(s)~? ds—i—l) , tel0,T].

Hence, (3.77) is equivalent to

dn = 280 (MO - MBa) (- Ti) @)

Q

= dIt, Mo = 0.

fot a(s)?0(s)=2ds+1

Following Lemma A.1, a, as defined in (3.71), satisfies the integral equation

o)
fg a(s)20(s)=2ds+C

A(t)o(t), foralltel[0,T).

Therefore, we can write 7 as

= /0 As)o(s) dI,. (3.78)

(3.74), (3.75) and (3.78) together yield

— A(t)a(t) (Z . 2) dt + A(t)o(t) dB,

— A(D)a(t) (m . f@) dt + Ao (t) dI,

= A(t)a(t) </0t A(s)o(s)dI, — E) dt + At)o(t)dl;, Yo =0.

On the one hand, this SDE has a unique strong solution on [0, 7] given by

n:/o As)o(s) dI,.
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3. A market with semi-rational noise traders and fixed time horizon

On the other hand, we have for ¢t € [0,T")

Y; = /Ot/\(s) dy, = /Ot)\(s)a(s) dY;.

Hence, I; = Y; on [0,7"] and I is an F**-Brownian motion. Since this holds true for all 7" € [0, T)

and Y is continuous, this proves the assertion.

Lemma 3.27. Fort € [0,T) let

Then

for allt € [0,T), where

th_)n% p(t)? ()\(0)_2 + /Ot p(s) 20 (s)? ds) = 0.

In particular, Yr = Z P-a.s.

Proof. Since

= —A() 'Y, + (Z - Yy)dA(t) !

= (m(t) — a(t))(Z — Y;)dt — o (t)dB.

Furthermore, obviously

Again integration by parts yields for t € [0, 7))

L\ Z-Y, Z

o) 5 =5~ L e aB = [ ) at) — mie) 5
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3.7. Auxiliaries for the proofs of Theorem 3.24 and Theorem 3.25

Multiplying p(t) on both sides results in

For every t € [0,7), the deterministic function p(-)~! is bounded on [0,#]. In particular,

fg p(s)~20(s)*ds < oo and hence

o0 [ o7 tot1aB, ~ (0,002 [ o) 207as)

Since B is independent of Z,

ZA?t)Yt ~ N (O’P(t)2 (A(O)_Q+/otp(s)_20(8)2ds>>.

With ’'Hospital’s rule we get

=0

= lim

a(t)*p(t) > a(t)?
=2 = 57 2k (1)

t
lim p(t)? o(s)?ds = i
fim, () /0 pls) "ols) ds =l o )
since limy_,p k(t) = oo. If m is bounded and, in particular, \(T") > 0, this is obvious. If m is
unbounded, lim;_,7 k(t) = limy_,7 A\(¢)a(t)(1 — m(t)/a(t)) = oo holds by assumption.

This shows the convergence in distribution of % to the constant 0 and therefore the con-
vergence in probability. In particular Y, converges to Z in probability. Due to the almost sure

uniqueness of the limit we get the last part of our statement. ]
In the case when A\(T") > 0, Lemma 3.27 already proves the optimality of our insider strategy.

Nevertheless, for the general case, A(T') > 0, more work has to be done.

Lemma 3.28. Given the situation of Theorem 3.24 such that {J>', t € [0,T)} is uniformly
integrable. Then IE)JI?’t — 0, t = T. In particular, {Jto’t, t €[0,T)} is uniformly integrable if

(V) -y V)>2 < 0. (3.79)

s 1 (VL

te(0,T)

Proof. Since, by assumption, Jt0 TS 0is uniformly integrable, the L convergence follows from

convergence in probability. For the latter first observe that
Y; _ _ y*(T,V)
/ H(t,z) — Vda < ’Yt - Z’ ‘H(t, Y — V( n / H(t,z) — Vde P-as. (3.80)
y*(tV) y*(t,V)
To realise this, consider the following cases:

(1) Z € [y*(t, V), Yi] or Z € [Yi,y"(t, V)]

(2) Z < min(y*(t,V),Y;)
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3. A market with semi-rational noise traders and fixed time horizon

(3) Z > max(y*(t,V), ;)

Due to the special form of H, we have Z = y*(T, V).
1. In the first case,

]H(t,f@)—vj > [H(t,Z) - V|

due to the monotonicity of H. Hence,

Y

H(t,z)— Vdz| < (f/t - Z‘ ‘H(t,f/t) - V’ .

Z

2. If Z < min(y*(t,V),Y}), we get

Vi - - ~ -
[ Hew -vae< |G-y ev)||aes) - v] <|F- 2| [ge v - v].
y* (V)

3. If Z > max(y*(t,V),Y}), we get

Y; Z
/ H(t,x)—deS/ H(t,z)—Vdax.
y*(t,V) y*(t,V)
This finally proves (3.80).
We can now demonstrate the convergence in probability in two steps. Firstly, due to Lemma
3.27, (Y; — Z)A(t)~! converges to 0. Secondly, for any v € V,

y* (Tw)
A / H(t,z) — vdz =55 0.
y* (tvv)

If \(T') > 0, this follows from continuity of y*(-,v). If A(T) = 0, we get with ’'Hospital’s rule
and (3.39)

R oA O H (L (T,0)) — ,H (v (¢, v))
Jimg A(5)™ /y*(tﬂ,) H(t,x) —vdr =l 2m(ONE)?
o 2
— lig F0 0, (1,0) = 0,H (15" (1.0)
-0

since 9,H € C°([0,T]). Altogether, this proves Jto " 5 0 in probability.

It remains to show that Jto ' is uniformly integrable if (3.79) holds. Since

E ()\(t)l /Y H(t,z) - de> <pl=y V) (H(t,fft) - v) :
Yy

“(t,V)
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3.7. Auxiliaries for the proofs of Theorem 3.24 and Theorem 3.25

Cauchy-Schwarz inequality yields

% ~ 1/2
o )< (3 et

Due to (3.73), the second factor of the right hand side is uniformly bounded. It is therefore

enough to show that

~ 2
Kf - y* (t’ V)
sup E| ——————=
te(0,T) ( )\(t)

is bounded, too. Since Z = y*(T, V'), we obviously have

D) D)
~ 2
< om (Yt - Z) om <y*(T, V) -y (t, V))z.

. (ﬁ—y*a,m)Z cp (ﬁ ~Z+y"(T,V) —y*(t,v>>2

At A(t)

The first term in the last line converges to 0 due to Lemma 3.27. Now uniform integrability
follows from (3.79). O

Proof of Theorem 3.25. Admissibility of (H,\) and 6 follow analogously to the proof of
Theorem 3.24 under the additional condition that

B exp (; /OT 820 (t)2(H (¢, V7) — V)th> < .

If m is bounded, the conditions of Proposition 3.22 can easily be verified (Lemmas 3.26 and 3.27).
If m is unbounded, the convergence of A exp (JtO ’t) to 1 follows from uniform integrability and
convergence in probability. Following Lemma 3.27,

_ ! Zp(t)
= e [ e an o+ S0

Due to Girsanov’s theorem (cf. [56], Theorem 39, Chapter III)
t ~
B’ = B, —/ Bo(s)(H(s,Ys) — V)ds, tel0,T),
0
defines a Brownian motion w.r.t. PA. It follows that

Z-Y,
A(t)

+0(t) [ o) B2 (H(5,72) = V) ds = 500

is distributed normally w.r.t. P? with vanishing variance for t — 7. As in Lemma 3.27 we again
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3. A market with semi-rational noise traders and fixed time horizon

get with ’'Hospital’s rule that the second part converges to 0 in probability (IP?). From this it

follows that Z)\?g)@ converges to 0 in probability, too. With an analogous argumentation as in

Lemma 3.28 we conclude that Jto * converges to 0 in probability (w.r.t. P?). O

3.8 Remarks and example

3.8.1 Additional deterministic noise drift

One can show analogous results for the case when the noise drift contains a deterministic com-

ponent, i.e.

ﬂ(ta Y, V) = (ta Y, V) + “2(1&) (381)

where pg is some deterministic cadlag function. For the existence of an equilibrium (cf. Propo-

sitions 3.6 and 3.7) we would get the necessary condition
1
OH (t,y) + MO pa() Oy H (1, y) + 50 (1) A1)y H (1, y) = 0,

instead of (3.12) and p; being as in Assumption 3.8. This PDE for H turns out to be the PDE
of an equilibrium pricing rule in Corcuera et al. [26] (without jumps), see also (1.7), where an
insider model with deterministic noise drift (not depending on V, i.e. 3 = 0) is analysed. This
particular model would be generalised by the consideration of an additional deterministic drift
term in our model. However, we would no longer have semi-rationality of u, i.e. sgn(f(t, P, V') =
sgn(V — P).

3.8.2 A larger class of admissible noise drift

It seems natural to ask whether there exists a possibility to extend our model to a larger class

of noise drift. As plausible candidate consider

(YD) (¢, ) (H(E, 2) — v) da
,u(t,y,v) =4 H(t,y)—’l) s

(3.82)

i.e. we preserve the general structure calculated in Section 3.2, but allow the drift intensity m to
depend on the weighted total order. This could be covered by a price pressure A that depends on
the total order, too. To see this, we proceed analogously to the HJB equation approach made in
Subsection 3.2.1 (in particular we consider the risk neutral case). Assuming o = 1, this means

that we start with a system of equations corresponding to (3.10) and (3.11),

Oy J(t,y) = W (3.83)
01T (t,5) = ~Alt )t 1, 0)0y (1) = SAE0)*0y, T (1), (3.84)
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The same arguments as in the proof of Proposition 3.6, i.e. differentiating (3.83) w.r.t. y and ¢,

ayyj(ta y) = W - (H(t,y) — U)W’

and combining this with the partial derivative of (3.84) w.r.t. y,

0T () = ~ At )0 H (1) — 0yt 9, 0) (H () — 0) + S0\ 6 y)(H (1) — ),
leads to

OH(t,y)  At,y)

= Oyy H (t
Ney) T2 OwH
O At y) | Ot y) — Oy(ult,y, v)(H(t,y) — v)))
=(H(t,y) —v < + - .
HED =D \New? + 72 (Hit.y) - )
Incorporating the semi-rationality of u, this yields similarly to the proof of Proposition 3.6
m(t7y) - )\(t,y)2 - 2ayy)‘(ta y)a

for m as in (3.82).

We note that if we allowed dependence of A w.r.t. 37,5, we could even cover the case of more
complex noise drift in the sense that these noise drift terms do not violate the initial necessary
condition for the existence of an equilibrium. However, this complicates the optimisation problem
a lot since the insider could take effect on the price pressure by her trading strategy. An approach

as in Theorem 3.24 would require A to ensure
T ~
/ As,Y,)?ds=1 P-as.
0
To make this accordable with the path dependence of A, we have to permit further dependences,

e.g. in Ay := fot A(s, }75)2 ds. This in turn would again complicate the optimisation problem.

3.8.3 Example

We close this chapter with an example.

Example 3.29. Assume that 5 =0 and h(y) = exp(y). Then

H(t,y) =Bexp(y+&r — &),
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3. A market with semi-rational noise traders and fixed time horizon

where
T
§r =&~ N (0,/ 0(8)2)\(3)2ds) .
¢

For notational convenience define

L(#) = ;/tTa(s)Q)\(s)2ds, te0,T].

Together with the moment generating function of the normal distribution it follows that
H(t,y) = exp (y + L(t)).
We then get
y*(t,v)=H(t,)'(v) < expy(t,v)+Lt)=v < y'(t,v)=logv)— L(t).
Furthermore, we have

f;*(t’v) H(t,z) —vdx
H(t,y) —v
fylog(v)_L(t) exp (z + L(t)) —vdx
exp (y + L(t)) — v

)=S0y L(0) — v (08 (v) — L(t) )
exp (y + L(D)) — v

(L vlosl) — L) )
- “)< ! exp(y+L<t>)v>

p(t, y,v) = m(t)

= m(t)

as equilibrium noise drift. Incorporating the resulting total order flow, the market price is given
by

P, = exp (L(O) + /Ot A(s)a(s) (Z _ 17) ds + /Ot A(s)o(s)dBs — % /Ot (5)2A(s)? ds>,

and hence has the following dynamics
dP, = P, ()\(t)a(t) (z - ?t) dt + /\(t)a(t)dBt) .
Since

(Z —log (P) + L(t))

> A(t)*o(t)?
Ata(t) (2= %) = 1= JIA(s)%0(s)? ds
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it holds that

A(t)%o(t)?

dPt:Pt( 2L(t)

(Z —log (P,) + L(t)) dt + )\(t)a(t)dBt> . (3.85)

Foro=1,7T7>0and n € N let
2n +1
C= T2n+1

m(t) = %(T )

and

Then
/t (s)ds = —(T — )" — Lp-n 127,
m(s)ds = =(T — - — 00
; 3 c

Now for \g! = £T~™, define \ by

1 1

At) = = =C(T—-1t)".
)\61 + fg m(s)ds %(T —t)™n
In particular, A(T') = 0 and
C? C?
1— T2n+1_ T—t 2n+1 — T_t 2Tl+1‘
/ Als Con+41 ( ( ) ) 2n + 1( )
Hence,
T
1-— / A(s)*ds = 0.
0
We can now verify the conditions of Theorem 3.24. We have
A(t)? C?*(T —t)* 2n+1 o1
a(®)A(t) = - ___ o
1-— fO 2d8 m(T—t) n+ (T t)
Furthermore
m(t) n f n _ c n
= (T —¢ n+l 0 — (T t (7’L+l) T n+1 1
a(t) C< A )\(t) C( ) 2n+1( ) 2n +1

and again with I’Hospital’s rule

E (y*<T7 V) (—t)y*(t, V)>2 _ (L(”>2 2T,
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3. A market with semi-rational noise traders and fixed time horizon

Semi-rational noise and insider trading
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Semi-rational noise without insider trading
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0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 09 1

Figure 3.1. Sample paths for different models with identical noise part and different informed trading
and weighting. P(0) = 130, V =100, h =exp, T =1, 0 = 1, m(t) = C(T — t)=2 (plot 1 and 2). The
price in the first two plots gets less volatile due to the decreasing price pressure. The convergence of the
price in a model with insider (plot 1) is faster than in a model without insider trading (plot 2).

since

— (T —1)

A)?2  CHT —t)*™ C ngl toT
'ty nC(T—-t)»1 n 0

Altogether, the conditions of Theorem 3.24 are satisfied.

Finally, inserting the derived coefficient functions into Equation (3.85)

2

dn + 2

on + 1
dPt:Pt<;+t <Z—log(Pt)+

(T — t)2"+1> dt +CO(T — t)”dBt> .

If m were equal to 0 and 7' = 1, we had (compare Cho [25], Example 1 and 2)

1 1-—
Furthermore, it follows that

o =a(t) (2= Vi) - u(t, %, V)

V (log(V) — L(t) - Y;
24+ T 414 <g() (t) )

=m0 n exp (TQ + L(t)) -V

74



Chapter 4

A market with reinforcing irrational behaviour

4.1 Introduction

We want to extend the model of Chapter 3 to a setting where the arrival of new information
reinforces the irrational behaviour of the market and leads to further over- or underreaction. As
we pointed out in the introduction, this reinforcement is expressed by an increasing time that is
needed for the market to cool down from irrationality. If no further information arrives and the
market cools down completely, the market price is assumed to coincide with the fundamental
value according to the efficient market hypothesis. Hence, the trading horizon T is a stopping
time, in general, and we have P,y = Viyr, for all ¢ > 0. Over- or underreactions are brought
to the market via some shot noise that is correlated to the dynamics of the fundamental value.

Information arrival is modelled with the help of a Poisson process N.

Primarily, new information should have an impact on the fundamental value. Hence, we

consider value processes V' that have the form

where h again is a strictly increasing function and (Z;);>0 is some pure jump process with
mutually independent distributed increments and driven by a Poisson process N with jump
times 0 < 17 < 15 < .... Between the times of information arrival the noise traders act like
in Chapter 3, i.e. orders are made according to a semi-rational drift and a noise part, given
by a Brownian motion. If new information arrives while the market is still cooling down, this
leads to an order shock. This shock is represented by a jump in the demand process that might
again contain an over- or underreaction. Hence, the cumulated order flow of the noise traders is

assumed to have the following dynamics
dX; = el (t)dt + odB, + dX{, t >0, (4.2)

where B again is a Brownian motion and p a semi-rational noise drift. The additional part X

is a jump process driven by N (i.e. with the same jump times as 7).
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4. A market with reinforcing irrational behaviour

The market makers observe the jump times of N and the total order process
)/;f = 9t]1[0,T] (t) + Xt7 t Z 07

but not the jumps of Z. In particular, if 6 is continuous, the market makers observe the jumps of
X. The conditional distribution of the jumps of Z with respect to the market makers’ filtration
at time T;, i.e. AZr, given AX%Z, is assumed to be Gaussian, N (x4, x:)-

As mentioned above, the trading horizon T is a stopping time. More detailed, we assume that
T=inf{t>0:5 =0} (4.3)

where

Nt
Se=S0+Y ASp—t, t>0, Sp>0,
=1

is the process associated to the market cooling, i.e. for ¢ > 0, S; denotes the time (from time ¢ on)
that is needed for the market to cool down completely if no further market shocks arrive till then.
The increments ASt, are assumed to be ]-"ﬁ_’l—measurable, non-negative random variables. As a
consequence, S is an FM-adapted process and thus T is an FM-stopping time. In particular, the
market makers’ observation filtration can be described as FM = FY>S. The insider’s filtration
again contains additional information about the fundamental value process, i.e. FX = F/52
In contrast to the model analysed in Chapter 3, the present setting only allows constant
volatility of the continuous noise part B. This is mainly for notational convenience. Additionally,
with regard to the previous chapter, one could argue that the presence of a deterministic volatility
does not effect the substancial structure of an equilibrium. Furthermore, we will restrict ourselves

to the case of a risk neutral insider.

After this short introduction of the jump model’s framework, we want to develop some intuition
on the model’s behaviour in equilibrium. This will provide a better understanding of the following
approach regarding the dynamics and dependences of the pricing rule.

Let us therefore assume that we already derived sufficient conditions for an equilibrium and it

turned out that, analogous to Chapter 3, we want to choose an insider strategy 6 with
tAT _
et_/ s+ as (2, V) ds
0

where Y again denotes the weighted total order and a is an FM-adapted process such that
e 0 Y¢is an FM-Brownian motion (where Y¢ denotes the continuous part of Y') and
° }N/T = Zr P-a.s.

The resulting linear structure of the dynamics of Y¢ in Z together with the conditional distribu-
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tion of the increments then enables us to explicitly solve the corresponding filter problem w.r.t.
FM. On [0,T], according to Proposition 2.5, Z; given FM is distributed normally, N (1, 1),
with

Nt

Yeat o
d :—<dYC— _y, dt) dY ki, o = ko, 4.4
=3 = (ae(me — Yy))dt ) + - Ki, Mo = Ko (4.4)
arye\ 2 al
d :—(—) dt+d> xi 0= xo. 45
Yt 5 + 2 Xis 70 = X0 (4.5)

According to Corollary 2.6 we have

t Ny -1 Xi
vy = </ alo % ds + Z )Z) , with Y; =— -
0

—~ (Yri— + xa)vm-

If we adopt the idea of Chapter 3, we choose a in a way that enables us to show, with the
help of Equation (4.4), that 0~'Y¢ is an FM-Brownian motion. For this now assume that the

continuous part of Y is again weighted according to a price pressure A, i.e.

B t
nc — / )\S dYSC
0
and a is chosen such that

Vel
g

Now, Equation (4.4) leads to the following representation of the continuous part n° of n:

t
Ny :/ Ago dl
0

where
¢
I; = / asa_l(ZS —ns)ds + By
0

again is the so-called information process (w.r.t. the given filter problem) and an FM-Brownian
motion. We then obtain that

AYS = May(Zy — Y,)dt + \odB,
= )\tat(nt — ﬁ)dt + )\tO'dIt. (47)

If the weighting of the jumps is chosen such that

i =Y, (4.8)
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4. A market with reinforcing irrational behaviour

it follows
~ ~ t o~
0

and hence, by (4.7),

t ~ t
/ Asodl, =Y = / As AY .
0 0

This shows that ¢~V indeed is an FM-Brownian motion.

From the above considerations two consequences arise: First, the weighting of the jumps has
to be chosen according to (4.8). In general, this requires a different weighting of continuous and
discontinuous changes of the total order process. For the case of uniform weighting it has been
shown by Corcuera et al. [26] that no equilibrium exists if there are jumps (uncorrelated to V') in
the order flow of the noise traders. However, a different weighting in turn might offer additional
arbitrage opportunities to an insider. To realise this, assume that the weighting of continuous
changes were higher than the weighting of discontinuous ones. Then buying the asset according
to a continuous strategy for an average price p; and selling the same amount discontinuously
could result in a price ps > p1. Therefore, we will only consider continuous insider strategies in
this model. We also refer to Remark 4.11 for further analysis of discontinuous trading strategies.

As second consequence, it turns out that a, as in (4.6), has the following form (cf. Lemma A.3)

)\tO'2

a(t) = .
O S s

Since ?T has to equal Zp, it seems plausible to require a; — oo, for ¢ — 1. Then A has to be

chosen such that

Nr T
Z Xi — / Mo?ds =0, P-as. (4.9)
i=0 0

If A only depended on ¢, (4.9) would not hold in general. Therefore, it seems plausible that the

dynamics of A; somehow depend on S; and also

t
Ay ‘szi—/ A2o? ds. (4.10)
: 0

4.2 Model Setup
Let N(dt,d¢), ¢ = (¢1, (2, (3) be a Poisson random measure on R? with finite Lévy measure

v(dQ) == v1(d¢1) @ v2(dée) ® v3(d¢s).
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4.2. Model Setup

In the sequel, we will denote by
N(dt,d¢) = N(dt,d¢) — v(d¢)dt

the compensated Poisson random measure, i.e. N(t, B) is a martingale for any Borel set B € B3.
Furthermore, N; := N(¢,R?\ {0}) is the associated Poisson process with jump times (7});en.
For further details on Poisson random measures we refer to [53], Chapter 1.

The fundamental value process V', the trading horizon T" and the cumulated order flow of the
noise traders are defined as in (4.1), (4.3) and (4.2), respectively, such that Z, S and X are
solutions to the following SDEs

azi= [ 6FQNd)), =0, (4.11)
IRB
s, = —dt +/ ¢S(C)N(dt,d¢), t>0, So>0, (4.12)
R3
AX; = el oy (1)dt + odBy + / 6X(C)N(dt,de), ¢>0, Xo=0, (4.13)
R3

where

Q) =" (t,G),  d7(C) =7(,¢1, )y 87 (Q) = 6°(t, S, Ga, G3),
such that ¢¥ > 0 and, for given (¢,(2) € Ry x R,

vi(d¢i)
1Z1 (R3)

¢Z(t,<1,C2) ~ N(K’(ta¢X(tac2))7X(ta¢X(taC2))) (dgl) (414)

for suitable functions
Kk:[0,00) x R— R, x:[0,00) x R+— Ry,

i.e. the jumps of Z, AZr,, i € N, are conditionally Gaussian given the jumps of X, AXp, 7 € N,
with mean k; := k(T;, AX;) and variance x; := x(T;, AX;).

Further technical conditions are summarised in the following assumption:
Assumption 4.1. T, V, X are defined as above. Furthermore, the following conditions hold
e T'< o P-a.s.,
o 7y given F4 is N(ko, x0) distributed for ko € R and xo € Ry
o E(AZp)* < oo, for all i € Ny,
e E(h(Z7)?) < oo, furthermore there exists a sufficiently smooth function F such that, for

every t > 0,

FtNT, Zinr, Siar) = E (h(Zr)|F/) . (4.15)
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4. A market with reinforcing irrational behaviour

Sufficiently smooth here means that F' is continuously differentiable w.r.t. all variables.
o E (fOT F(t, Zt, St)2 dt) < 00,

i ]EfoT f}RB‘ (F(ta Zt + ¢1§Z(C)7 St + ¢%§(C)) - F(ta Zt’ St))2 V(dC)dt < 00.

The assumption on the conditional distribution of the increments of the fundamental value
process is the analogue to Assumption 3.1. It turns out to be crucial for the analytical tractability
of the stochastic filter problem which is induced by insider trading and rationality of the market

makers.

As in Chapter 3, we only allow pricing functions that have a special form. Despite the depen-
dence on certain variables, as motivated in the introduction of this chapter, we again want the

price at time ¢ to depend on a functional 17} of the total order process

t
Y= Xt om0 =Y+ [ M6 N@sa0, ez
0 JR

Note that in the above representation of the total order process we have used the continuity of
0. In particular, the jump part of the noise traders’ order process, fg ng qﬁX(s,Cg) N(ds,d(),
t >0, is adapted w.r.t. FM,

As we argued above, we should allow a different weighting of continuous and discontinuous
changes of the total order process. We therefore consider weighted total order processes Y that

have the following general form

~ t t
o= [cavis [ ] e(on@sag, t=o (4.16)
0 0 JR3
for suitable FM-adapted processes ¢ and A where

A\ = L dt + /R MO N, ),

such that a.s.

T
/ M ds < oo.
0

Recall that we pointed out that A, as defined in (4.10), also plays an important role in the

dynamics of the equilibrium price pressure. Adopting the notation of this section for A, we write
dA; = —Mjo?dt +/ ¢ (C) N(dt,d¢), t>0, A= xo, (4.17)
R3

where ¢ (¢) = x(t, ¢X (t,(2)) with yx as in (4.14).

80



4.2. Model Setup

Before we address the precise form of a pricing rule, let us introduce the following notations:

U= (A M, S), - 07 (Q) = 07 (1, T, €)= (61(C), 67(C), 67 (C)) (4.18)

and

Uy = (U, 20, Ye), 0 (¢) = 0V (8, U, ¢) = (87 (0), 67(C), 1(C))- (4.19)

Furthermore, let D denote the state space of the process (t AT, Uiar)i>0. In particular, we have
for all € DN (R? x (0,00)) that t < T given U; = 4.

In Chapter 3, a pricing rule was characterised by a pair (H, A) of a pricing function H and a
price pressure \. Since now Y¢ and Y are weighted differently according to X and ¢, respectively,

we need a triple (H, A, ¢) to completely characterise a pricing rule
Pt:H(t/\Taﬁ/\TaUt/\T)v tZO

Here H is assumed to be a continuously differentiable function w.r.t. all variables and twice
continuously differentiable with respect to the second variable. Furthermore, H again is supposed

to be strictly increasing in the second variable. For A and ¢, as defined above, we assume that

Sot(C) = 90(t7 Ut—7 ¢X(t7 42))

and

(bg\(C) - (b/\(ta Ut—a ¢X(ta <2)7 ¢S(t7 Si—, G2, <3))7 lh = l(t7 Ut—):

for suitable functions ¢* and [ such that A > 0 P-a.s., and that there exists a unique strong
solution to the SDE

dgt = )\t—UdBt + /3 QD(t, Ut—a ¢X(t7 42)) N(dtadC)a t> S, §S =7, US = U, (420)

R

for all (x,u4) € R x D. In particular, we can define Utf = (Uy, Zy, &) and D* as the state space of

(tAT, Uté/\T)tZO- Observe that, analogous to Chapter 3, £ denotes the weighted total uninformed

order, i.e. the total order without the semi-rational part of X and without insider trading.
Further details and technical conditions regarding the admissibility of pricing rules are given

in the following definition.

Definition 4.2. We call (H, A, ¢) admissible pricing rule ((H,\,p) € P) if H, A and ¢ are
defined as above such that for all (¢,u) = (¢, 4, z,y) € D* the following conditions hold:

o |y*(t,u)| < oo where y*(t,u) is the implicit function defined by

H(t,y*(t,u), @) = F(t, z,5), (4.21)
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4. A market with reinforcing irrational behaviour

o B (i &+ (1 U + (H(t,6,T) dt) < o0,

B (& + (v (T,U§)? + (H(T, &7, Ur))* + FA?) < o0,

e E (fOT (8yH(t,§t,17t))2dt) < 0,

Jo Jxs (H(t,&— +0i(0), U + ¥ () — H(t, &, Ut_))2 V(dg‘)dt> < 00,

T H(t,&—+o:(C),Us—+o¥ Hte T )\ 2
fO f]R3< (& )\f_(izb?(tg) ¢y (Q))  H( itt, ¢ )> V(d()dt) < o0,

T F(t,Zs—+6Z(C),S— +¢5 Zio S )\2
E( T foo (PUBASE QIO _ P50 ,,(dodt) <o

According to Definition 1.2, a pricing rule (H, A, ¢) is said to be rational if
H(t AT, Yipr, Upnr) = E (h(Z7)|FiG) . t>0.

As in the previous chapter, we want to consider a semi-rational noise drift . In particu-
lar, © depends on the price and the estimated fundamental value, i.e. F(t, Z;, S;). Due to the

dependences of H, we consider
ue = p(t,Uy), t>0.
Semi-rationality now reads as
sgn (u(t, Up)) Tjo.79(£) = sgn (F(t, Z,8,) — H(t, s, Ut)) lop(t), t>0.

By analogy to Chapter 3, we develop a class of admissible noise drift in the following section via

an HJB equation approach.

4.3 Absolutely continuous insider trading: HJB equation and

necessary conditions for equilibrium

In this section, we again identify necessary conditions for equilibrium as we did in Section 3.2.
These conditions will help us to derive optimality criteria for general insider trading. We again

start with the assumption of absolutely continuous insider trading, i.e.

AT
0 = / asds, t>0, (4.22)
0

82



4.3. Absolutely continuous insider trading

for a suitable FZ-adapted process a € §(t,u) that ensures the existence of a unique strong

solution to U for all initial conditions (¢,u) € D* and

T ~ —
Ebv / ‘(F(s, Zs,Ss) — H(s, Y5, US)> as| ds < oo
t

where IE%* denotes the conditional expectation given U; = u. For the value function, defined by

T ~ —
J(t,u) == sup EbH </ (F(s,Zs,Ss) — H(s,Ys,Us))as ds) , (t,u) € D*, (4.23)
aeS(tuw) t

we can now derive the corresponding HJB equation, assuming J is smooth enough. For further
details and a more general treatment of HJB equations for optimal control of jump diffusions we
refer to Oksendal and Sulem [53], Chapter 3.

Due to the special structure of the stopping time 7', for any (¢,u) € D := D*N(R3x (0, 00) x R?)
there exists an €* > 0 such that T'(w) > ¢ + €%, for all w € {U; = u}. Hence,

(t+e)ANT t+e
B / (Fy — Hy)a,ds = EH / (Fs — Hy)asds, for all € € [0, €"],
t t

and

T T
Et’“/ (Fs — Hy)asds = Et’“/ (Fy — Hy)asds, for all € € [0, €],
(t+e)AT t+e

where we use H; and F; as a short notation instead of H (¢, Y;, Uy) and F(t, Z;,S;), respectively.
It follows

t+e
J(t,u) = sup EH </ (Fs — Hs)asds + J(t +e, Ut+5)> , foralleel0,e"]. (4.24)
aeS(tu) t

Now, by Itd’s formula (cf. [56], Theorem 33, Chapter II) we get, given Uy = u, u € D,

J(t + €, Ut+€)

t+e t+e
= J(tu) + / Ne_00,J (5, Us_) dB, + / / J(5,Us_ + ¢V (Q)) — J(5,Us_) N(ds, d)
t t R3
t+e _ 02>\2

+ O J (s,Us) + 1(s,Us)ONJ (s, Us) — )\§023AJ(S, Us) — 0sJ(s,Us) + ?sﬁny(S, Us)ds

tt—‘re t+e
+/ / J(s,Us + 6V (C)) — J(s,Us) v(dC) ds +/ (s + (s, U.)), T (s, Uy) ds

t R3 t

where we took into account that J was assumed to be smooth enough and that

AV, = A(c + pue)dt + oA By + / £1(C) N(dt, dO).
R3
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4. A market with reinforcing irrational behaviour

In combination with (4.24) this yields

t+e t+e B
0= sup E </ As—00yJs— dBy —l—/ / J(5,Us— + oY (¢)) — J(5,Us—) N(ds,d()
aeS(tu) t t R3
t+e t+e
t [ a0t ) ds+ [ [ 3604 6(0) - IV vld) ds
t t R3
t+e )\202
- OnTs + AspisOyJs + =50y Js = N2o?0pTs — g5 + 1502 Js ds) :
¢
If the first two terms on the right hand side are true martingales, they cancel out in expectation.

Dividing by € and sending € to zero leads to

ayyjz(t’“) — OpJ (t,u)) + 1(t, w)OxJ (t,u) — DsJ(t,u)

sup <8tJ(t, w) + Mu(t, u)yJ (¢, u) + Na’(

+ J(t,u+ oY (t,u, ) — J(t,u) v(dC) + ady, J (t,u) + (F(t, 2,S) — H(t,y,u))a> =0
R3

for all (t,u) = (t,u,z,y) = (t,A,\,S,2,y) € D. Due to the linearity of this equation, a finite

solution can only be found if the following system of PIDEs is satisfied

H(tmyva) — F(t,Z,S)
A

0= J(t,u) + u(t,uw)(H(t y,u) = F(t, 2,5)) +

0= — 8,J(t,u), (4.25)

\252

T 0y J(t,u) — N2o?0rJ (t, u)
(4.26)
+ U(t, @)OxJ (t,u) — D J (t,u) + / J(t,u+ oY (t,u,Q)) — J(t,u) v(d]),

R3
for all (t,u) = (t,u,2,y) = (t,A\,\, S, 2,y,) € D.
Like in Chapter 3, the HJB equation approach leads to a system of two equations that have

to be satisfied by J for the existence of a finite equilibrium. The special dependences of these

equations can be used to derive necessary conditions for the pricing rule.

We start with differentiating (4.25) w.r.t. y, A, \, .S and ¢, respectively:

Oy (t,u) = OyH (t,y, )N, OyyyJ (t,u) = Oy H(t,y, @)\,

Oyad (t,u) = 8AH(t,y,ﬂ)>\_1, Oyt J (t,u) = (O:H (t,y,u) — O F(t,2,9)) A
F(t,z,8) — H(t,y,u)) \"2 + Oy H(t,y,u)\" ",

= (0sH(t,y,u) — 0sF(t,z,9)) AL

(4.27)

—_—~

Differentiating (4.26) w.r.t. y yields

A2g2

0 = OpyJ (t,w) + Oy (pu(t, w) (H (t,y, @) — F(t,2,8))) + “=—0yyyJ (t,u) — N2o?0n, J (t, 1)

+1(t, )y I (t,u) — OsyJ (t,u) + / By J (t,u+ 6 (t,u,C)) — By J (t,u) v(dC).
R3
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4.3. Absolutely continuous insider trading

Now, inserting the partial derivatives calculated in (4.27) leads to

52
0= (0:H(t,y,u) — 0:F(t,2,9)) A+ Oy(p(t,u)(H(t,y,u) — F(t, 2,5))) + )\78%,[{(15,@/,11)

- AO_Q@AH@? Y, ﬂ) + l(t? ﬂ))‘_lakH(t Y, ﬂ) - l(t? ﬂ))‘_Q(H(t7 Y, ﬂ) - F(t? 2y S))

i+ ¢V i
- @sH ()~ 05 (1,2 ) 3 [ AEIL AR O) BB )
F(t,2+67(0), S+ ¢7(Q) _F(t.25)
» Nt oM O 3 (d¢). (4.28)

Despite the integral terms that occur due to the jumps of the involved variables and those which
reflect the non-constant behaviour of F, i.e. 0;F and JgF', we have a similar structure as in
Chapter 3 (cf. (3.18) and (3.28)). If we assume that for (¢t,u) = (¢,u, z,y) = (t,A, A\, S, 2,y) € D

((t, a)

Oy (u(t, w)(H(t,y,0) = F(t, 2,5))) = —5

(H(t,y,@) — F(t,z89)), (4.29)

for a suitable function (1), we get by an analogous argumentation as in the proof of Proposition

3.6 that a semi-rational p (with analogous properties as in Assumption 3.4) has the following

representation
[V 7 (4 2 w) — F(t, 2, 8) da
t,u) =m(t,u)~2 4.
ity =T Gy )~ R 2, 9) 0
where
A (X0
m(t,a) = — 2 >0

and y*(t,u) is as defined in (4.21). The above considerations motivate the following assumption:

Assumption 4.3. u takes the special form as in (4.30) where m(t, ) is some positive function
bounded by M € (0, 00).

If this assumption is satisfied, Equation (4.28) allows the following conclusion:

Proposition 4.4. Let Assumption 4.3 be satisfied and (H, X, p) be an admissible pricing rule.
For (t,u) € D define

1D (t,a) := I(t, @) +m(t, u) N2

If there exists a sufficiently smooth function J such that (H, X, p,J) is a solution to the system
of Equations (4.25) and (4.26), then necessarily the following two PIDEs hold for all (t,u) =
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4. A market with reinforcing irrational behaviour

(tuﬂaz7y) = (taAv)\75727y) €D

= 2 @) (s = _
0= ) 4 A b, ,0) — T H b, ,0) — o0 H (1, y,0) — 0 )
I(t,u) _ H(t,y+ ot u,¢%(t,¢)),u+ oY (t,u,Q)  H(t,y,u)
TN A Nt 1, X (1, o). 51,5, o ) 4o
(4.31)
and
0= —12(;\’2U)F(t,z, )+ O F (t,2,9) gagF(t,z,S)
/ F(t,z+¢Z<t’<'1742)’5+¢S<t,S’<27C3)) _ F(t,Z,S) I/(dC) (432)
R3 >\+¢)‘(t,ﬂ,¢x(t,C2),¢S(t, Sa <27C3)) A '

Proof. Recall that H has to be independent on z. Inserting (4.29) in Equation (4.28) and
separating the terms that depend on z and those which do not yields (4.31) and (4.32). O

4.4 Price pressure

If Assumption 4.3 is satisfied and (H, \,p) € P, Proposition 4.4 states that \ has to satisfy
(4.32) and

Ay = —m(t, U2 + 1D (¢, Ty)dt + /R ) ¢ (¢) N(dt, d¢). (4.33)

Since ) is assumed to be strictly positive, we can alternatively consider A~!. Due to It6’s formula

A1 has the following dynamics:
A7 = m(t, Ty) — 1P (¢, U) A 2dt + / o (U, G, G3) N(dt, dQ) (4.34)
]R3

where for @ = (A, \,S) € D

Qb)\(t, U, d)X (ta CQ)v ¢S(t7 Sv C27 C3))

At 7 = —
QS (t’u’ <2’C3) B ()\+¢)\(t, u, ¢X(t7 C2)7¢S(t757 C2>C3))))\

Using the martingale property of (Fiar)i>0, PIDE (4.32) can be simplified as shown subsequently.

Proposition 4.5. Let Assumption 4.1 be satisfied and A\~ be as in (4.34). Then (4.32) is

equivalent to

12 (¢,
0=-— )(\2 )F(t,z,S)

+ /R Ptz 67(6:G1 G2), S+ 0% (15,02, (5))O (10,2, G v(dC), (tu) €D,

(4.35)
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Proof. Since F(t AT, Zipnr, Siar),t > 0, and

AT
/ / F(s, 2o+ 67(0), S + 67(Q) = F(5, 2, 85-) N(ds,d¢), >0,
0 R
are martingales (Assumption 4.1), an argumentation as in the previous section shows that

0=8F(t 2 S) — dsF(t,z,5)

4.36
+\/]RS F(t,Z+¢Z(t,C1,CQ),S+d)s(t,S,é‘Q,Cg))—F(t,Z,S) V(d4)7 ( )
for all (t,u) = (t, A, A\, S, z,y) € D. Taking into account that
/ F(t7 z+ ¢Z(t7 Cla CQ); S + ¢S(t7 S, CQ; C3)) _ F(t7 2, S) I/(dC)
R3 A+¢A(t7 u, (ZSX(t) C2)7¢S(t757 C27<3)) A
=\ /R F(t 2+ 67(1:G,0), S + 6%(1 8,6, G)) = F (L, 2, 8) v(d() (4.37)
+ /1;3 F(ta z+ gbz(t’ C:lv <2)7 S+ ¢S(ta S7 <2a C3))¢>\71 (t7 U, C27 C3) V(dC)a

the equivalence of (4.32) and (4.35) follows from (4.36). O

Remark 4.6. Obviously, (4.35) is always satisfied if we choose 1(2) = qb/\_l = 0. Together with
the other drift part, —m(t, Ut))\;2, A would behave as in Chapter 3. Until now it is not clear
why we should choose A in a different way. But as we argued in the introduction of this chapter,
the case where A = 0 will play an important role later on. However, it is not obvious whether

non-trivial 12 and ¢*~" exist such that

F(ta z+ ¢Z(t7 Cl’ <2)a S+ ¢S(t7 Sa C?a C3)) ¢>\71(t3 U, CZa C3))‘2
R3 F(t,z,9) 1@)(t,u)

1= p(d¢)

since [ and ¢A71 are not allowed to depend on z or (7. If for some c € R

[ F 4 070,6,6), 54 6(0,5,G )
= (d0),

F(t,z,9)
one might choose

) @) (¢.7
7 (0, o IR = ((f 2%

4.5 Optimality

For the HJB equation approach in Section 4.3 we assumed that an admissible 6 is absolutely
continuous. It turned out that the corresponding value function J has to satisfy Equations (4.25)

and (4.26). Such a function will be specified in the following lemma.
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4. A market with reinforcing irrational behaviour

Lemma 4.7. Let Assumptions 4.1 and 4.3 be satisfied and (H, A\, ¢) € P such that (4.31), (4.33)
and (4.35) hold. For (t,u) € D*, the function

T —
J(t,u) :=E (/t (s, US)(H (s, &, Us) — F(s, Zs, Ss)) ds

ér _
+ )‘Tl/ (H(T7y7UT) _F(Ta ZT,ST)) dy
y* (TU5)

(4.38)
Uf = u)

is well-defined. In particular, J(T,Ur) > 0, with equality if and only if Vi = y*(T,Ur). If

furthermore J is smooth enough and

T
B[ [ GO+ 6 (0UE.0) - J0UL)P et < o (4.39)
0o Jr3
then (H,\, p,J) is a solution to the system of Equations (4.25) and (4.26).

Proof. In this proof, denote H(t,&,U;) by Hy, F(t, Z;,S;) by Fy, u(t, Uf) by pt, etc. As a first
step, we show that J is well-defined. Again we have that p(Hy — F;) < 0,0 < m; < M and the

monotonicity of H. An argumentation similar to that in Lemma 3.12 yields

E( )SE(M/OT@s—y:)(HS—Fs)ds)

T
< (ME / (&) + W2 + H + F? ds) :
0

T
/ pus(Hs — Fy)ds
0

Furthermore, we get with the same arguments

ér .
E (/ (H(T,z,Ur) — Pr)A;! dx) <E (5% + (yp)®* + Hf + F%) ‘
Y

2
, AT

According to Assumption 4.1 and Definition 4.2 all terms in the above inequalities are bounded.

Altogether J is well-defined.
As a second step, we have to verify (4.25) and (4.26). We start with (4.26). First observe that

tAT
J(tANT, U7 +/ (s, US)(H(s,&,Us) — F(s, Zs, Ss))ds, t>0,
0
is a martingale by definition. Analogous to Section 4.3, we get for any (¢,u) € D
t+e 2252
Jppe =y = O Js + 1s0xJs — N2o?OpJTs — OsJs + =5 OyyJs ds
t
t+e
s [ U 5. UE0) - 5,V (s
t R3

t+e t+e _
+ / As_08,Js dB, + / / J(s,US_ + ¢Y(s,U5_,¢)) — J(s,Us_) N(ds,d()
t t R3
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for all € € (0,5). Due to condition (4.39) the integral w.r.t. N(dt,d(¢) is a martingale (cf. [16],
Corollary 4, Chapter VIII). Furthermore, if (4.25) holds, the d B term is a martingale, too. Then,
with the same arguments used in Section 4.3 for the calculation of the HJB equation, we get
that (4.26) holds. It remains to prove that J satisfies (4.25).

An argumentation similar to the one used in Lemma 3.12 yields

T
8yJ(t,u) =E </ —ms(Hs — Fs) ds + (HT — FT))\T
t

Ut = u> . (4.40)

Furthermore, we get by Itd’s formula in combination with PIDEs (4.31) and (4.35) and Propo-

sition 4.5

Hy —Fr  Hyor—F T
r—Fr _ Hir tAT+/ me(H, — Fy) ds
t

AT MAT AT
T T Ho_F H_—F._ _ (4.41)
+/ 00y H,_ dB; +/ — N(ds,d().
tAT tAT JIR3 As As—

Admissibility of (H, A, ¢) ensures that the last two integrals are uniformly integrable martingales

(Ito-Lévy-Isometry, cf. [53], Theorem 1.17). In particular,

T T
Hy—F, H, —Fs_ -
E / 0d,H,_ dB, +/ — N(ds,dO)|US = u ) =0.
t t ]RS )\3 )\S,

Finally, (4.41) in combination with (4.40) yields

8yJ(t,u) _ H(t,y,u);F(t,z,S)'

O]

In contrast to the diffusion case of Chapter 3 we cannot conclude smoothness of J from its

definition in (4.38). In the sequel, we therefore assume that this condition is satisfied.

Assumption 4.8. There exists a sufficiently smooth function J, such that (4.38) and (4.39)
hold. Sufficiently smooth here means that J is continuously differentiable w.r.t. all variables and

twice continuously differentiable w.r.t. to the last variable.

According to the HJB equation approach we would now be able to deduce optimality criteria
from Lemma 4.7 for admissible insider strategies that are continuous and of finite variation.
However, we want to characterise optimality in a larger class which is not restricted to finite
variation strategies. As pointed out in the introduction of this chapter, discontinuous strategies
might allow infinite wealth. Remark 4.11 illuminates this subsequent to the next proposition.
We therefore exclude discontinuous strategies. Further details and technical conditions for ad-

missibility of trading strategies are presented in the following definition.

Definition 4.9. A continuous FZ-semimartingale 6 is called admissible trading strategy (w.r.t.
(H, A, p)) if the following conditions hold:
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4. A market with reinforcing irrational behaviour

o B ([T (\_0dy,J(t, U, ))>? d)<oo,
o Js (T (Ui + 6 () = (1, Ui-))? (dQ)dt) < o

o S (Bu(F(t, Zi + 67(0), S+ 65(0)) = F(t Zi, 51)))* M(dQ)dt) < o

«E (fOT Jis (H(t Ve +04(Q), Ur + ¢f) = H(t, Vi, Up) P v(d0)dt) < o0
The set of all admissible strategies is denoted by S(H, A, ¢).
We are now in the position to characterise optimality.

Proposition 4.10. Let Assumptions 4.1, 4.3, and 4.8 be satisfied and (H,\,p) € P such that
(4.31), (4.33) and (4.35) hold. Then, 8 € S(H,\, @) is optimal if

e 0 is of finite variation
o H(T,Yy,Up) = h(Zr) P-a.s.

Proof. To shorten the notation, we write H; instead of H (¢, fft, Uy), F; instead of F(t, Z;, Sy),
etc., as long as this does not cause confusion.
As stated in (1.2), the final wealth corresponding to a certain strategy € is given by
T—

Wo = 0p_Vp — P, df; — [P, 6],_
0

Continuity of 6 leads to
T
Wh =07V — / P,_d6; — (P,0)7.
0

Since F (T, Zr,St) = Vp by definition, integration by parts yields the following representation
of the final wealth:

T T
W = / F,_ — H,_df, + / 0s_ dFy + (0, F — H)7. (4.42)
0 0

Now, due to Ito’s formula

tAT tAT
Hiar = Hy + / As—00yH,_ dB; —I—/ AsOyHg_ dO, + Z AH + drift term,
0 0

s<tN\T

where the so-called drift term is continuous and of finite variation. Hence,

T T
0, Hyp — / N, H, d(6), + / Nod,Hyd(6, By, (8, Fyr = 0.
0 0
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4.5. Optimality

Putting this into (4.42) leads to

T T T T
Wh = / F,_ — H, df, + / s dFs — / AsOy Hg d(0)5 — / A\saOyHs d(0, B)s.
0 0 0 0

Consider now J; = J(s,Us) with J as defined in (4.38). Due to Lemma 4.7 we have

H, — F,
As

0y Js =

Inserting this in the above representation of the final wealth yields
T T T T
Wi =— / Xs—OyJs— dfs + / 05— dF; — / A28y, Js d(0) s — / 200y, Jsd(0, B)s. (4.43)
0 0 0 0
On the other hand, we have by Ito’s formula and (Y¢); = 0t + 20(B,0); + (#); that
T
Jr=Jo +/ O Js + 1s06Js — N2a?0pJ, — Dg.J, ds
0

T T
1
+/0 As—OyJs— AYE + 2/0 Ay Js d(Y)s + ) AJ,
s<T

o2 )\2

T
=Jo +/ s + 1s0zJs — N2o?OnJs — DgJs + 5Oy s + Aspis Oy Js ds
0

T T T
+ / Xs—00yJs— dBs + / As—0OyJs— dfs + / N2G0y,Js (B, 0)s
0 0 0
1T,
+2/0 ASnyJSd<9>s+S<§;AJS.

Using PIDE (4.26) (cf. Lemma 4.7) yields

T

T T
Jr =Jo + / As—00yJs— dBs + / As—OyJs— O + / A200y,Js (B, 0)s
0 0 0

1 T
41 / X2y, s d(0)s + 3 A, (4.44)
0

2
s<T

T
~ /0 /Rd J(5,Us— + ¢V (5,Us_, C)) — J (5, Us_) 1(dC)ds.

Merging (4.43) and (4.44) leads to the following representation of the final wealth:
T T T 1
Wh = Jy—Jr+ /0 As—00yJs— dBy —i—/o Os_ dFg — /0 iAzﬁnyS d(0)s

T
U — J(s _YN(ds .
+/0 /]RSJ(S,US_JrgzﬁS(C)) J(s,Us—) N(ds, d¢)
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4. A market with reinforcing irrational behaviour

Since 6 is admissible we have

e(/ ' [ U () = (.U (s, d)) =0

as well as

T T
E (/ As_ 00y s st> =0, and E (/ 0, dF5> = 0.
0 0

Hence,
1

With the same arguments as in Proposition 3.13 we obtain that

T 1 )
- [ 30,0400 <0
0

with equality if and only if (#). = 0 and that
EJy—Jr LEJy—-EJr <EJy < oo,

with equality if and only if ?T = y*(T,Ur) P-a.s. Thus, the conditions of this proposition indeed
are sufficient for optimality in S(H, A, ¢). O

Remark 4.11. As in Proposition 3.13, we could have considered more general, i.e. discontinuous
trading strategies. Denote ¢(s,Us_, AY;) by ¢(AYs) and (s, Us—, AX;) by ¢(AXg). A similar

argumentation as in the proof of Proposition 3.13 would have led to
1
EWS=FE|Jy— Jr_ — /0 §A§ayyjs d(6%)

+ Z J(S, Us: Zs, }73— + SO(A)/S)) - J(S, U57 Zs, }78— + QO(AXS)) - )\sastAes>
s<T

in place of Equation (4.45) (cf. Equation (3.49)).

For optimality in the larger class of trading strategies we then would have to show that addi-

tionally

Z J(S, ﬁs: ZS??S— + W(AYS)) - J(37 [757 Zs; }z— + (P(AXS» - AsastAgs S 0
s<T

with equality if and only if A@ = 0. Obviously, this does not hold true in general, but if
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4.6. Rationality

©(y) = Ay, we get by the convexity of J in y that

J(8,Us, Zs, Yae + @(AY,)) = J(5,Us, Zs, Yoo + @(AX,)) — N0y (5, Us, Zs, Yo + 0(AY)) Ab,
= J(5,Us, Zs, Yor + MAYS) = J(5,Us, Zs, Yoo + AA(Ys — 65))
— 8y J(5,Us, Zs, Yo + AsAYL))AAl,
<0.

4.6 Rationality

In Proposition 4.4, we found out that PIDE (4.31) is a necessary condition for the existence of
an equilibrium in the case of absolutely continuous insider trading. Furthermore, Proposition
4.10 characterises optimality of an insider strategy for the case when (4.31) is satisfied. We
now again turn our focus to rational pricing functions and state equivalent conditions to this
PIDE. The following proposition is the jump analogue to Proposition 3.21 and can be proved
in a similar way. The differences in the particular PIDE that characterises H compared to that
in Chapter 3 (cf. Equation (3.12)) are due to the more complex dependences in the jump case.
As a remarkable difference to Chapter 3 and to other insider equilibrium models, for example,
[25], |28], [26] or [19] (cf. Section 1.2), we do no longer necessarily have the inconspicuousness of

informed trading, i.e. Y¢ is not necessarily an FM-martingale.

Proposition 4.12. Let (H,\,p) € P, 0 € S(H,\, ) and f some sufficiently smooth function

on [0,00) x RE. Then the following conditions are equivalent:
(1) o=t (Yc - fd/\T (AsOyH (s, Y, Us)) L f (s, Ys, Us) ds) is an FM-Brownian motion on [0, T,
(2) B(on + p)Lio.z (DIF) = My H (£, Y, U0) ™ £ (1, Y2, U Loy (1), for all t >0,
(3) for all (t,u) = (t,u,zvy) € D, H satisfies

Oy H (1, y, u)
2

0= (L, y, 1) + Noo ( _onH(ty, a)) Ut R)ONH (E g, ) — DsH (1, 3)

+ /]R3 H(tay + 80(757@: ¢X(tvc2))7a + qu(t’ﬂ?C)) - H(tvyvﬂ) V(dC) + f(t,y,ﬂ).
(4.46)

If we furthermore assume that (H, X\, p) satisfies PIDE (4.31) then (1) — (3) are equivalent to

4) Nty @) = —1P (L a)\2H(t,y, @)

+ /IR3 H(ta Y+ (,D(t, U, ¢X (ta CQ))v u+ ¢U(ta u, C))¢>\71 (t7 U, CQ? C3)V(dC)7
(4.47)

for all (t,u) = (t,u,z,y) € D.
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4. A market with reinforcing irrational behaviour

Proof. Again, we use the short notation H; instead of H(t,}N’t, Uy) and py instead of u(t, Uy),
etc., as long as this does not lead to confusion. Taking in mind the dynamics of the involved
proces, application of It6’s formula to H yields

o2 \2

S Oy Hs + 1s00Hs — N20?OnHs — 05 H ds

tAT
Hipr = Ho +/ o, + 7
0

tAT _ ~ _
+ / H(s, Vae + 92(0), Uu + 67(0)) — H(s, Vou, Us_) w(dC) ds
0 R3

tAT tAT (4'48)
+ / As(fis + Gs)0yHg ds + / As—00yH,_ dI
0 0
tAT ~ B _ B
# [ ] 6T+ 00,0+ 67(Q) ~ H(s, For Ui) N (d5,d0)
0 R3
where
tAT
I .= / (s + s — fis — )0 tds+ By,  t>0, (4.49)
0
and

,at :E(/Lt’ft/w), dt :E(Oét‘ft/w)

Since T is an FM-stopping time, we have

tAT
E (/ Qy + iy, du
S

fﬁ) :/ E (E (oo + o) Lo 7y (w) [ F) [ FM) du

_ / E (E (2w + ) |F) Tio.17(w)| FM) du

tAT
:IE</ du+ﬂudu]—'s/‘/l>.

With the same arguments as in Proposition 3.21 where we replace

pe+ar by (p+ ar)Lig (), and iy +ad& by (i + &)l (),

we can show that I is a Brownian motion w.r.t. FM. Since
tAT
Vool [ putads tz0
0

we get the equivalence of (1) and (2) with a similar argumentation as in Proposition 3.21. For
the equivalence of (2) and (3) observe that admissibility of § ensures that the last two integrals
in (4.48) are martingales. On the other hand, (Har):>0 itself is a martingale (recall that H is
a rational pricing function). Again, with an analogous argumentation as in Proposition 3.21 we

get the equivalence of (2) and (3).
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4.7. Equilibrium

To realise the equivalence of (3) and (4), observe that (similar to (4.37))

H(t,y+ ot 1, 6% (t, (), i+ ¢7 (t,0,0)  H(t,y,u) ,
R3 A+ ¢>\(t7 U, ¢X(t7 C2>7¢S(t7sv C27<3)> A

— 2! /]R H(t,y+ ot 0,6 (t,G)), i+ 67 (£, 8, Q) — H(t,y, @) v(dC)

(d¢)

+ /]R3 H(ta Y+ gp(tv U, qbX (tv CQ))? U+ gbU (ta U, g))¢A71 (t7 U, CQ? (3) V(dg)

Then the equivalence easily follows by multiplication of PIDE (4.46) with A~! and insertion of
(4.47). 0

4.7 Equilibrium

The following proposition gives sufficient conditions for a pair of an admissible pricing rule
(H, )\, p) and an admissible trading strategy 6 to form an equilibrium. This is the jump part

analogue to Proposition 3.22.

Proposition 4.13. Let Assumptions 4.1, 4.3, and 4.8 be satisfied, (H,\,p) € P and 0 €
S(H, A\, ). Then (H, X, ¢, 0) is an equilibrium (in P x S(H, X, ¢)) if the following conditions are
fulfilled:

(i) H, X and F satisfy (4.31), (4.33), and (4.35),
(ii) 6 is of finite variation,

(iii) o1 (YC - fd/\T ()\SﬁyH(s,f/s, U)) "L f(s,Ys, Uy) ds) is an FM-Brownian motion on [0, T
where f is defined as in (4.47),

(iv) H(T,Yy,Up) = h(Z7) P-a.s.

Proof. We conclude the optimality of 6 from conditions (i), (ii), and (iv) with the help of
Proposition 4.10.
For rationality of (H, ), ) first observe that (Hia7)i>0 is an TM-martingale. To see this,

again use Itd’s formula.
tA\T 0_2)\2
Hinr = Ho + / OrH, + Tsayst + 1,06Hy — N20?0pH, — 0sH, ds
0
tAT . B _ . _
[0 [ HG T+ 00,00 + 60 (0) — Hs. Fom, U () d
0 i (4.50)

tAT
+ / As_OyH,_ dY.
0
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4. A market with reinforcing irrational behaviour

Using PIDE (4.46), which follows from Proposition 4.12 and condition (iii), this simplifies to

tAT AT
Hinr = Ho + / >\578st7 dY;C - / fsds
0 0
tAT . B _ _ B B
4 / H(s, Voo + 0s(0), Use + 67 (0)) — H(s, Va_, Us_) N(ds, dC).
0 R3

Due to condition (iii) and the admissibility of (H, A, ¢) and 6, we conclude that (Hia7)i>0 is an
FM-martingale. Finally, condition (iv) yields

H(t AT, Yinr, Unr) = B (H(T, Yo, Up)|FM) = B (h(Z0)| FM)

O]

In the case when f = 0 we are now able to state the form of an equilibrium in the following
theorem. For a discussion of the non-inconspicuous case we refer to Section 4.9.

Up to now, we did not characterise the price pressure for the jumps, i.e. p. For reasons that
are due to the filter problem of the market makers, ¢ has to be chosen such that a jump of Y

equals the estimated (w.r.t. the market makers information) corresponding jump of Z.

Theorem 4.14. Suppose Assumptions 4.1, 4.8 and 4.8 are satisfied. Let

p(t, 1, 0™ (, G2)) = K(t, 0™ (t,¢2))
and A be as in (4.33) such that
e \ is pathwise bounded away from 0 and bounded from above on [0,T]
e (4.35) holds
e Ay >0, forallt €10,T), and Ap =0 P-a.s.
Furthermore, let

H(t,y,a) = E (h(¢r)|& =y, Ur = u), (4.51)

and
tA\T ~
0, := / —ps + as(Zs = Vo) ds,  with ap = Mo®A; (4.52)
0

If (H A\ @) € P, 0 € S(H\ ) and f = 0 where f is defined as in (4.47), then (H,\, ¢, 6)

defines an equilibrium.

Proof. The proof makes use of Proposition 4.13. Hence, we have to ensure that all conditions
are satisfied. This is obviously the case for condition (ii). Condition (iii) is proved by Lemma

4.16. Due to the special structure of H, for condition (iv) it is sufficient to show the P-a.s.
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equality of Yy and Zp. This is done by Lemma 4.15. Last but not least, for condition (i), PIDEs
(4.33) and (4.35) hold by assumption. Furthermore, since f = 0, it remains to show, according
to Proposition 4.12, that H satisfies

)\2 2
0= O H(t,y,a) + T"ayyﬂ(t, y, @) — N2\ H (t,y, @) + I(t, 0)O\H(t,y, @) — s H(t, y, @)

+ [ HGy ol 1,07 (0,6). i+ 6 (13,.0) = H(ty,0) v(d0)

for all (¢,u) € D. This again follows from Feynman-Kac’s formula as in Section 4.3 where we
use the admissibility of (H, A, ¢). O

4.8 Auxiliaries for the proof of Theorem 4.14
Lemma 4.15. Let the assumptions of Theorem 4.1/ be satisfied. Then ?T = Z7 holds P-a.s.

Proof. For € > 0 define
¢ :=inf{t>0: S <e}.

Observe that for any ¢ > 0 we have T'— (¢t A 7¢) > €. Since A is (pathwise) bounded away from
0 and bounded from above on [0, 7], there exist random variables 0 < A1 < Ag < oo such that

M < Mar < A2 P-a.s. Furthermore, we have

T¢+e€ B
Agpre > / o?X2ds > eo®M\; >0, forallt>0.
tATE

It follows that A7, co?A;,l. is pathwise uniformly (for ¢ € [0,00)) bounded away from zero and

bounded from above.

Now, define
tATe tATE \2 2
Py 1= exp (—/ asAs ds> = exp (—/ Aso ds).
0 0 AS

For any € > 0, p¢ as well as (p¢)~! are well-defined, locally bounded, predictable processes of

finite variation and

1 A
— = g q(t)dt, t>0, =1,
Pt Py

By assumption we have

A(Z — V) = —May (Zt - Yq) dt — \odB, +d 3 A(Z, - V).

s<t
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4. A market with reinforcing irrational behaviour

Integration by parts yields (remember that Yo = 0 and po=1)

€ €

Zoe —Yoe T ~ 1 ™ q ~
Zre T =Zo+/ (Zt—Yt)dE+/ Lz -7
Pre 0 Pt 0 Pt
A A DY
—Z0+/ t?t(Zt—Y;)dt—/ teat(Zt—Y;)dt—/ 27 4B,
0 Py 0 Py 0 Pt
Z AZy —Yr)
t<t€ pg
LD A(Z, — Y,
:%/ LET T O}
0 t t<re pt
Multiplying pS. on both sides,
~ LD AZ, — Y,
Zre = Yye = pSe | 20— / 27 AB, + > M (4.53)
0o P t<re Py

By assumption we have that T" < co P-a.s., and that N is a Poisson process. Let (g be the set
of all w € Q with Ny < oo. Then P(Qg) = 1. For w € Q let n,, := Np(w). It follows that

6w = _inf {Si(w)}= min {Sp(w)} >0,

0<t<Tp,, i=1,...n0

where T;,7=1,2,... are the jump times of the related Poisson process. For all w € €y we get
T(w) —7¢(w) =€ forall e € (0,d,).

Hence, 7¢ /T P-a.s. for e \(0. As Y and Z are cadlag processes, we have [P-a.s. convergence

of

e—0 e—0

}77_5 — ?T_, ZTE — ZT_.

Moreover, P(AYy = 0, AZ7 = 0) = 1. Altogether, it results
?T = ZT P-a.s.

if we show that the term on the right hand side of (4.53) vanishes while € approaches zero. We

prove this in three steps:
(1) pscZy — 0
(2) Pe Doyere (P)) T A(Ze — Yi) =0
(3) pte J§ Mo(pf) ™ dBy — 0

in probability, for € N\ 0.
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(1) Let Qp and &, be as before, then for all w € Qy we get for all € € (0,,,) that T, (w) <
7¢(w). The integral in the definition of p is defined pathwise. Using the special form of a, we get
on the interval [T}, (w), 7¢(w)] that

_ Nw)e? _ At (w)o?
M) R T S ) — Rt

Hence,

Te 7¢(w) 2 2
<u/n Atat(it> Qu) Eju/ﬂ - At(uj)? dt
0 Ty (w) Zé& Xi(w) — f(] A2(w)o?ds
T an (UJ) N 7€
= log (Z Xi(w) = / A (w)o® dt) — log (Z Xi(w) — / A (w)o® dt) (4.54)
=1 0 i—1 0

— log (Ar,.,) (@) — log (Are) (w).

The first term in the last line of (4.54) is constant w.r.t. e. By assumption we have that A; — 0 for
t — T. Hence, log(A;<) N\, —o0, for e — 0. Since Zy < oo a.s., we obtain altogether Zyp e \ 0.

(2) For 0 < s <t define

tATE
ps = pi(ps) "t = exp (—/ Autu du>.
SATE

Since Ada¢ > 0, it follows pf , < pf, ; for s1 < so. A calculation as in (4.54) yields

7€ /\20.2 ATe
P, e (W) = exp (—/ j& dt> (w) = exp (log(Are) —log(A7, ) (w) = A (w). (4.55)
an t an
In particular,
05 2e(w) 0. (4.56)
With (4.56) and
ZA(ZTi —Y7,)(w)| < 00 for almost all w € 0
i=1
we finally get
pre > () TTAZ =YD | (@) = | Y prre(@)A(Z - Vi) (w)
t<re t<7¢(w)
o it e\0
< Py ire(@) | A(Zr, = Yo ) (w)| == 0.

i=1
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4. A market with reinforcing irrational behaviour

(3) Due to the independence of B and (X, A, S), (p)~* given (A, A, S);ep0,r< is a bounded,
deterministic process and

€ €

[ tam~ (o[ Goar).

€ €

o [t am ~ (0.6 [ ).

It follows that

Therefore, in order to prove (3), it suffices to show that P-a.s.

€

€ T €\ — eN0
(05 /O ()2 dt % .

For all w € Qp and € € (0,4,)

€ \2 w TE(W) e\ —2 w _ € \2 w an(w) €\ —2 w Te(w) €\ —2 w
(o) >/0 (p6)~2(w) dt = (%)% ></ (05) 2 >dt+/ (05) 2 >dt>.

an (w)

1

Since (p§)~" is increasing, we get

¢(w) 7¢(w)
P [ (6Pt < (6, P @)+ (@) [ () @) (@57
0

an (w)

Due to (4.56), the first term on the right hand side of (4.57) vanishes for e — 0. For all € € (0, d,,)

a calculation similar to that in (4.54) shows
€ \2 ) €\ —2 2 W) -2
Gl [ @@ =A%) [ AW
an (W) T’"«w (UJ)
For t € (T, (w),T(w)) now consider
t
A?(w)/ A% (w)ds.

an (w)

Both factors are differentiable functions in ¢ on (7}, ,(w),T'(w)). By I’'Hospital’s rule we get

lim Af(w) / AZ2(w)ds = lim t (“’13 — lim % _a.
t—=T(w) T, (@) t=T(w) 20202 (W)A; °(w)  t=T(w) 202X (w)
This finally completes the proof of this lemma. O

Lemma 4.16. Let the assumptions of Theorem 4.14 be satisfied. Then o~'Y¢ is a Brownian

motion w.r.t. M on the stochastic interval [0,T).

Proof. Analogous to Chapter 3, we want to apply Proposition 2.5 to obtain a certain repre-
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sentation of the dynamics of 0~'Y¢. This representation allows us to conclude that 1Y€ is a

Brownian motion w.r.t. the market makers filtration.

As seen before, the drift part of Y, i.e. a;(Z; —17}), does not match the assumptions of Proposi-
tion 2.5 since ay 2T, . For this reason, we prove the assertion on a stochastic interval [0, 7"],

for n € N, where (7"),en is a localising sequence such that Aia;1[p ) (t) is bounded for any
n—oo

n € N and ™" ———= T P-a.s.

Let us now define this sequence by
T = inf{tZO: Ay <nt )\th}/\n, n € N. (4.58)

Obviously,

A
|aiLpp n(t \—‘ oo

]1[07—77.]( )‘ S 02n2

and 7" — T P-a.s., for n — oo, since A is bounded pathwise and A; > 0 for all t € [0,7") and

left-continuous in 7.

Then consider the slightly modified filter problem on the interval [0, n] induced by Z as signal

process and (Y™, S) as observation process where

t ~
tn e 0? + X, 9? = /0 _US]I[O,T}(S) -+ CLS(ZS — Y;)]l[oy.,.n](s) ds.

Furthermore, define

/ Mo d(YPY° 4 / /R X(1,¢) N(ds, d¢), ¢ > 0. (4.59)

In particular, Y™ and Y™ coincide with Y and 17, respectively, on [0,7"]. We are now able to

apply the results of Section 2.2. Due to Corollary 2.6,

tATT Ni -1
v = / a0 %ds + Z Xi ) (4.60)
0 i=0
with

—Xi
(yr— + Xi)VT—

Xo=Xp's Xi= , forieN. (4.61)

Since (4.60) is defined pathwise, we can apply Lemma A.3 (pathwise) on

Vear aio?

o2 [faZo~2ds+ N K
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4. A market with reinforcing irrational behaviour

and obtain
Yeat
if we show that
i = — Xi for all i € N (4.63)
Xi = )\Ti_a2 ATZ._O'Q ’ '
( aT;— * Xi) ar; —

Obviously, if y7,—ar,— = A,—0? holds, we get (4.63) by (4.61). Hence, (4.62) follows by induction

since Ypag = A\go? can easily be verified by the definition of v and a.

Moreover, according to Proposition 2.5 we get for 7, = E(Zt\}"ty n’S) that

. t— At —

dme —772]1[0,771](15) (dYtn,c —_ at]l[O,T"](t) <77t — }N/;n) dt) _|_/ K(t, ¢X(t, Go) N (dt, d¢)
o -
_Qy—
where

Al = dBy + a0 g ) ()(Z —me) dt, 1§ =0,

is the information process of the associated filter problem and a Brownian motion w.r.t. the
observation filtration. Together with (4.62) this yields

dny = o X1 (t) AL} + / \ K(t, ¢ (t,¢2)) N(dt,dC). (4.64)
R
Now, on the one hand, for Y"¢ (continuous part of Y") we get
AV = a (Zt _ ﬁ”) Lo oy (£) dt + 0dB; = a; (m - f@”) Lo o (£) dt + od I} (4.65)

On the other hand, due to (4.59) and (4.64), we have

_ t t
m— Y = / TAs— Lo rn) (s) AT — / A AV,
0 0

Together this yields
t t
dY;n’C = at]l[oﬂ_n] (t) </ 0')\57]1[077_71](5) d]g — / As— dnn,c) dt + O‘dftn.
0 0
The unique strong solution to the above SDE with initial condition Y;"“ = 0 is given by

Y, " =oll', te|0,n].
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4.9. Remarks and examples

We conclude that o~1Y™¢ is a Brownian motion w.r.t. the observation filtration FY "%, Fur-

thermore, for any n € IN we have almost sure that
YN0 7n)(+) = oI g rny(+) = 0L Lo 7n)(+)

where I is a Brownian motion w.r.t. FM. Since 7@ — T IP-a.s., this proves the assertion. O

4.9 Remarks and examples

Non-inconspicuous equilibria
In the situation of Theorem 4.14, assume that f # 0. Defining
H{t,y, 1) = AB (el 0 Sn(er)aztle =y, 0 = u) (4.66)

ensures that (4.31) is still satisfied even if f # 0. To realise this, first apply integration by parts
to A\; ' and H(t,&,U;). This yields (where we now write Hy for H(t, &, U))

dH A = He_dM\ '+ N dH + d [H AT, (4.67)

Using the particular dynamics of H and A, calculated by It6’s formula, yields
242

A
g%@m+iﬁ@ﬁﬁwmm—ﬁﬁmm—%m>+mw—m$mﬁ

+ /R CH &+ (0. O+ ¢ ()T + 61 () = H(t &, T)h ! ()

as dt term in the representation of dHi\; ' in (4.67). Admissibility of H ensures that all

other terms are martingale terms. Again applying integration by parts for A, 'H, and k; =
¢ .
exp (fo —MgAs ds) yields

242

b <At1 (ath + 2X

%ﬂﬁwam—ﬁﬁmm—%m)+mm—m§m2
+ /3 H(t, &+ i(C), Uy + ¢tUt(C))(>\t_1 +or Q) — H(t, &, Ut V(dC)> — H A\ mp ik
R
(4.68)
dt term. The rest of the terms are again martingale terms since —m;\y < 0, ie. k < 1.

Furthermore,

AT

eJo m(s,Us)\s dsHt/\T)\;/\lTy t> 0,
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4. A market with reinforcing irrational behaviour

itself is a martingale by definition. We conclude that (4.68) has to equal 0 dt ® dIP-a.s. on [0,T].
Dividing by k proves PIDE (4.31).

Nevertheless, an approach as used for Theorem 4.14 does not lead to an equilibrium. According

to Proposition 4.13 we would have to ensure that

o (v [ O T 0 6. T U ds) = oy
0

is a Brownian motion. Defining 6 as
tAT ~
O := / —ps + Bs + as(Zs - YS) ds, with a;:= >‘tU2A;17 t >0,
0
for a suitable FM-adapted process 8 and proceeding as in Lemma 4.16 leads to (cf. (4.65))
AY, = (ar(ne — Vi) + Bo)dt + odl; — fr(MD, Hy) ™ dt
and
_ t t t
n —Y; = / oXs_ dls — / Ao dY e — / fs(0,Hy) ™ ds.
0 0 0

Together we have

t t t
av/c = (at ( [orcan- [oavie- [ fs(ast)_1d8> - ft) dt + odl,
0 0 0 MOy Hy

Since o~ 1Y /¢ is required to be a Brownian motion and, in particular, a martingale (i.e. the dt

term has to vanish), we necessarily have to chose

¢
Br = at/o fs(0yHs)ds + fi(N\OyHy)

Now, a similar calculation as in the proof of Lemma 4.15 shows that

€

> T A A(Z, - Y,
Zre — Yre + Tt g = . ZD—/ Ldeﬁzy
0 8yI—It 0 Pt s<T€ Ps

This leads to

T

dt.
0 ayHt

Zr =Yp —

However, according to Proposition 4.10, 8 is not optimal.

104



4.9. Remarks and examples

Example: constant price pressure

Suppose that the conditional variance of the jumps of Z as well as the jumps of S are constant,
ie. xi =x € Ry, for all i € Ng and AS7, = Sp =5 € Ry. We get

t
Ay = (Nt+1)x—/ o2 du.
0
In particular, A has to be chosen such that for all n € N
SN
nx—aQ/ A du = 0.
0

This holds true for A = y/x(02s)~!. According to Remark 4.6, (4.35) holds. Furthermore, if
1 =0, X\ satisfies the conditions of Theorem 4.14. Since A, A¢, Sy only depend on N;, H admits

the representation
H(ta zv Ut) - -H(tv }’775’ Nt)

for a suitable function H. If furthermore x; = \/x(025) 1A X7, for all i € N, we have a uniform
price pressure for continuous and discontinuous changes of the total order process. According
to Remark 4.11, an optimal strategy in 6 € S(H, A, ¢) would also be optimal in the larger class

where discontinuous strategies are allowed.
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Appendix A

Auxiliary results

A.1 Proofs of Corollary 2.3 and Corollary 2.4

Proof of Corollary 2.3. We start with verifying conditions (1) - (11) of Theorems 2.1 and
2.2: (1) is obviously verified, since Z is constant and the volatility of Y is constant, for
i=1,...,2n—1. (2) follows directly from (iv) and (v). (3): obviously, the (2n — 1) x (2n — 1)

diagonal matrix

o2 0 0
0 o2 0
0 0 o2

is uniformly non-singular. (4) holds due to the constant volatility of Y. (5), (6) and (7) follow

from (vi) and (iv) because
T . T . T
E (/ (Al(t,Y)nt(J))?dt) < L2/ E(n)2dt < LQ/ EZ?dt < co.
0 0 0

(8) follows from (ii). (9), (10), and (11) are obviously satisfied, too. According to Theorem 2.1,
Z given FY is N(n;,~;)-distributed. Furthermore, by inserting in (2.5) (Theorem 2.2) we get

1
n = 0
) %(11) .. ’Yt(l ) ]l[Tl,oo) (t) 0O --- 0 ‘702 1
=AY L -
(nl) o (nn) 1 H 0 --- 0
Ve Vi [Tn,oo)( ) 0 0 %
L0 ) o Lp,00)(t) 11 n
(T} ; ) N [ : ) ’Yt( ) ’YIS )
X :
nl nn
o e e
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A. Auxiliary results

11 1in
- A, (t, Y)2 715 ). ’YIS. ) ]l[T1VT'1,oo) (t) . ]l[T1VTTL,OO) (t)
: o (nl) (nn)
’Yt o o 7t ]l[Tanl,OO) (t) . ]l[TnVTn,oo) (t)
11 1In
@
X : :
nl nn
o
Since
. ) . n |
<%( RRRY )) (ﬂ[TJVThOO) (®), s Ly c0) (t)> = Y o o) (1)
k=1
and

LR LR , i\ T
(Z V(Zk)ﬂ[Tlka,oo) (t)a B ny(lk)]l[Tn\/Tk,oo) (t)> <7t(1])7 cee t( ]))

k=1 k=1
n n " §
- Z Z %( )]l[TzVTk,OO)(t)’Yg )

I=1 k=1
we get
Cgll) C%ln)
d ALY
dt')’t - 0_2 :1
an ) ann)

Furthermore, for ¢ € [0, 7], define
1 1 ! 3
v .= yW _/ Ao(s,Y) + Ay (s,Y ), ds
0

¢ n
=y —/ Ao(s,Y) + Ai(s,Y) Z’r/g)]l[Ti,oo)(S) ds.
0

=1

Then we get by inserting in (2.4)

:cg

771:(1) iy %(11) 'Yt(ln) ]I[Tl,oo)(t) 0 --- 0 dz(l)
) I [ UL C |
o
n A i)g £) 0 - 0 ay,V
ALY 23:1 Vi [Tj,oo)( ) t
A Y) z I R
o , _
S () 0 e 0
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A.1. Proofs of Corollary 2.3 and Corollary 2.4

S 1 U e (1) AV
_Al(t7Y) J 17t [TJ ) t

o2

n nj (1
S gy e () AV
]

Proof of Corollary 2.4. First observe that 77 and 5 can be expressed in terms of  and ~ of
Corollary 2.3. For 77 we obviously have

Z nt Tz,oo

Using the linearity of the conditional mean and the fact that all T;, ¢ € {1,...,n}, are ]-"3/ -

measurable, we get

n n 2
=F (Z Zz]l [T;,00) ) - E (Z Zl]l[Tz,oo)(t) fz)) fty
=1 i=1
n 2
- (Z (Z; = B(Zi|F))) ]l[Ti’OO)(t)> FY
i=1
= Ve Wy L7t 00) (1)
i=1 j=1

Now, the initial conditions are easily verified since 7; = 77151) and y; = %511) for t € [0,T?)
(remember that 77 = 0). For pe {1,...,n —1} and t € (T, Tp+1) we have

p
Z’y(” Z 1523 ]l[T 00)

Due to the dynamics of nt(i), i€ {1,...,p}, it follows that on (T}, Tp+1)

n

p .
dn, :dznt@ = Z Al t Y) Z ]l[T ) <dYt(1) — (Ao(t,Y) + Al(t,Y)ﬁt)dt)

i=1 Jj=1
A t,Y p D i ~

i=1 j=1

Furthermore, for t € (T}, Tp41),

d~ p p d y . 1
ETRL :ZZ a%f = 7 ZZ Ve ]l[Tk,oo)(t)’YzS J)]l[Tl,oo)(t)

i=1 j=1 i=1 j=1 I=1 k=1
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A. Auxiliary results

Since p was arbitrarily chosen, this proves the dynamics of the continuous part of 77 and 7. It

remains to show that Anr, = k; and Ay, = x;.

As a first step, we show that for all 1 <4, j < n, for all t € [0,T; Vv Tj]

y 0, ifi#j
’Yt(”) _ )
Xi, ifi=y
To see this, consider (Vt(lm), .. ,'yt(mflm)) for 1 <m <mn,tel0,T,). According to Equation

(2.7) this vector is a solution to the following (m — 1)-dimensional system of ODEs

m— m—1
Z ) U7 00)(t) D S L7, 00) (1), ™ =0,
= =1

m 1m) Z (Im) ]l[Tl, Z (m— lk Tk7oo)(t)7 ’yém 1m) —0.

Hence,
A 0, Vie{l,...,m—1}, Vtel0,Th).

Continuity of ™) i € {1,...,m}, (cf. Theorem 2.2) yields the assertion on the whole interval
[0,T,,]. Finally,

m—1
l k
k:l

Due to the initial condition v[gmm) = Xm, we have 'yt(mm) = xm for all t € [0,T),].

Now, for t € [0,T;), it follows

i1
i A t,Y ~ i A(t)Y) ~
§ 7(] Too) 1( )dY;(l)ZE ’ngj)]l[Tj:oo)(t) 1572 )dYt(l):O
J=1
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A.2. Auxiliaries for Chapter 3

where dfft(l) = dYt(U — (Ao(t,Y) + A1(t,Y)n) dt. Hence, for all ¢ € {1,...,n}, 77%) = k; and

Anr, = A (Z n%)]l[T],oo)(Ti)) = 7753) = Ki.
j=1

This completes the proof of the dynamics of 77. For 7 consider

i+1 i+l i+1
ZZ%W) _ Z (Z (kD) kH—l)) + Z,Y(zﬂl

k=1 I=1 k=1 1=1
kl) ki+1 ne
_ZZ,Y( +2Z%£ i )_‘_,y(erlerl)'
k=1 I=1 k=1

Hence,

A"}/T —9 Z kz) (z‘z) Yi.

z

O
A.2 Auxiliaries for Chapter 3
Lemma A.1. Let A and o be positive differentiable functions on [0,T) and C' such that
T
c! 2/ A(s)20(s)? ds.
0
Define the function a : [0,T) — R by
A(t)o(t)?
a(t) == (Ho(?) (A1)
fo (s)20(s)2ds
Then a verifies the following integral equation for all t € [0,T)
t
a(t)o(t) ! = A(t)o(t). (A.2)

fo a(s)20(s)~2ds+ C

Proof. Due to the choice of C, a is well-defined with a(t) € (0,00), for all ¢t € [0,T"). Together
with A(t) > 0, o(t) > 0, for all t € [0,T), we get

(A2) o / 245+ C = alt)o(t) 2A(E)"
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A. Auxiliary results

Now, let
b(t) :=a(t)o(t) 2A{#) "L, te0,T).
Since a and \ are differentiable functions this also holds true for b. Hence,
t
(A2) <  b(t) :/ A(s)%0(5)%b(s)?ds + C
0
& V() = At)%a(t)*(t)?,  b0) = C.

This special Bernoulli type ODE has the solution

b(t) = <c—1 - /O tA(s)za(s)2d3>

-1

which is equivalent to

Then limy_,7 fg k(s)ds = 0.

Proof. Since A and a are continuous and positive and m is bounded on [0,7"], for all 7" € [0,T),

m(t)
a(t)

k(t) = A(t)a(t) (1— ) tel0,7T),

is bounded on [0,7"], for all T" € [0,T). Hence, it suffices to show that there exists a 7" € (0, 7))

such that
t

(1) Jim | Ms)a(s)ds = oo,

m(t)
a(t)

1. By definition of a,

(2)

<l—¢e>0,foralte (T,T).
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with A such that for all ¢ € [0,7T)

t T
2 (2 2 02 Je —
1 —/0 A(s)“o(s)*ds >0 and 1 —/0 A(s)?o(s)ds = 0.

Now, for an arbitrary but fixed 7" € (0,7") we have for all t € (7",T)

¢ A(s)%o(s)? B t T’
/i A @Po @y au 4~ 18 <1 - [ Morater ds) s (1 - A(S)Q"(S)st> '

In particular,

/t As)a(s)ds 25 oo,

’

2. If m is bounded, it follows that A(7) > 0. In particular, lim; ,pa(t) = oo. Hence,

limy_,7 m(t)/a(t) = 0. If m is unbounded, (2) follows from the assumptions of Theorem 3.24.

O

A.3 Auxiliaries for Chapter 4

Lemma A.3. Let 0 € R, X\ be a positive piecewise differentiable cadlag function on [0,T), with
gumps in t;, i € {1,2,....,n},n € N, with 0 =tg < t; <ty <..<ty, <T < oo. Furthermore, let
xi >0,i€{0,1,...,n}, such that for all t € [0,T)

n t
S il () - / A(s)202ds > 0.
i=0 0

Then the function a : [0,T) — R, defined by

0.2
a(t) = AW) (A.4)

> ieo Xilp, ) (t) — fg A(s)%0? ds’

verifies the following integral equation

t _2
— altlo — (), teo,T), (A.5)
fo a(s)?c=2ds+ 1, Xily, m)(t)
where
Xo=Xxo' and X;=-— X : (A-6)

)\(1‘/1‘7)0'2 . )\(tif)Uz
(a(ti—) +Xl) a(ti—)

Proof. The assertion follows from induction and Lemma A.1. More detailed, for ¢ = 0 we have
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by definition, i.e. Equation (A.4),

2
a(0) = A0)o
X0
and by Equation (A.5)
-2
a0 _ \0).
X0

The above two equations are equivalent if Xo = xg . Now, for t € (0,#;) we get (A.5) by Lemma
A.1. Assume now that (A.5) holds for all ¢t € [0,¢;), ¢ > 1. In particular, we have

a(ti_)O'_Q )\(t ) o= i /ti a(s)2 —2ds+§>z
, —— = Alti— — = o i
Jo' als)Po2ds + X570 X; Ati)o® - Jo =

In order to satisfy (A.5) for ¢;, x; has to be chosen such that

~ _a t;) B a(t;—)
Xi = At)o?  Ati—)o?
Observe that due to (A.4)
A(t;)o? B Ati—)o?
T ) el

Then simple calculations and (A.6) show

)\(tif)az /\(ti)O'2
a(ti) _ Cb(ti—) _ alti—) ~  alt) _ Xi = %
Mt)o2  MNti—)o? A(ti)o? A(ti—)o? A(ti—)o? N\ Alti—)o? "
( )U ( )U a(t;) a(ti—) (a(tif) + ) a(t;i—)

7

Hence, (A.5) holds for all ¢ € [0,¢;]. Again with the help of Lemma A.1, (A.5) holds for all
t € [0,t;4+1). This proves the assertion by induction. O
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List of abbreviations

a.s. almost surely
cadlag right continuous with left limits (continu & droite, limites a gauche)

w.r.t.  with respect to

HJB Hamilton-Jacobi-Bellman

ODE  ordinary differential equation

PDE  partial differential equation

PIDE  partial integro-differential equation
SDE stochastic differential equation
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List of symbols

List of symbols: general model

ReY <<z <Svee

7
7
IE\I

FM

instantaneous insider trading rate (absolutely continuous ), 12
insider strategy, 10

market price process of the risky asset, 9

trading horizon, 9

fundamental value process of the risky asset, 9

terminal wealth of the insider, according to the strategy 6, 10
demand process of the noise traders, 10

total order process, 9

admissible pricing rules, 12

admissible insider strategies, 11

utility function (of the insider), 11

o-algebra, insider’s information at time ¢, 10

o-algebra, market makers’ information at time ¢, 10

filtration of the insider, := (F%);>0, 10

filtration of the market makers, := (F™)i>0, 10

List of symbols: additional symbols in Chapter 3

degree of risk aversion, 26

conditional mean of Z with respect to FtM, 64

conditional variance of Z with respect to ]:tM, 64

price pressure, 26

noise drift, informed part of X, 27

noise volatility, 25

weighted (according to \) total uninformed order process, 26
Brownian motion, noise part of X, 25

market price according to the pricing function H depending on the weighted
total order, 26

value function of the risky asset, 25

information process (stochastic filtering), F**-Brownian motion, 60
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List of symbols: additional symbols in Chapter 4

value function of the insider’s optimisation problem for a general utility func-
tion, 28

value function of the insider’s optimisation problem, risk neutral case, 28
value function of the insider’s optimisation problem, exponential utility with
parameter (3, 32

risk neutral value function of an auxiliary optimisation problem with trading
horizon t, 49

noise drift intensity, 36

implicit order volume of the fundamental value, i.e. H(t,y*(¢,V)) =V, 26
volatility adjusted total order process, 59

weighted total order process, according to A, 26

transformed fundamental value, := h=1(V), 25

set of (H,\) admissible insider strategies, 27

image of the value function h, := h(R), 26

expectation with respect to PY, 28

probability measure under which V = v, 28

[P equivalent probability measure induced by risk aversion (with degree —f),
57

List of symbols: additional symbols in Chapter 4

Xi
Mt
Vi

118

conditional variance of AZy, given AXr,, 79

conditional mean of Z; with respect to .7-",{\/‘, 102

conditional variance of Z; with respect to ]-"tM, 101

conditional mean of AZr, given AXr,, 79

important process used for determination of equilibrium, 80

price pressure process for continuous changes in the order process, 80
noise drift, informed part of X, 82

Lévy measure of N(dt,d(), 78

price pressure process for jumps in the order process, 80

volatility of continuous noise, 75

weighted (according to A and ¢) total uninformed order, 81

Brownian motion, continuous noise part of X, 75

market price according to the pricing function H, 81

continuous information process (stochastic filtering), F™-Brownian motion,
94

value function of the insider’s optimisation problem, 83

noise drift intensity, 85

poisson random measure on R3, drives the underlying jump process, 78

compensated poisson random measure, :=N (dt, d¢) — v(d¢)dt, 79



List of symbols: additional symbols in Chapter 4

:= N(t,R?\ {0}), poisson process, 79

model horizon determining process (market cooling), 76
jump times of N, 79

= (Ay, M, Si, 21, Yy), 81

= (Ag, A, Sp), 81

= (Ag, N, Sty Z, &), 81

discontinuous part of X, shot noise, 75

implicit order volume of the fundamental value, i.e. H(t,y*(t,U;),U;) := V4,
81

weighted total order process, according to A and ¢, 80
transformed fundamental value process of the risky asset, 75
state space of (t AT, Uar)t>0, 81

state space of (t AT, Utg/\T)tZO? 81

:=D*N (R? x (0,00) x R?), 83

set of (H, A, ¢) admissible insider strategies, 90
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