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Abstract

This paper proposes that an important consequence of ..nancial
innovation is to induce endogenous changes in the number and com-
position of market participants. Under plausible assumptions, these
participation changes induce an increase in the relative price of pre-
existing assets, and this exect is stronger for assets in the direction
of innovation. We introduce the concept of GEI equilibrium with
endogenous participation (GEEP). Competitive investors can freely
operate in the credit market but must pay a ..xed entry cost to invest
in risky assets. Asset prices and the participation structure are jointly
determined in equilibrium. \We show existence and constrained op-
timality of equilibrium under general conditions, and then specialize
to a CARA-normal framework with ..nitely many risk factors. When
new entrants have low risk exposure to the risk spanned by an existing
asset, the mean endowment of market participants becomes less cor-
related with the asset, leading to a decrease in its risk premium and
an increase in its relative price. These theoretical results are shown to
be consistent with the empirical literature on ..nancial innovation.
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1. Introduction

This paper proposes that an important consequence of ..nancial innovation is to
induce endogenous changes in the number and composition of market participants,
which lead, under plausible assumptions, to an increase in the relative price of
preexisting assets. This result has a remarkably simple intuition in a mean vari-
ance setting. When new entrants have low risk exposure to the risk spanned by
an existing asset, the mean endowment of market participants becomes less cor-
related with the asset, leading to a decrease in its risk premium and an increase
in its relative price.

Our approach builds on two stylized facts. First, participation in ..nancial
markets is costly. Corporate hedging requires the employment of experts able to
ecectively reduce the ..rm’s risk exposure using existing ..nancial assets. Investors
have to sustain learning costs and costs related to the opening and maintenance
of accounts with an exchange or a brokerage ..rm. Statutory and government
regulations often create barriers to participation of institutional investors to some
..nancial assets. Second, in an economy with incomplete markets, ..nancial in-
novation acects the available risk sharing and investment opportunities. The
introduction of options and futures allows insurance against the price risk of the
underlying assets and commodities. Similarly, mortgages, credit card receivables,
airplane and car leasing contracts are sold to investors in the form of asset-backed
securities and allow lending institutions to greatly reduce their risk exposure.

We consider a two period ..nance economy with incomplete markets and en-
dogenous participation. Agents can freely operate in the credit market but have
to pay a ..xed entry cost in order to invest in one or more risky assets. Finan-
cial innovation arects asset prices through increased spanning and the modi..ed
composition of market participants. We specify our model to a CARA-normal
framework with a factor structure for the agents’ risk exposure. The ecect of
..nancial innovation on asset prices depends on the cross-sectional distribution of
risk across agents. We ..nd that the introduction of new securities tends to increase
the relative prices of existing assets when the majority of agents are endowed with
low risk exposure. Consistent with the empirical literature on the introduction of
new options!, we show that the increase in relative price is strongest for assets
which are most closely correlated to the new asset.

1See Conrad (1989), Detemple and Jorion (1990), Stucki and Wasserfallen (1994). Jochum
and Kodres (1998) review the empirical literature on the erects of the introduction of derivatives
on the price of the underlying asset.



Section 2 introduces and analyzes the concept of GEI equilibrium with endoge-
nous participation (GEEP) in an arbitrary two period setting. We then specialize
to the CARA-normal framework. Section 3 analyzes the entry decision of an
investor and derives the equilibrium conditions. Sections 4 introduces a factor
model for agents’ risk exposure. Section 5 and 6 examine the exect of ..nancial
innovation under various factor structures.

1.1. Review of Previous Literature

Restricted participation models, with a ..xed ..nancial structure, have been used
to explain the equity premium puzzle (Mehra and Prescott, 1985). Mankiw and
Zeldes (1991) and Vissing-Jgrgensen (1998) study empirical issues whereas Basak
and Cuoco (1998) provide a theoretical framework. Endogenous participation has
also been used in the asset pricing literature to analyze other issues: volatility of
asset prices (Pagano, 1989; Allen and Gale, 1994; Orosel, 1998), market liquidity
(Williamson, 1993), futures risk premia (Hirshleifer, 1989). Another strand of the
asset pricing literature, pioneered by Allen and Gale (1988), focus on the exect of
..nancial innovation on asset prices, without consideration to participation issues.
Detemple and Selden (1991) show, in a general one period economy, that there
are interactions between the option and the stock market. They also show that,
under some preference and informational assumptions, the introduction of a call
option increases the underlying stock price. Huang and Wang (1997) ..nd, in a
dynamic model, that the introduction of a collar contract increases the volatility
and the price of the underlying stock. Calvet (1997) studies how the evolution of
the economy ..nancial structure can determine fuctuations in asset prices. To the
best of our knowledge, ..nancial innovation and market participation have been
analyzed mainly as separate issues in the literature. We have found two notable
exceptions. Allen and Gale (1990) consider a model with endogenous participation
to an option exchange. They show that the market structure of the economy need
not be e¢cient when the decision to set-up an option exchange is taken by a
monopolist before charging entry fees from investors willing to participate in the
new market. Pagano (1993) endogenizes ..nancial innovation in the form new
stock issues. In his model investors and ..rms face entry costs to participate in
the stock market. He argues that the existence of multiple equilibria might explain
why dizerent stock market sizes are observed across countries and time.



2. GEI Equilibrium with Endogenous Participation

We examine an exchange economy with two periods (t = 0;1) and a single per-
ishable good. The economy is stochastic, and all random variables are de..ned
on a probability space (—; F;P). There exists a set H of agents who consume
the good in every date t = 0; 1. Duriing hig life, each agent h 2 H receives an
exogenous random endowment e” = "el;e" ; which corresponds for instance to
a random labor income. Investors have preferences over consumption streams
ch = (cB; &), which are represented by a continuous and strictly concave utility
function U"(ch; e").

In this paper, we place no restriction on the size of the set H containing all
agents. In particular, the set H can be ..nite or in..nite. To provide a uniform
treatment, we endow the space H with a measure % that satis..es * (H) = 1:
This is equivalent to viewing each element of H as a type, and to view 1 as a
probability measure on all possible types.

At date t = 0, agents can exchange two types of real securities. First, there
exists a riskless asset costing % in date t = 0 and delivering one unit of the good
with certainty at date t = 1. Second, there also exist J risky assets (j = 1;:::J)
with price %; and random payo= &;: We assume for simplicity that all assets are in
zero net supply.? Investors can freely operate in the bond market but have to pay a
..Xed entry cost in order to invest in one or more risky assets. Investors are price-
takers both in their entry and portfolio decisions, and there are no constraints on
short sales. Denote by ¥ the vector of risky asset prices, by p" the vector of risky
assets bought (or sold) by investor h, and by 1gneq, the indicator function equal

to 1 if u" & 0 and 0 otherwise. With this notation, the budget set of agent h is
de..ned by
C D
i ¢ Co+Yiolg +¥HeU"+ L eb
Bh 1/’1/ — Co € h; h™. n'e0g
(%a0; ¥4) 0, € Hos K e6 e+ +aty”

We note that this budget set can be viewed as the union of two closed sets.
Given a participation decision, an agent can calculate the optimal consumption-
portfolio choice and therefore an indirect utility level. The agent then chooses the
participation decision with the highest indirect utility.

The equilibrium concept is de..ned as follows.

2This framework is particularly pertinent for securities such as futures and options. Exten-
sions of this model would consider the endogenous supply of securities by ..rms.



i ¢
De..nition 1. We say that [Vq; ¥%: 'pg;ph;cg;é‘
with Endogenous Participation (GEEP) if

nopl 18 @ General Equilibrium

R R R R
1. H(c5‘+ 1fph&Og)d1(h) = 4 egdl(h); and e" (1) d1(h) = . e" (1) d1(h)
forall 1 2 —:

R
2., Wdxr(h)=0for all j =0;::;J:
i ¢
3. 'cbr e U 2 BN (Yig; %) for all h 2 H:
£ ol £ i ¢a
4. (Co;€& Ho;H) 2 BN (Y; %) =) UM (co;€) 6 UM cff;e" for all h 2 H:

In the absence of entry costs (= 0); the concepts of GEEP and GEI coincide.
GEEP is thus a generalization of the traditional GEI. With positive entry costs,
a GEEP equilibrium dizers from the traditional concept through two dicerent
channels. First, agents have dicerent budget sets and endogenously make their
participation decisions. Second, trading activities use some of society’s resources
and thus crowds out private consumption, as seen in the market clearing condition
at date t = 0. This phenomenon, which we call the displacement exect, probably
plays a minor role in actual economies. Extensions of our model could transfer a
fraction of trading fees to certain consumers (such as exchange owners), or seek
to provide a more detailed description of the ..nancial industry.

We now examine the welfare properties of equilibrium with endogenous partic-
ipation. As already seen in the GEI subcase, equilibrium allocations are usually
Pareto ine¢cient because the absence of certain markets induces incomplete risk-
sharing. With two periods and a single good, however, GEI allocations are known
to satisfy a limited or constrained form of eC®ciency: no social planner can im-
prove the utility of all agents when income transfers are constrained to belong to
the asset span. This limited form of eC®ciency easily generalizes to our setting.

i ¢
De...nition 2. An allocation Ic{)‘;eh 1on 15 Called feasible if and only if

H
i ¢
1. For all h, there exists 'ui; " 2 R£ R’ such that ¢" =" + ) +at "

2. i (ch+ 1fuh&og)d1(h) = i ebdx(h); and i e" (1) dxr(h) = i e" (1) d2(h) for
all 12 —:



We can now introduce

- i ¢ . : o
De...nition 3. An allocation cf;e" nopy 1S called constrained Pareto-e€cient if it

is feasible and if no other feasible allocation (d5; ")n2y is such that UM (d; &) >
uh(ch; e for all h2 H.

By standard arguments, it is now straightforward to show

i ¢ i ¢
Theorem 1. If [Vi; Y Ip{};ph;c{)‘;eh ] is a GEEP, the allocation Ic{)‘;eh o

is constrained Pareto-eCcient.

h2H

Preof. Assume that there exists a feasible allocation (df; & )nn such that
uh db; @ > uh(ch;e) for all h. We know that for all h; there exists ("5; M)
such that & = e" + ") +at¢ " Since (df); &) is strictly preferred to (c5;e"); it
must be that Fgg + Y g+t 7R & Lpneog > ed. We aggregate across consumers:

“fdr =0; “hdr=0and (dj + Lf-ngog)d™ > ebd1; which contradicts
feasibility. ¥

The theorem implies that as in the GEI case, the introduction of a new asset
cannot make all agents worse o=.

2.1. Existence of Equilibrium

In a standard GEI economy, we know that an equilibrium always exists when
there are two periods and a single good (Cass, 1984 ; Werner, 1985; Hens, 1991).2
We now establish the existence of our GEEP equilibrium when the state space
— = T1;::;Sqg is ..nite and the economy satis..es standard hypotheses.

Assumption 1. The utility function UM of every agent is continuous, strongly

monotone and strictly quasi-concave on RS*!:

Despite this simplifying hypothesis on individual preferences, the existence proof
is slightly more complicated in our model than in the GEI case. This is because at

3There is an extensive literature on the existence of equilibrium in GEI economies with one
good and two periods (Du¢e and Shafer, 1985; Husseini, Lasry and Magill, 1990; Geanakoplos
and Shafer, 1990; Hirsch, Magill and Mas-Colell, 1990). With more than one good or more than
one period, the existence of equilibrium can only be obtained as a generic property (Hart, 1975;
Geanakoplos and Polemarchakis, 1986).



prices where agents are indicerent between entry (4" & 0) and no-entry (u" = 0);
individual demand for consumption and assets is a non-convex correspondence.
In order to prove existence, we make the following hypothesis.

Assumption 2. There exists a ..nite number of individual types h =1;::;;H, and
a continuum of agents of each type.

We can then show
Theorem 2. Under Assumptions 1 and 2, there exists a GEEP equilibrium.
Proof. See Appendix ¥

Given standard technical conditions, the proof of existence directly extends to
any economy in which the measure * of agents over types is atomless.

3. The CARA-Normal Economy with Endogenous Partici-
pation

In order to analyze the ewect of ..nancial innovation on investor participation
and asset prices, we consider the tractable class of CARA-normal economies.
In this section, we solve the participation and consumption-portfolio decision of
an individual investor, and then derive the equations that jointly determine the
participation structure and the prices of ..nancial assets.

We consider a standard CARA-normal setup. Individual endowments and the
payoss of risky assets are jointly normal, and each investor h has separable utility

U (coi6) = i = [exp (i °co) + Eexp (i °8)]: (31)

The assets f1;a;;::;8;9 generate a linear subspace in the set L?(-) of square-
integrable random variables. Without loss of generality, we assume that the assets
are orthonormal, implying a = (a¢;:;;a;) s N (0;1). We denote by A the span
of risky assets fay;:::;;a;9; and by A, the span of all traded assets f1;a;;::; a;0:
Given a linear subspace V, it is convenient to represent by x’ the projection on
V of a random variable x , and by V ? the subspace orthogonal to V .



3.1. Individual Entry Decision

This section analyzes the participation and consumption-portfolio decision of an
individual investor h. We ..rst calculate the consumption-portfolio choice under
entry and no-entry in the risky asset market. Comparing the resulting utility
levels yields the optimal entry decision. i ¢

When trading in risky assets, investor h maximizes U c3;e" under the budget
constraints cf + Y%olg +% ¢ u" + 6 ef) and " 68 + g +atp": It is convenient
to consider the tradable portfolio m* ~ § (R=°) 7_, %;&;; that is determined by

J
asset prices and the individual coe€cient of risk aversion.

Theorem 3. When participating in the risky asset market, the investor buys

WP = jCov(ay;e") i R¥y=° (3.2)
units of risky asset j, and
wp R ¢ 8 i =i E€j °Cov_im’a'iehA i A <R )
"= TR +° var &7 +var'mA 2+°ilinR) (3.3)
units of the riskless asset. The corresponding consumption levels are then

1+R j° Var e’ +Var 'mA =2ij°"tIn(R)

i ¢ : > ) i -
and &P = E'e" + P + mA + A5 The investor attains utility UP = j (1 +
R exp( i °co™)=":

Proof. See Appendix ¥

The investor thus exchanges the marketable component e"” of her income risk for
the tradable portfolio m”, which allows an optimal allocation of risk and return.

We now examine the decision problem of an investor h trading only the riskless
asset. The agent bears all her endowment risk in period 1, and the random
consumption satis...es

"N =N + i (3.5)

By a direct application of Theorem 3, the optimal decision is given by



Corollary 1. When not entering the risky asset market, the investor chooses

hn R P i ¢ 1 ~
Ho =17R ep i E € +2Vare +<In(R ) (3.6)

units of the riskless asset. The corresponding consumption and utility levels are
then

: 1 £ i ¢ i _\0
hin _ h h . o h"—9 . oijl .
Co =1+R Re, + Ee’ j °Var e’ =2 j n(R) ;
N = e+ i, and UM = (1 + RiYexp(jocg)=":

The investor participates in the risky asset market if UP > U"; or equivalently
cg® > cf'": This leads to

Theorem 4. The investor trades risky assets if

_vVarlgn it > R; (3.7)

and is indicerent to entry when this relation holds as an equality.

Proof. By Theorem 3 and Corollary 1, the condition cg;p > CQ:” is equivalent to
i Ri °Cov 'mA; e i mA¢ i °Var in¢1A¢:2 > j°Var iehA¢:2;

which simpli..es to °V ar imA i e“A¢ 2> R: ¥

Relation (3:7) has a simple geometric interpretation in L2(-) that is illustrated
in Figure 3.1. The agent trades risky assets if the diance between her income
risk e and her optimal portfolio m” is larger than = 2 R=°: Participation is
negatively acected by a high interest rate because the entry cost is completely
sustained in the ..rst period, while the bene..ts from participation pertain to both
periods.

3.2. Equilibrium

Let P .t H denote the subset of agents who participate in the risky asset market.
Theorem 4 implies that

PiuP Py [Py



Spanl

Figure 3.1: Geometric interpretation of the entry condition in L?(-):

a

where P; = ©h 2H:°Var(e" j mA){@’z > R denotes the set of agents who
strictly prefer participation, while P, = h2H:°Var(e" j ®*)=2= R con-
tains the agents who are indicerent to entry.

Market participants typically have dicerent income risk characteristics than
the entire population. We will show in Sections 5 and 6 that thig dicerence is a
driving element of the model.* It is convenient to denote by e, = . ebd1(h) and

z

e= e'di(h)
H
the average income of the entire population. By contrast, we de..ne the average
endowment among participants
z
P = eNd1P(h);
P
where 1P is the conditional measure =% (P) when 1 (P) > 0; and is equal to zero
otherwise.
We obtain the price of risky assets by averaging (3:2) across participating
agents:
g %o .

il Cov(e; &):

4Mankiw and Zeldes (1991) show the empirical pertinence of this distinction.

10



An asset is thus valuable if it is aggood hedge against the aggregate income risk
eP. Since Cov (e;e?) = Cov @; e ; the tradable component e of mean income
corresponds to thF market pgrtfolio of the standard CAPM. By (3:2) ; each agent
holds p}‘ = Cov € j " g units of asset j in equilibrium, and the common
portfolio m” satis...es

mA = ePA; (3.8)
The optimal portfolio m” thus coincides with the mean tradable risk e”* of market
participants.

Theorem 5. In equilibrium, the risky assets are worth
Y = i°Cov(e’; 8)=R,; (3.9)

and the interest rate satis...es
Z

- ¢ 5
Var'e" j &2 d1°(h) (3.10)
P
R i ¢
where INRy = In(1=") + °[E(e) i eo] i °2 HVar'eh d*(h)=2:

INR=InRy+°1(P) +

N o

Proof. See Appendix ¥

These pricing formulae hold whether the participation structure is exogenous or
endogenous. For this reason, they coincide with the results obtained by Willen
(1998) for GEI economies with exogenous participation.

When the participation set P is exogenous, it is straightforward to analyze
the emect of participation on asset prices. An exogenous increase in P agects
the riskless rate through two dicerent channels, which correspond to the last two
terms of equation (3.10). First, a higher participation implies that more ..rst
period resources 1 (P) are absorbed in the entry process, leading to an increase
the interest rate. Second, the interest rate is acected by the dispersion of income
risk among participants. This exect can be interpreted by observing that

z . z . .
i pa o on® — i pal . i pal,
Var e j e dP(h)y= Var e dtP(h) j Var e :
P P
When their tradable income risks are very dispersed, market participants use
..nancial assets to sharply reduce the average variance of their second period
consumption. This weakens their precautionary motive, reduces their marginal
rates of substitution, and increases the equilibrium interest rate.

11



In our model of endogenous participation, asset prices and the set P are jointly
determined. When the entry cost is in..nite, no agent trades in the risky asset
(P = ) and the equilibrium interest rate equals Ry: Conversely, consider an
equilibrium in which no agent participates. The mean endowr@ent of participants
is zero (e = 0) and individual rationality imposes °V ar e’ 6 Ro: Let

= (°=2Ry) sup V ar | gha
h2H

We can show

Proposition 1. When _ ,ax; the economy has a unique GEEP equilibrium, in
which no agent trades in risky assets: 2 (P) = 0. On the other hand if < ax;
any GEEP equilibrium has a non-negligible set of participants.

Proof. Assuming _ max; consider a GEEP equilibrium in which *(P) > 0:
Equation (3.10) imposes thatI thegequilibrium interest rate R is strictly greater
than Ry: We infer that °Var e =26 ,.«Ro< R;forall hand thusP = ;
Conversely consider a GEEP equilibrium in an economy in which < .«
and P = We kgow that there exists a (non-negligible) set S of agents such that
(°= 2R0)V ar e“A : Therefore 2(P) _ 1(S) > 0, which is a contradiction. ¥

3.3. Erects of Financial Innovation

We can analyze the exect of ..nancial innovation on asset prices from Theorem
5. When participation is exogenous, an increase in the asset span has no ezect
on the relative price %;=%, = j °Cov(eP; q;) of preexisting assets. This result is
consistent with the ..ndings of Oh (1996) on CAPM economies. We also see that
..nancial innovation also tends to increase the interest rate R; as in Elul (1997).
This result has a simple intuition. A larger asset span allows greater risk sharing,
leading to reduction in the precautionary motive and thus in the demand for the
riskless asset. The interest rate is therefore higher in equilibrium.

In our GEEP model, participation is endogenous. Financial innovation can po-
tentially change the market endowment e®; and therefore the relative price =%
of risky assets. The absolute price of an asset also depends on the interest rate.
The variation of the interest rate is in general di¢cult to predict and depends on
the possible change in eP: In the following proposition, we show that the move-
ment of the interest rate can be predicted when e® remains constant as new assets
are added to the economy.

12



Proposition 2. Let e be a ..xed random variable, and let R and P solve:
Y% © . i A ¢ a

. i ¢ :
INR=InRy+°1(P)  +2 _Var'e™ jeA diP(h)

Then R increases with ..nancial innovation.
Proof. Financial innovation increases the assets span to A’ % A; A’ & A. The

space A’ can be decomposed in two orthogonal subspaces A and B = A7\ A’ By
de..nition, R’ and P! solve the system

1, © .£ i ¢ i ¢a
* pi= h:—Var'ehAieA +h/aE'ehB_ieB > R! .

2 o2 i ¢ i Co
INR"=1InRy +°1(PY) +— , Var e jer +Var ¢ je® d1(h):

a

Assume that R' < R. The ..rst equation implies P p P’ and we infer from the
second equation that R’ _ R; a contradiction. ¥

The proof has a straightforward intuition. Financial innovation and a decrease
in the interest rate would both encourage entry. This would in turn create an
increase in the interest rate, which leads to a contradiction. The proposition
has the important implication that if the participants’ average endowment does
not vary, existing asset prices necessarily decrease with ..nancial innovation. The
heterogeneity of individual endowments thus plays a crucial role in determining
the impact of ..nancial innovation on the price of risky assets. In the next sections,
we show this property by considering a multi-factor model of risk exposure.

4. A Factor Model

The heterogeneity of income risk can be conveniently speci..ed when there exist
a ..nite number L of risk factors =;::;*_g: The factors correspond for instance
to macroeconomic or sectoral shocks that acect the incomes of large groups of
workers. We assume that the endowment of each investor h 2 H is a linear
combination of the risk factors

e"=Ee+  "hu; (4.1)

and "N = ("h; ;") is called the individual vector of factor loadings. For sim-
plicity, we do not consider idiosyncratic income shocks in the model.

13



We assume that the risk factors and the payoss of ..nancial assets are jointly
normal. Without loss of generality, the factors are chosen to have unit variances
and be mutually uncorrelated: = = ~;;:;;%.g s N (0;1): The measure  on the
investor set H induces a measure © on the Euclidean space R"- of factor loadings.
Since the distribution of the deterministic component of income does not acect
equilibrium, we will neglect the dicerence between these two measures in the rest
of this paper. The mean endowment of market participants can thus be written

x M 1 x
& =E¢ + 1P 2 =Eef 4+ tPr (4.2)

=1 P =1

where *P = (*!;::; "P) denotes the average factor loadings of participants.
The factors generally do not belong to the span A of risky assqg It is therefore
useful to consider their projections or tradable components =4 =1 C%v (* ) 8.

The variance-covariance matrix 8 = Var '*A" has coeGcients Var =2 = j=1
[Cov (*;&;)]" on the diagonal, and cross elements
iIIA. ||A¢ — X U U .
Cov ** =  Cov(*;8a))Cov(%;8): (4.3)
i=1

P
Since 8 is positive semide..nite, the function k*k , "08A " de..nes a pseudo-
norm of R-. This notation is partlculgly useful because Var(®') = k- k

*'§A* for any linear combination 8 = |_, "% of the factors,, o °
Equations (4:1) and (4:2) thus imply that Var e j eA = °=h ; 'F’°2A:
Equilibrium relation (3:10) can thus be rewritten
o Z 5
INR=INRy+°2(P) +5 k" j "PKA d1P(7) ; (4.4)
P
while entry decision (3:8) becomes
~k" i "PKi> R: (4.5)

2

The set f* 2 R : (°=2)"'8~" 6 Rg thus contains the factor loadings of
investors who do not trade risky assets. This set is an ellipsoid when the matrix
8 has full rank, and a cylinder when 8 is singular.

14



5. The One Factor Economy

We consider in this section an economy with a unique risk factor . Existing assets
span only partially the risk #, and the hedging coecient

® = Var(*?)

is a useful measure of market incompleteness. Since the risk factor * has unit
variance, the coeCcient ® is contained between 0 and 1. The distribution of the
factor loading * is speci..ed by a measure 1 on the real line. It is convenient to
consider

Assumption 3. The measure 1 has density (") with respect to Lebesgue mea-
sure, and Supp(f) =f* 2 R : (") > 0g is an unbounded interval.

Many of the results presented in this section can be generalized when the measure
1 display singularities.

We ..rst analyze the special cases ® = 0 or = 0: When assets have no
correlation with the risk factor (® = 0); the participation set is empty under
costly entry (> 0), or indeterminate under free entry (= 0): In either case,
asset prices are uniquely determined: R = R and there is no risk premium. When
the hedging coe€cient is positive (® > 0) and the entry cost is positive and ..nite
(0 < < 1); we infer from Proposition 1 and Assumption 3 that the set of
participants and non-participants both have a positive measure: 0 < 1(P) < 1.°
Denote by R(®) the interest rate corresponding to free entry:

R(®) = Rgexp[®°2V ary (")=2]:
It is easy to show that®
t(P)(Varp®) Vary";

implying R = Roexpf°1(P)[ +®°(Varp")=2]g R(@®)exp[® 1(P)] in any
equilibrium. Finally, we know that that P = ; when the entry cost is in..nite.
These results are summarized in Table 1.

51f everyone participates, P == and ®°("" j ™)?=2 _ R for almost every agent h. This
is impossible since the density T is strictly positive on a neighborhood of ™
6Since Z Z
(CaTPd= (T TP +AP)(P i 7Y
P R P
we infer that 2(P)V arp " (T i T)2dr Vary(T):

15



Table 1: Participation Structure

=0 2 (0; 1) =1

®=0 P undetermined P=; P=7:
R:B R:B"pzo R:B"pzo

® 2 (0;1] P=H 1P Y¥H P=;
R=R@®); P =~ R<R =R;"P=0
The participation set P for various levels of the hedging coe¢cient ® and the entry cost

We now further examine the non-degenerate case ® ZF(O 1l apd 2 (0;1):
The average endowment of the participants satis..es & = = | "d1P == "P= The
agents indicerent between entry and no-entry satisfy

o . ®O

—Var(e™® j et = —

> (e"ie™) >
This equation has two solutions * = "P 8 o that lie at the same distance & from
"P. The participation set is therefore P = (§ ;" j @] [[*P + =&;+1): The
indicerence condition can be rewritten as

("i*P= R

By equation (4.4), the equilibrium interest rate satis..es
h o [
INR=InRy + °1(P) +®7Varp(') ; (5.2)

R
where Varp(*) = "2d1P(™) § ("P)? is the variance of the participants’ factor

loadings. The de..nition of "P also implies
z
(" i "P)d*(7) =0; (5.3)

p

R
where * = _ "d*(") is the aggregate risk in the economy. We have thus derived
a system of three equations (5:1) j (5:3) in the three unknowns (R; "P; &).
We can ..rst show

Theorem 6. There exists a uniqgue GEEP equilibrium.
Proof. See Appendix. ¥

This result allows us to perform comparative statics of the GEEP equilibrium.
We can thus analyze how ..nancial innovation, i.e. an exogenous increase in ®;
acects the equilibrium values of the interest rate.
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Proposition 3. The riskless rate R is increasing with ..nancial innovation.
Proof. See Appendix. ¥

As in models with exogenous participation, the introduction of new assets in-
creases the riskless rate R: Improved risk sharing reduces the precautionary mo-
tive, reduces the demand for the riskless asset, and therefore increases the interest
rate. [Add a word of explanation on GEEP economies].

Proposition 4. Financial innovation decreases *, if and only if

[1§ @2 (P)(Varp")=2J[f (", +®=) i F(", i ®]<0; (5.4)
and increases the fraction 1(P) of market participants if and only if the condition
®°21(P)(Varp")=2<1 (5.5)
Is satis...ed.
Proof. See Appendix. ¥

The measure 1(P) of market participants increases when the exect of innovation
on the riskless rate due to the precautionary motive is not too strong. It is
interesting to note that ..nancial innovation may imply a decrease in participation.
In a general GEEP model, this can occur because ..nancial innovation changes
the price of existing assets. Some agents may ..nd the new prices su€ciently
unattractive that they prefer to leave the market. In our CARA-normal model,
the agents’ decision is arected by the riskless rate and by movements in the market
portfolio *P.

We now derive succient conditions that guarantee that the function "P(®) is
decreasing in ®: Consider

SCL1. The density T is decreasing on Supp(f) =[c;+1)

SC2. °?(Vary")=2<1

Under these conditions we know that ®°21(P)(Varp")=2 °?(Vary")=2 <1
and £(*, + =) < (", i @) in any equilibrium. The function "P(®) is therefore

decreasing in ®: Densities f satisfying (SC1) include the exponential and A?(1)
functions on [0; 1.):
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We can also ..nd regions of the (®; ) plane where d*P=d® < 0: Condition
(5.5) is satis..ed when ® < ®; = 2=(°?V arp "); i.e. when markets are su¢ciently
incomplete. The next question is to control for (", + =) j (", j ©): Consider

SC1la The density (") is decreasing on a neighborhood of %:

For any ® _ 0; this condition imposes that G(®; ) = (", +©) j (7, i @) is
negative on a neighborhood of = 0: This implies d”,=d® 0 on a neighborhood
of [0;®,] £ f0g: Note that condition (SC1a) is satis..ed by the density of a log-
normal random variable Z, InZ >» N (3;%2).” More generally, condition (SC1a)
corresponds to densities skewed to the right. We note that the assumptions of
small entry costs and right skewness are very appealing for empirical applications.

To illustrate this ecect, consider an asset a with a positive expected payox
E a: In equilibrium, the asset is worth:

%[Ee i °Cov(e;e”)] = %[Ee i °"PCov(e;™)]

Innovation increases the riskless rate, and therefore tends to reduce the price
of a risky asset. This result is well-known in GEI models with exogenous par-
ticipation, and seems contradictory with the empirical evidence that the price
of existing assets tends to increase following the introduction of new assets ().
When participation is endogneous, however, we note that the mean factor *P of
market participants can vary with ..nancial innovation and can therefore poten-
tially reverse the interest rate ecect. More speci..cally, consider an asset a that
is positively correlated with the risk factor *: Financial innovation increases the
relative price
()
o
if *P decreases with innovation.
Variations in the mean risk "P occur when new entrants tend to be less exposed
to the factor than the original market participants. This erect is thus closely
related to asymmetries in the distribution of risk in the population, as is now
shown.

=Eaj °"PCov(e;*

Proposition 5. If the measure % is symmetric, ..nancial innovation does not af-
fect the mean endowment "P of market participants, and the relative price %(@)=Y
of existing assets.

In this case, we know the mean = = exp(3® + %2=2) and f reaches a maximum at = ., =
p max
exp(® j %) <™
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Proof. Consider the function
Z. jo Z+l
- p' - - - -
G(") = (i Tpdr+ (7 T

il pta

We observe that the function G(") is strictly decreasing and satis..es G(™) = 0:
Equation (5.3) implies that G(",) = 0: Therefore "P = *. The only exect that
innovation has on asset prices is through the interest rate R. ¥

An asymmetric distribution of risk in the economy is therefore required in order
to obtain movements in the mean risk factor *P:
The market portfolio E &P + "P*A is worth

1£ n

Pm = = Eef j ®°("P)? : (5.6)
We assume without loss of generality that * > 0: Skewness can manifest in two
ways, either there is a majority of agents with a low exposure to the risk factor,
and few with a large exposure to it, or the opposite. As can be seen in the
appendix (in the formulas used to prove proposition 4), it is for the ..rst type that
innovation results in a decrease of "P and therefore an upward pressure on asset
prices. We ..nd this result encouraging as it appears to be the case that in reality
risks are distributed in a asymmetric way with this kind of skewness.®

Proposition 6. Financial innovation increases the price of the market portfolio
if
Ee’ j P
Pm
Proof. We infer from equation 5.6 that

(i2-r:2) > %R0

dPm _ PmdR _2°_.d" _ Py _ E€ j P, °

2 -

d_®_@ 1°R® 1 P "P® s
m

d® ~ 'rRZde ' R
which gives the desired result. [This formula is wrong] ¥

This relation tells us by how much the ezect of innovation on participation has to
be stronger that the ecect on the riskless rate in order for innovation to increase

8There are few ..rms that have a large exposure to risk issuing stock that is bought by a
multitude of investors that have a low exposure to risk.
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asset prices in general. A number of conditions must be satis..ed to observe this
ecect. We need the ecect on the riskless rate to be moderate, this helps in two
ways, by making the exect of innovation on *P stronger, and by moderating the
increase of the discounting factor 1=R. Then we need that risk in the economy
be distributed with enough skewness to have a large (negative) ecect on "P. As
we now show, the conditions for an ecect on the risk premium, measured by the
ratio of the return for the market portfolio to the return of the risk free rate, are
less stringent.

Proposition 7. The risk premium in our economy is larger than in a full partic-

ipation economy if the condition
P 2

is satis...ed for all ..nancial structures.

Proof. Let RP and RPy respectively denote the risk premium in the restricted
and full ( = 0) participation economies. We know that

°*PCov(ePA; 1) * 1t
Eepr '

°2Cov(ePA;2)” '
Eer '

and therefore RP > RPy if and only if *P > T, ¥

RP = 1j

RPy = 1ij

Note that a necessary condition to get this result is that the distribution of risk
is skewed with a majority of agents having a low exposure to the risk factor.
This result is consistent with that found in the literature of asset pricing with
restricted participation®, were it is shown that restricted participation biases the
risk premium upwards, thus helping to explain the equity premium puzzle.

6. The Two Factor Economy

We now consider an economy with two risk factors *; and *,. We assume for
simplicity that no asset is jointly correlated to both factors. Equation (4:3) implies
that the variance-covariance matrix 8 is diagonal:

® 0 7.

A —
§ - 0 ®2 ’

9See Basak and Cuoco (1998), or Vissing-Jorgensen (1998).
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i ¢
where ® = Var '®& ° = 1;2: Financial innovation is formally described by

changes in ®-; ~ = 1; 2: Higher ® means better spanning of factor ~ but unchanged
spanning for the remaining factor.

We assume that the measure 1 has a continuous density f (" ;; *,) with respect
to Lebesgue measure. The equilibrium conditions can be rewritten
8 n _h [ o
SP= ("1"):5 ®("1i 'R1)2h+®2('2 i '2)2 - R i
5 MR=INRy+°2(P) +5 | @ (i "D+ (", i ) F(7y7p)d"d",

- .le(lp) p.‘f(.l;.z)d.ld.z; =12

(6.1)
The factor loadings of participants are therefore located outside the ellipse
o h i
2 ® ("1 1 '1)2+®2('2 i '2)2 = R;
which is centered on the participants’ average factor loadings *P: The price of an
existing asset a correlated with factor k is given by

Y (a) = %[Ee i °Cov(e;e”)] = %[Ee i °"RCov (% a)]: (6.2)

We can analyze in the (" ; ©,) space how participation is acected by ..nancial
innovation. A higher interest rate widens the ellipse vertical and horizontal axes
whereas higher factor one spanning (higher ®;) translates into a reduced length
of the ellipse horizontal axis.

The following proposition focus on the exect of ..nancial innovation when f is
symmetric.

Proposition 8. Let f be symmetric around its mean *. Then "P = * for any
..nancial structure, and R is increasing with ..nancial innovation.

Proof. See Appendix. ¥

Figure 6.1 illustrate Proposition 2 in the case of increasing spanning of risk
factor one. Before ..nancial innovation only the agents outside the wider ellipse
trade in risky assets. After ..nancial innovation, all agents with factor loadings
in the light grey area enter risky asset markets whereas the agents in the dark
area exit. The participants average factor loadings remain equal to the means
of distribution ¥ and, as a direct consequence of Proposition 1, the interest rate
increases widening the ellipse vertical axis.
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Figure 6.1:

In general ..nancial innovation (higher ®;) changes the set of participants’
factor loadings symmetrically around the ellipse center. When f is symmetric,
the same measure of agents with opposite risk exposure enter and exit the economy
so that the participants’ average factor loadings do not change.

We now consider the case in which T is skewed towards the origin. In Figures
(6.2) i (6.4); a representative simulation results are reported. Financial innovation
relative to risk factor one increases participation and the interest rate. The price
of existing assets will be acected dicerently depending on their correlation with
factor one. The increase in R will tend to reduce prices of all existing asset
whereas the decline of both *] and *5 will work in the opposite direction for
assets positively correlated with risk factors. As ..gure 6.3 shows, this ecect is
higher for the assets in the direction of innovation.

In ..gure 6.5 we represent the simulation results in the space of factor loadings.
With f skewed towards the origin, more agents with low risk exposure enter
..nancial markets thereby reducing participants’ average loading to both factor
one and two (the ellipse center moves to Q). Despite the fact that ..nancial
innovation pertains only factor one and that risk factors are uncorrelated, *5
declines as well. This is possible since a positive measure of agents exposed to
risk factor two ..nd convenient to participate to risky asset markets. Yet, entry
will occur mainly in the direction of innovation making the eaect on "7 stronger.
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Figure 6.2: R plotted against ®;:
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Figure 6.3: "¥; "% plotted against ®;:
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Figure 6.4: 2 (P) plotted against ®;: ® = 0:7, © =1, = 0:95; = 0:0005,
Ry = 1:02641, f = f, ¢ f,; where f, = T, is log-normal with normal mean j2 and
normal variance 0:4.
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Figure 6.5:

The ecect on the interest rate is positive in the simulation outlined in ..gure
6.2-6.4. Both the displacement and the precautionary savings ecects happen to be
positive. Yet we have obtained simulations in which the number of participants
decrease creating a downward pressure in the interest rate via the displacement
acect. We also conjecture that the precautionary saving ecect could be negative
as well. The intuition being that, within the class of participating agents, those
with average exposure to risk factor one and with little exposure to risk factor
two have higher precautionary motive after ..nancial innovation.
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7. Appendix

7.1. Proof of Theorem 2

We base our argument on the existence proof provided by Hens (1991) for the
standard GEI case.

Individual Excess Demand

Given pp > 0 and a vector (%o;%) of asset prices, it is convenient to de..ne q =
(Po; Ya0; %) and the budget set

ni ¢ (o]

B (@)= “coioi” Po(Co+ Lpymeeq) +Yioklg + ¥t poef

The no-arbitrage set
” " there exists & 2 RS, such that
et - 1 .1 J+1: ere eXIS S 44 SUC a_
Q= (Poitoi#) 2R £R Y = auay forall j =0;::;J

is an open convex cone of R?*2; and it is useful to consider its closure

Y2 - . Ya
Q= (Do %) 2 Ry ERMLC there exists @ 2 RS such that
- 0, 740, 74 +

Yy =g forall j =0;:;3

Given g 2 Q; we can calculate the excess demands Z"'(q) ~ [cf'(q) + i
el 1" (@); u™(@)] and ZM(q) ~ [ch(@) i ef; o™ (a); k™" (@)] of a participating and
non-participating agent of type h. Given a participation decision d 2 fi;ng,
the excess demand function Z"(q) is continuous, homogeneous of degree 0, and
satis..es Walras’ law. We can then de..ne the excess demand correspondence

8 ) £ o £ o
AL i VReZh(@)y > Vi Z (@),
Z'@=. z"@ it VI eZM(g)g < V" Z™ (), ;

[ZM(@);Z™ (@] if VM ZM(g) =V" Z™(q)

where V "(z) denotes the utility U"(co; € +o+a:|) associated to an excess demand
strategy z = [co + lfueoq § €5; Hos U] We observe that Z"(q) is homogeneous of
degree 0, upper hemi-continuous and satis..es Walras’ law.

Consider a vector § 2 QnQ; 7 & 0; and a sequence fq"gL, of elements of Q
converging to §: We want to show that inffkzk;z 2 Z"(@™g ¥ 1: Proceed by
contradiction and assume that there exists a bounded sequence fz"kgL; z"« 2
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ZM(g™) for all k. The sequence fz"gL, has then a cluster point Z: Without
loss of generality, it is convenient to henceforth neglect subsequence notation and
directly assume that z" ¥ Z. Given x 2 @h(q); we know that x is the limit of a
sequence fx"g; x" 2 B(g"): Since x" 2 B"(g"); we know that VN(x") VN (z")
for all n. Letting n go to in..nity, we infer that V"(x) V" (z) for all x 2 B"(7);
which is absurd. This establishes that inffkzk;z 2 Z"(@")g ¥ L asn ¥ 1:We
1 s

M
a similar argument that inffkzk;z 2 NZ"(q")g ¥ 1 asn ¥ 1: Moreover since
consumption is non-negative, the set NZ"(g") . je" is bounded below.

can also consider the matrices M = [ap;::;a;] and N = ; and show by

Market Excess Demand
We now de..ne the market excess demand

X
Z@ " (h)Z"():

h=1

The correspondence Z(q) is upper hemi-continuous, convex and compact-valued,
homogeneous of degree 0 and satis..es Walras’ law: q:Z(q) ~ 0: Moreover consider
an arbitrary vector i 2 Q and a sequence fq"g-, of elements of Q converging to
a vector § 2 QnQ; T & 0: Since each NZ"(g") is bounded below, we infer that
NZ(q") is bounded below and inffkzk;z 2 NZ(q")g ¥ 1. The absence of arbi-
trage implies that p = N 1B for some 8 2 R$*2. Since inffkzk:z 2 NZ(q")g ¥
1, we infer that :Z(q") = B:NZ(q") > 0 for n large enough. We then conclude
by standard arguments (Debreu, 1956; Grandmont, 1977; Hens, 1991) that there
exists an equilibrium price.

7.2. Proof of Theorem 3

Let u(c) = j exp(i °c)=°: The decision problem consists of maximizing
o]

£ ]
u(co) + Eu e +ep+R(eg iCoi %li )

with respect to the unconstrained variables ¢, and p: Since € is normally dis-
tributed, we infer that

£ ol £ o
Eu(e)=u Ee"+R(e) jcoj %pi ) exp °*Var(e +ap)=2 :
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The objective function can thus be rewritten
_ £ o
u(co) + u(D i Rep)exp °R(up+ )+ °2Var(e@” +ap)=2 ;

where D = Ee" + Ref j °Var(e"”)=2:
The utility maximization problem is decomposed in two steps. First, we ..nd
the optimal portfolio u" by minimizing the quadratic function

RY:p + °Var(e + a:p)=2;
h i
P . P P
that is equal to R le Yijlj + 5 Var(e”) +2 le KjCov(e"; g;) + le T
The ..rst order condition implies that p}‘ satis..es (3.2). The optimal portfolio p"
is thus worth

h X £ o}
Yo = Yij jCov(ay;e") j R¥;=°
=1 i ¢
= (°=R)Cov m*;e" i¢(°:R)Var(mA)
= °Cov m*e"™ j m* =R;

and second period consumption satis..es e = e + a:u" = mA:

Second, we solve for optimal initial consumption ¢y by maximizing
_ © a
u(co) + u(D j Rcp)exp ° R+ °[Cov(m™: e j m™) + Var(e™)=2] :

We infer from the ..rst order condition that
_ © a
u'(co) = "RUY(D j Rco)exp °© R+ °?[Cov(m”; e j @”) +Var(m™)=2] ;
or equivalently co = jIn(R)=°+D j Rcg i R i °[Cov(@”; e j @”) +
V ar(m”)=2]; which implies (3.4). We then deduce i} from the budget constraint.
Since u = ju’=°; the optimal utility level satis..es
UP = i [U'(ch) + EU(@)]=° = i (L + 1=R)U(ch)=";

and thus UP = (1 + 1=R)u(c}):
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7.3. Proof of Theorem 5
R
By (3:3) and (3:6) ; the mean demand ubd(h) for the riskless asset is

.R R i ¢ #
R eiE@i 2P)+3 olyar & +Var e d1(h)
A~ ° 1 oj —
1+R +2 , ovar e di(h)+°ilin(R")
In equilibrium, the interest rate therefore satis...es
Z
_ °e i ¢
SHINR) = E@ie+ *P)i5 Var'e" dih)
H
I W
+— Var ¢ jVar e di(h);
2 HnP

which is equivalent to (3.10).

7.4. Proof of Theorem 6

For any (*,;=) 2 R£[0; +1); consider the function
Z. jo Z +1

G(pm)= | (iTpdr+ (i Tpd

il 'p+n

For every @ _ 0; the function Ga(";) = G(",; =) is continuous and strictly de-

creasing. It also satis..es Ga(",) ¥ +1 as ", ¥ j1;and Ga(",) ¥ i1 as

"o ¥ +1: Therefore the equation G(* ;@) = 0 has a unique solution, which we

denote " (=): By the Implicit Function Theorem, the function " (=) is direren-

tiable. Let ¢(2) =f("P+ ) j f("P j o) and r(*) = f("P+a) + f("P j o):

We observe that @G=0", = jer j *(P) <0, @G=@= = j=¢; and therefore
d*, = =¢@®)

da  ‘or+ipy

The sign of d* ;=do thus depends on the value of the density f at the endpoints
"Pjeand "P+a:Since d¥,=da  or=[opr+1(P)] < 1; the functions "P(=) j &
and "P(a) + @ are respectively decreasing and increasing in ©: We also note that
the monotonicity of these functions is strict.

We now consider the correspondence

P()=(Gi1; (@) ia][[*P(®)+a;+1)
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and the functions Hy() = [P ()] and Hy(=) = [P (@)](Varpw)"). We want
to show that the functions Hy and H; are decreasing in @: First observe that the
monotonicities of *P(x) j & and "P(x) + & implies that

Z O Z i1
Ho(n) = dr + dx
il "P(a)+o
is strictly decreasing in @: It also straightforward that
H il 3 ]
dHo " d"P _ . - _ o drp .
o do'l f("Pio)i do+1 (P +n)

and therefore
dHo _ _B(r? j ¢?)+r1(P)

do 1 ar + 1(P) <0

since r? j ©2 = 4f("P j ©)f("P + &) > 0: Similarly, the function
Z "Pja YA +1

Hi(a) = (" i TR+ (" i Tp)F(T)dT

il "P+o
has derivative
dH,

do

dC, i 2) dCy+e)”

= =&’ (", i Q) i T(% o) — 5 P2(' i "p)f()d”

dHg

— 2 .

= O _do <0:

The functions Hy and H; are thus decreasing in &:

In equilibrium, R and @ are determined by the system
Y%

INR=1InRy+ °Hy(r) + ®°2H;(x)=2
R = °@o?=2;

In the (;R) plane, these relations de..ne two curves (C;) and (C;). We can
write R = C1(@) and R = C,(x): We note that C; is decreasing, C, is increasing,
C1(0) > Ry > C,(0); and C,(+1) = +1: Therefore there exists a unique equi-
librium. Moreover, we observe that an exogenous increase in ® pushes up both
curves, leading to an increase in the interest rate R: The variation in & depends
on the relative slopes of Hy and Hy; and is examined in greater detail in the proof
Proposition 3. Similarly, an exogenous increase in the entry cost pushes up
(C,) and pushes down (C,); leading to an increase in ©: The variation of R seems
ambiguous and is examined in greater detail in the proof of Proposition 3.
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7.5. Proof of Proposition 3

We know that the equilibrium vector (R; =) solves the system
Ya
Rj®18’=2=0
INR jInRy § °Ho(r) j ®°2Hy(2)=2=0:

where P =(j ;P j o] [["P + g;+1): The Jacobian matrix satis...es
H il

i®°a

TR g,

(7.1)
where J, = j °H{(2) j ®°?H}(m)=2 = j° (1 + R)H}(®) > 0: We infer that

detJ > 0:
We now use Cramer’s rule to ..nd the eoect of ..nancial innovation on the
equilibrium interest rate
dR _

d® ~ 'detJ i °?Hi(=)=2 Iy

: = O 2 - B\O -
L o ez ieten (7.2)

and the width parameter o :

1
0
o]
N
11
N
o

da 1
d® Vdetd Ril j°2H;(m)=2
= j(=0®) 1j®*2(P)(Vare")=2 =detJ:

tH

We infer that
d*P _d"Pdm

d® ~ de d®
has the same sign as [f("P + ) j f("P j ©)][1 { ®°21(P)(Varp ")=2]:
We can similarly analyze the eaect of the transaction cost . We note that
R_._1°- R jeom-
d ~ Ydetd i°Ho(®) I

has the sign of ®°2a1(P) j RJ,,, while

da 1 - R

- = s - _ > Q:
d Vdetd Ril j°Hy(r)

This implies that the mass of participants decreases with the transaction cost
Finally, d"P=d® has the sign of f("P +a) j f("P j ©):
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7.6. Proof of Proposition 4

By de..nition of 1(P); the ewect of ..nancial innovation on participation is given
by
dx(P) _ @*(P)d** @*(P)da _ __  .d"F  .d"F
& @7 d g e 1@ i rOg
Plug in the derivatives d*"P=d® and d"P=do calculated in the proof of Proposition
3:

dr(P) _ L ®°2
d® ~ ®detd "' 2

> £ i Co
1P)(Vare™) P)Ir()+e r(1) i ¢()

We thus infer that d1(P)=d® has the same sign as 1 j (®°2=2)1(P)(Varp").

7.7. Proof of Proposition 8

The equilibrium conditions (??) can be rewritten in polar coordinates (see the
appendix for the derivation):

8 R+1 R21/4

S IDR=INRo+° 7 (1+%) ;g P Cy; ©,)duds,

- P2 cos (1) g (1 ™P; €) ducke = 0;

> RR by .

- %o, sin(u)g (s TP @) duds = 0:

o mp ey €162F( 1 PTcos+ R ¢, Prsin+*D) _ C]_. N
where g (% 1; "P; ¢) = /= = “and ¢ = Z; =12

First notice that, by symmetry of f around *, we have
glaw &) =ghp+¥® ¢); n210;%g

for any non-negative values of %> and €¢-; ~ = 1;2: Hence
Z +1 p YA 2Y
% cos(u)g(u; T, ¢)dudh = 0;
ZR+1 ZO21/4
Pr i@ % ¢) dudk = 0;
R 0
are also satis..ed for any non-negative values of R and ¢-; ~ = 1;2: This implies
that "P(x) = * for all @: The second part of the statement is a direct consequence
of proposition 2.
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7.8. Polar coordinates

De...ne:

o |

X\

o ®

PO

a_
2

S5

where ¢- =

Y2 Z

InR 1(P) +

In Ry+°

Z Pt

1

(¢‘X‘ + -p) C,¢,f
pO

+(P)

=P

Since Z

P
;=12

a

(X1;%2) : X2 +x35 _ R

; © = 1;2: System (??) then becomes!®:

Y

i ¢
IX% + X% ¢, ¢, T (T x, + 'E; Cox, + 75) dx, 06 3)

(C1x1 + "5 @oxo + "D)dxydxo; ~=1;2(7.4)

.Pf (¢1X1 + .E; Cox, + .g) XmdX2 = .Pl(P) ;

po
we can rewrite (7:4) as:
VA

XF (C1xg + "0 €% + "H)dxqdx, = 0; ~ =12

po

(7.5)

Consider now the following transformation of variables to a polar coordinates

system:

X1

X2

The integral in (7:3) then becomes:
Z +1 YA 2Y
g
0

R

0We are using:

z z

Prcos ()
Py sin ) :

(%; u; ™P; &) dudt;

fOGy)dxdy = F(X(u;v);Y (u;v))jJd (u;v)jdudv
T S

where x = X (u;v); y =Y (u;v), I (u;v) =
vector function (X (¢;¢);Y (6;¢)):

@y

&

av

el

and T is the image of S under the
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and

Z +1Z 2,
t(P)= g (% y; =P; €©) dud;
R 0
P +"3; zpzi +" ..
where we have de..ned g (%; |i; "P; ¢) = ®.C2F (0 %C"S(“)z iz Esin@)+3). Similarly
(7:5) can be rewritten:
Z +1 p Z 2Y,
% cos(u)g (% "P¢)dudt = O
ZR+1 ZO21/4
Pr sin@ghw P ¢)duds = 0.
R 0

7.9. Equilibrium uniqueness in the Two Factor Model

We analyze a system of 5 equations in Epe 5 unkwowns (=; ay; "F; *5:R): The

indicerence conditions imply that &; = 2 R=®;°: Consider the functlons
. " RR . epyA1e2 #
G("P: "Pioimy) = G _ RRP('E:'2:°1:°2>(_1 ' .1)d _Qé
G2 p(-g;-g;nl;nz)( 2 1 Tp)d1=m3
and " #
1ZZ x H. : wp 12
K('p;g) = i5 ! ' il 1p('p;n)d1:

(o
i=1 !
We note that for a ..xed " the function
x M. T #

k(®; "P o) = —— il lpm
i=1 :

is convex in "P: Therefore K("P; ) is strictly concave in "P: We observe that

K ~
5 e 7 6P
0"
The function K (:; &) thus reaches a maximum at unique point "P(a). The strict
concavity of K implies that the matrix

8G _ 0°K
0%, 075
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IS negative de..nite. We note that
@_K('p; Q) =
0g;

Since "P(@) is unique, there exists a unique solution set P(2); and we can
de..ne the functions

Ho(@) = *[P(=)]
Hi(@) = *[P(=)]Varee(™);

for i = 1;2: In simulations, we observe that

2 The mass Hy is decreasing on R2

2 |In general, the function Hy is neither concave nor convex.
Since Ho(®) 1and Hij(s) Var(";); we know that

% <0 and @H <0
@oj @o
on a neighborhood of @R%:
Consider the value function

Ho(e) _ 1 X Hi(m),
2 '2 ez

i=1

V(m) " K[™P(m);8] =

We know that V is de..ned on R%, and takes negative values. The envelope
theorem implies that

OV _H; _10Ho  H; 1< 10H;

I°H 2 02 @o

= i
0o 013 209 013 2 i=1

and therefore
XK 1 @Hi(a) _ @Ho,

o_iz @o- - @o-'

i=1

We infer that the value function V is ||q_9reasmg in its arguments. \We note that
when & ¥ @R%; we have V() » ji 2, Y2C) ® 1. On the other hand,

i= nz
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the value function V converges to zero when ming; ¥ +71.. Since the Hessian
matrix D?V = (@2V=@=;@9;) is symmetric, we infer that
@v _ 1@H; _ 1 @H;

@oi@o; o @n;  of 0m;

foralli & j:

Lemma. The value function V (=) is strictly concave, and
Vi 6H;,
gof el

forall i=1;2:

Proof. Consider two vectors a’;a® 2 R%,; and let ! = "P(a’); =0 = =pP(a):
Let ;" 2 Ry; '+t = 1: We consider & = t'a + t"a® and the vector *° 2 R-

with coordinates
w0 4 0 =
1

02 002 i
wo __ 9 oc b N w 00 w (0,
i = =@ +&
02 m902

Since
GIR EC C C {GF (G
we infer that

.« _ =& H il
(ta! + a2~ g2 | gl il
t0 t00 1 > )
_ ] - -EJ
of " ap | ey oaye (1)
t0 - - too - -
W( i ?)2 + QQOZ( i ?0)2 i
i i
t0 t00 1 > )
R A e — - T
of "y | ey eaye (1)
This implies
LA # 2] #
X(-- i -D)z X(- - w(\2 (- - -00)2
i i <1 tO i <1 +t00 i 1
a? 1 a2 a2 1
i=1 ! i=1 1 1-[ i=1 1
>x H 0 {0 1 s
1 a2 g 152 i i)



and therefore

#
) X (' i w ()2 0 (. Y )
w, wi, i - i B
k(*: "7 m2) t a2 1+t g¥2 il leeowm
i=1 ! i=1 i
x H {0 {0 1 1l
i 1 5 " i -D)le LR
) o2 " o2 ! g2 i i ("=;m)
1= # . #
Ky b Xy ?
t QZI il lpcooo +t Tz' il lpcoony lp(ee:am
i=1 ! q i=1 i
X“t_o {0 P vy
1 a2 g2 ! 52 i b i) AP(TE)
i=1 i i i
We thus infer that
) N 0. 0 H t’ t" 1 1 )
k(™5 75m) k(™ ) +k(E ;Q)i_l af? D_Oi‘miﬁ_iz (Cii ") Lpemy:
i=

We integrate this relation and obtain
>x M {0 v 1 1z
V(R) . tV () +tV (a") +
i=1
since V(1) _ K("; "% o): This relation holds for all o;a' and a® 2 RL,: It
implies that the value function V is strictly concave.
We now consider a ..xed @ 2 R%, ; and the points &’ = o+"d®; o = o j "d®:
We see that

- 4 =
2 mw I 2
o B I BTGP

1 H 1 1 Tz
V() . E[V (&) +V (a")] + 2792 +2T?°2 i °_i2 P(_n:n)(.i i '?)zdl
or equivalently
10 - - a
0 . & VE+"dOl+V[Ej"dY]j2v(E) +
Z
1 1 1 2° o
™ s T vl ) "iiT)dh
2 (Qi + )2 (Qi + )2 Qiz P('“;n)( 1 )

Letting " ¥ 0; we obtain
@V
0a?

H;
ot
1

+6
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which concludes the proof. ¥

The matrix D2V is therefore negative de..nite. Since

0%V _ 1@H  3H  Hi
07 =ipm P 1%ap
we infer that oH 34
EL

We now consider the function

o2

u(@;®) ~ InRo+ ° Hp(a) + > [®1H1 (=) + ®;H(=)]:
We can prove

Lemma. There exists a unique GEEP equilibrium.

Proof. Consider the functions &;(R;®) = I02 R=®;°; and

V(R;®) ~ u[mi(R;®);@]:

Since ®;°=2 = R=0? and

we infer that
- 4

@V ° X@HO Qj +°2X®X@_H_

@R .__1 @oj 2R 2 . j:l @Qj 2R

° (1+R) X @H,.
2R i1 TR
implying
bv _° (1+R)X 0*v

OR i a.0g;
R R, Emley

<0:
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The equilibrium equation
INR =v(R;®)

has therefore a unique solution. ¥

In order to establish the mononicity of the interest rate, we calculate

o2 o2 X . >
@_V:° %%+_H1(Q)+_ ®|%% :
0®; 0o, 0®, 2 2 = 0=, 0®,
Since @2,=0®; = j °=(2 Ra3); we infer that
" "
ov °? 0oy OH, . X 1 0H;
— = —Hi(x)+°=— -—+ R -
e, ~ 288, ge, T R w6m,
°2 @ @Ho
= —H,®)+° (1+R)~—2=2
FHi(E) +° (L+R)geE s
_ o2 G @H,
= ZHi(@) i @(1+R A
_ 2 _(1+R)OH,"
= 5 Hi(=) i Ro? 0o,

If we can show that @Hy=@=; < 0 for all j, then we know that ..nancial innovation

increases the interest rate.

References

[1] Allen, F., and Gale, D. (1994), Financial Innovation and Risk Sharing, MIT

Press

[2] Allen, F., and Gale, D. (1994), Limited Market Participation and Volatility

of Asset Prices, American Economic Review 84, 933-955

[3] Basak, S., and Cuoco, D. (1998), An Equilibrium Model with Restricted

Stock Market Participation, Review of Financial Studies 11, 309-341

[4] Calvet, L. (1997), Incomplete Markets and Volatility, manuscript, Yale Uni-

versity

38



[5] Campbell, J., Cocco, J., Gomes, F., and Maenhout, P. (1999), Investing
Retirement Wealth: A Life-Cycle Model, NBER Working Paper 7029

[6] Cass, D. (1984), Competitive Equilibrium with Incomplete Financial Mar-
kets, CARESS Working Paper, University of Pennsylvania

[7] Conrad, J. (1989), The Price Erect of Option Introduction, Journal of Fi-
nance 44, 487-498

[8] Debreu, G. (1956), Market Equilibrium, Proceedings of the National Academy
of Sciences 42, 876-878

[9] Detemple, J., and Jorion, P. (1990), Option Listing and Stock Returns, Jour-
nal of Banking and Finance 14, 781-801

[10] Elul, R. (1997), Financial Innovation, Precautionary Saving and the Risk-
Free Rate, Journal of Mathematical Economics 27, 113-131

[11] Geanakoplos, J., and Polemarchakis, H. (1986), Existence, Regularity and
Suboptimality of Competitive Allocations when Markets are Incomplete, in
Uncertainty, Information and Communication: Essays in the Honor of Ken-
neth Arrow, Volume 3, W. P. Heller, R. M. Ross and D. A. Starrett eds.,
Cambridge University Press

[12] Grandmont, J. M. (1977), Temporary General Equilibrium, Econometrica
45, 535-572

[13] Hart, O. D. (1975), On the Optimality of Equilibrium when the Market
Structure is Incomplete, Journal of Economic Theory 11, 418-443

[14] Heaton and Lucas (1999)

[15] Hens, T. (1991), Structure of General Equilibrium Models with Incomplete
Markets and a Single Consumption Good, Discussion Paper No. A-353, Bonn
University

[16] Hirshleifer, D. (1988), Residual Risk, Trading Costs, and Commodity Futures
Risk Premia, Review of Financial Studies 1, 173-193

[17] Huang, J., and Wang, J. (1997), Market Structure, Security Prices and In-
formational E¢ciency, Macroeconomic Dynamics 1, 169-205

39



[18] Jochum, C., and Kodres, L. (1998), “Does the Introduction of Futures on
Emerging Market Currencies Destabilize the Underlying Currencies?””, IMF
Working Paper

[19] Mankiw, N. G., and S. Zeldes (1991), The Consumption of Stockholders and
Non-Stockholders, Journal of Financial Economics 29, 211-219

[20] Mauer, D., and Senbet, L. (1992), The Exects of the Secondary Market on
the Pricing of Initial Public Orerings: Theory and Evidence, Journal of
Financial and Quantitative Analysis 27, 55-79

[21] Oh, G. (1996), Some Results in the CAPM with Nontraded Endowments,
Management Science 42, 286-293

[22] Orosel, G. (1997), Market Participation and Asset Prices, Mathematical Fi-
nance 7, 375-398

[23] Orosel, G. (1998), Participation Costs, Trend Chasing, and Volatility of Stock
Prices, Review of Financial Studies 11, 521-557

[24] Pagano, M. (1989), Endogenous Market Thinness and Stock Price Volatility,
Review of Economic Studies 56, 269-288

[25] Pagano, M. (1993), The Flotation of Companies in the Stock Market, Euro-
pean Economic Review 37, 1101-1135

[26] Ross, S. (1976), Options and E¢ciency, Quarterly Journal of Economics 90,
75-89

[27] Ross, S. (1989), Institutional Markets, Financial Marketing and Financial
Innovation, Journal of Finance 44, 541-556

[28] Saito, M. (1996), “Limited Participation and Asset Pricing”, Working Paper,
University of British Columbia

[29] Stucki, T., and Wasserfallen, W. (1994), Stock and Option Markets: the
Swiss Evidence, Journal of Banking and Finance 18, 881-893

[30] Vissing-Jegrgensen, A. (1997), “Limited Stock Market Participation”,
manuscript, MIT

40



[31] Weil, P. (1992), Equilibrium Asset Prices in Economies with Unidiversi..able
Labor Income Risk, Journal of Economic Dynamics and Control 16, 769-790

[32] Werner, J. (1985), Equilibrium in Economies with Incomplete Financial Mar-
kets, Journal of Economic Theory 36, 110-119

[33] Willen, Paul, (1997), “Some Notes on CAPM”, manuscript, Princeton Uni-
versity

[34] Williamson, S. (1994), Liquidity and Market Participation, Journal of Eco-
nomic Dynamics and Control 18, 629-670

41



