Public information provided by interested
parties

- Accounting disclosures

Implications for

e ASSet returns

e Distribution across clam holders



Salf-interested disclosures

Sophisticated market

Disclosures backed by necessary accompany-
Ing evidence

= verifiable reports, rather than cheap talk
Asset prices determined by residua uncer-

tainty.

Task. Characterize residual uncertainty with
self-interested disclosures. Contrast with
exogenous public information.



N projects
Success probability r
Liquidation valueis u*d™ —* for s successes,

N — s failures

Three dates

e Initia (¢t =0)
o Interim(t =1)
o Fina (t =2)

Probability 6 that project outcome determined
by interim date

Asymmetric information



Manager’s disclosur e strategy

Market’'s pricing strategy

(s, f) = Vi



Vo, Vo based on symmetric information.

Manager maximizes V;

Market sets price to actuarially fair value
given disclosure

(i.e) minimize;

(Vi — Vh)?

Equilibrium (Bayes Nash, and refinements)



Ex ante price Vj

Vo= () re) (L =r) @)™

N
N S N—s
N ru 1—7"d
~trur =02 Y () [rt] [R]

7

= (ru+ (1 —r)ad)"



Full disclosure is never part of any equilib-
rium

Supposeitis. Then,

Vils, f) = wd (ru+ (1= r)d)*

But feasible disclosure (s, 0) yields

N—s—f

w Y () wt (=t

= u'(ru+ (1 —7r)d)"

Contradiction.



Sanitization strategy

(5, f) — (5,0)

Sanitization is optimal when pricing function
IS monotonic (i.e)

(87 _f> Z (8/7 _f/> = ‘/1 (87 _f> Z ‘/1 (Sla _f/>
But note:

e there are monotonic equilibria without
sanitization
e there are non-monotonic equilibria

Write V; (s) = V4 (s, 0)



Theorem 1 Thereisa sequential equilibrium
Inwhich the manager usesthe sanitization strat-

egy. Inany equilibriumin which the manager
uses the sanitization strategy,

Vi(s)=u'(qu+(1—q)d)"
where

_r—Hr
- 1—0r




Posterior Density

actual successes

0--- 4§ -+ N
0
disclosed s h(s,7)
SUCCESSES
N

(00— i s <)

0 otherwise
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t=1
1.Concatenation of Binomia Trees

11



Binomia matrices

B(a)B(b) = B(a+b— ab)

B (rf) B(q) = B(r)

Comparative statics
e gisfdlinginé

e Whenf =1, ¢ = 0 and B (q) is identity
matrix (“unravelling argument”)
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Hypothesis. When information arrives
through the disclosures of interested
parties, the residual uncertainty is at its
greatest when the news is bad and at its
smallest when the news is good. When
information arrives via an exogenous
signal, thereis no such asymmetry.
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“Leverage hypothesis’: Var( R;.1| R;) is
high for low R;

— Black (1976), Econometric literature ...

(Mis)pricing of defaultable debt

— Merton (1974)
— Anderson & Sundaresan (1996)

Value of private information (Kosowski
(2001))

“Whisper numbers’
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Returns

Vi
=
Vs
Ry = 71
qu
- (1—q)d
X qu +
N—s
2 -
—(q
Var (Rsy|s) = [(qu+(1
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Risk Aversion

For

qu+(1q)d>NS
mu+ (1 —m)d

E(Ry|s) = (

[ E(RQ’S) > 1
o E(Ry|s) decreasingin s
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First Period Return

rf
rou+ (1 —r6)d

§

réu+ (1 —ré

Var (R,) = ( fu—l—(lOfA)Nl

Variance of R isincreasing in #. Price
response at disclosureis larger

e thesmaller isthefirm
e theless predictableisthe earnings series

e thefewer storiesthere arein the\Wall Street
Journal prior to the earnings announcement

Grant (1980), Atiase (1985) and Freeman
(1987)
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Whisper Number

Whisper number s setslog R1 = 0

[ ru+(1—r)d |
_ 1Og | qut(1—q)d (1)

log _qu—k(zlL—q)d_

il
N

Whisper number increasing in
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Unbounded Number of Projects

Two effects

e same asfinite case
e large s implieslarge N

Knife edge case N drawn from Poisson
density
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Residual uncertainty

hs (7) = (s + 3 )

Theorem 2 Suppose that the ex ante density
h (.) over the number of successful projectsis

such that
k-h(k)

Bk — 1) @)
Is a decreasing function of £. Then, the den-
sity h, dominates h,, 1 in the sense of first de-
gree stochastic dominance.
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2.Pricing Spiral with Three Reporting Stages
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