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Abstract

A risk-averse agent can sell claims to an asset of uncertain value to investors who have private
information. When investors can choose how much information to acquire, the agent optimally
issues information-sensitive securities in each market (e.g., debt and equity). When the value of
the asset varies over time, the agent chooses to retain and, at times, repurchase a portion of the
claims for issuance at a later date. The agent’s choice to smooth the information sensitivity of the
claims issued, across markets and over time, has novel implications. First, the relative information
insensitivity of debt can render it a suboptimal security for financing. Second, if the agent has
private information about cash flows, he can signal that he has better information by selling, rather
than retaining, a larger claim to the asset. Finally, while the sale of illiquid securities generates
increased uncertainty at issuance, it can lower the agent’s uncertainty when raising capital in the

future.
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1 Introduction

When an owner of an asset has decided to sell, he can do so multiple ways. He must decide to whom
to sell, how much to issue, and over what time frame to liquidate his position. In practice, we observe
owners availing themselves of this flexibility by issuing multiple securities, sometimes sequentially.
Consider the exit strategy of a private equity firm. Such firms often utilize leveraged recapitalizations,
selling debt and using the proceeds to return capital to equityholders before selling their equity posi-
tion.! Furthermore, we observe private equity firms choosing partial exit, as in an initial public offering,
where they generally retain a portion of their holdings for sale at a later date. Similarly, issuers of
asset-backed securities typically sell a first-loss, equity tranche, along with multiple investment-grade
and speculative-grade bonds. These issuers can also choose to retain different tranches: while some

hold onto equity only, others hold a fraction of each security issued.

We develop a model in which the owner of the asset faces uncertainty about the information
investors possess about the asset’s value. This information varies endogenously, as investors choose
how much information to acquire based on the securities sold, or exogenously, as information about
the underlying value of the asset becomes available over time. We show that, in the face of this price
uncertainty, a risk-averse owner optimally sells information-sensitive securities in multiple, imperfectly
integrated markets (e.g., debt and equity) and retains a claim to the asset for future sale.? Notably,
information-insensitive securities (e.g., riskless debt) play no role in the optimal issuance policy, and
relatively information-insensitive securities, such as risky debt, have a diminished place. The choice to
smooth the information sensitivity of his issuance generates situations in which the owner can signal
his private information via issuance, instead of retention, and creates a role for illiquid securities in
the optimal capital structure. While theoretically novel, our predictions are largely consistent with
issuance patterns observed in practice in a variety of settings.

Section 2 introduces the basic framework. An uninformed, risk-averse agent owns a risky asset.
The agent chooses how much debt to issue and sells the residual equity. Risk-neutral investors, who
trade in imperfectly integrated markets, choose how much private information to acquire given the
information-sensitivity of the securities available for trade. Information acquisition, in combination
with information sensitivity, generates uncertainty about the price investors are willing to pay for each
security.

The optimal capital structure minimizes the agent’s uncertainty about the price he receives for
selling claims to the asset.®> We show that the agent always issues information-sensitive debt and equity.
Consider how investors respond when this is not the case. If the debt issued is information-insensitive,

debt investors acquire no information. Information sensitivity is concentrated in the residual equity,

'Over the past decade, these loans have accounted for approximately $40 billion/year (approximately 10% of issuance
volume) in the leveraged loan market.

In our model, information sensitivity is defined as the difference in the expected value of the security across states.
An information-insensitive security (e.g., risk-free debt) has the same expected value in each state. Imperfect integration
implies that the beliefs of the marginal investor in each market are not perfectly correlated.

3In Appendix B.4, we consider a static setting in which information acquisition also affects the agent’s expected
proceeds.



which leads equity investors to maximize their information acquisition. But this is not optimal: the
agent is issuing the security with the most information sensitivity to the investors who are acquiring

the most information, thereby maximizing his uncertainty.

Notably, though issuing an information-insensitive security can minimize aggregate information
acquisition, it is not optimal for the agent.? Instead, the agent’s issuance decision is determined by
the relative information possessed by investors in each market. The optimal capital structure smooths
across both sources of uncertainty: the agent issues a more information-sensitive security to the market
which acquires less information. Thus, the minimum-variance capital structure, optimally chosen by
the agent, does not require a minimum-variance security, e.g., risk-free debt.> This result stands in
contrast to settings, such as those considered by Dang, Gorton, and Holmstrém (2015) and Yang (2015),
in which the agent optimally minimizes the costs of asymmetric information by issuing a minimally

information-sensitive security.

In the static setting, we show that the beliefs of the marginal investor in each market are imperfectly
correlated. This induces variation across markets in the price of the information-sensitive portion of
each security, which in turn induces the agent to issue information-sensitive securities in each market.
In a multi-period setting, when information about the fundamental value of the asset is revealed in
each period, the price within a market can exhibit wvariation over time. Consequently, rather than
selling the entire asset all at once, we show that this variation leads the agent to retain a portion of

his claim for issuance in future periods.

In Section 3, we characterize the optimal dynamic retention policy. At the beginning of each period,
the agent chooses what fraction of the asset to retain for sale at a later date. To focus on the role of
time-variation, we begin by restricting the agent to equity issuance and assume that the precision of
investors’ signals is exogenously specified. Prices in each period are imperfectly correlated due to the
revelation of new information about fundamentals; smoothing his issuance over time allows the agent
to lower the uncertainty he faces. We show that the non-linear relation between investor information
and the value of the asset generates predictable changes in the ezpected price of the asset.” As a result,
the liquidation path need not be monotonic — when the expected gains are sufficiently large, the agent
repurchases shares for later sale.® Consistent with this prediction, Lakonishok and Lee (2001) find that

purchases, not sales, have predictive power for future returns. This occurs despite the agent possessing

4As we show in Proposition 6, if information-sensitivity is concentrated in one market, reducing the information
sensitivity of that security leads to a small decline in the information obtained in that market, but a large increase in
the other market, due to the convexity of the cost function.

5Tt is costless, though also without benefit, for the agent to issue risk-free debt, in addition to risky debt, in our
setting. If additional issuance also generated any transaction costs, however, the agent would issue risky debt, only.

5This effect is not limited to debt and equity. If the agent had costless access to other distinct markets, he would find
it beneficial to issue information-sensitive securities more broadly. Faulkender and Petersen (2006) find evidence that
when firms are able to issue public debt, they increase their borrowing, and generally do so by accessing both the bank
and bond markets.

TA wedge is generated between the expectation of the current period’s price and fundamentals (i.e., the next period’s
price), which leads to predictability in expected returns. As in Albagli, Hellwig, and Tsyvinski (2015), this is due to (i)
limits to arbitrage, (ii) asymmetric information, and (iii) the aforementioned non-linearity.

8Issuance can occur even when the agent expects the price to increase. As a result, issuance is a noisier predictor of
expected future returns.



no private information about the underlying value of the asset.

Having established the agent’s incentive to smooth his issuance of information-sensitive securities
both across markets and over time, we then consider its implications.

We begin by assuming that the agent must make an initial investment in order to acquire the asset.
In Section 4, the agent chooses how best to finance the investment, anticipating selling any remaining
claims to the asset at a future date. The agent is not financially constrained — he has access to liquid
assets — but he can raise no more initial capital from financial markets than is necessary to make the
investment.” We show that, in contrast to the pecking order of Myers and Majluf (1984), the agent
prefers to issue equity when the required level of investment is low, turning to debt only when equity
issuance becomes too costly. Moreover, the agent only utilizes his liquid assets when the required
outlay is sufficiently high, and then only in tandem with issuance in the capital markets.

In standard settings with asymmetric information, the relative information insensitivity of debt,
and the cash flows to which it is sensitive, makes it optimal for raising capital. The agent in our
model, however, is concerned not just with the optimal security with which to finance an investment,
but with the entire capital structure. In particular, the agent must consider how his financing decision
ultimately affects the residual piece he owns and later sells. While issuing debt minimizes the infor-
mation sensitivity of current financing, it leaves the agent with a more information-sensitive claim to
sell at a later date. For low levels of investment, the agent therefore prefers equity financing.'® On the
other hand, the agent faces more uncertainty about equity investors’ beliefs due to their anticipation
of future debt issuance.'' As a result, when the required investment is sufficiently high, debt becomes
preferable to equity. Finally, note that by utilizing his liquid assets, the agent reduces the amount of
financing required from capital markets, which, in turn, reduces financing uncertainty. There exists a
threshold level of investment at which point the agent can optimally smooth his issuance across time
using capital markets; above this threshold, he begins to utilize his liquid assets so that his financing
needs are reduced and this optimum is preserved. It is interesting to note that, in practice, private
equity firms generally combine their liquid assets with capital raised via debt (a leveraged buyout)
along with equity (as part of a syndicate) when investing in a new business. Furthermore, the empiri-
cal literature (e.g., Frank and Goyal (2003); Fama and French (2005)) provides evidence that, amongst
young, high-growth firms, equity issuance is common.

In Section 5, the agent has private information about the underlying cash flow of the asset. As in
Leland and Pyle (1977), his issuance decision can signal his type, i.e., his private information. We first
show that, when the agent can credibly disclose his private information, equilibria exist in which higher
types will optimally choose to retain a large claim to the risky asset.!? This occurs because higher
types must retain a larger claim to optimally smooth their issuance over time. In contrast, when we

introduce private information, equilibria exist in which higher types signal through increased issuance,

9Such a restriction could be motivated by moral hazard.

YEquity financing is always information-sensitive. When the level of required investment is sufficiently low, debt
issuance can be information-insensitive.

U Equity investors account for the proceeds of future debt issuance, which are paid as dividends, in determining their
valuation today. Debt holders, on the other hand, have no claim to any future issuance.

12In the setting considered, “higher” types have both higher expected cash flows and lower information sensitivity.



instead of through retention. In standard models of adverse selection and issuance (e.g., DeMarzo
(2005)), the agent would like to sell his entire claim today. In signaling equilibria, agents take costly
actions which reveal their private information to other agents — if agents of every type want to issue
today, the only direction in which to signal is through retention.'® In contrast, in our model, the agent
would like to retain some of his claim for sale at a later date. As a result, equilibria exist in which
excess issuance serves as a credible signal.

The analysis discussed thus far assumes the existence of cross-market learning, i.e., the ability
to condition on prices in other markets. We consider its impact on price uncertainty in Section 6.
Cross-market learning generates two countervailing effects. Holding investors’ information acquisition
decisions constant, cross-market learning increases the information available to investors. Moreover,
this conditioning increases the correlation of investors’ beliefs across markets. However, prices in other
markets serve as free, public signals, to which investors respond by choosing to acquire less precise
private signals. In our static setting, we show that when the marginal cost of information is low and
fundamental uncertainty is high, this endogenous response can lower price uncertainty. When this
is true, the agent prefers to be transparent at issuance, releasing information about interest in both
markets.

When a previously-issued security is illiquid, i.e., does not trade, investors in other securities are
unable to condition upon its price in the secondary market. This illiquidity, however, also affects the
agent’s uncertainty in the primary market. We begin by showing that investors form more precise
expectations about the value of an illiquid security, leading to increased price uncertainty. This implies
that issuing illiquid securities, such as bank loans and private equity, would generally be suboptimal in
a static setting. This need not be true in a dynamic setting. If the agent anticipates future issuance,
this illiquidity can be valuable — the inability to condition on previous issues can lower the agent’s
uncertainty about future issuance.' In such situations, bank loans and private equity may be preferable
early in a firm’s life.

We conclude, discussing directions for future research, in Section 7.

1.1 Related Literature

This paper builds on the noisy rational-expectations equilibrium literature (e.g.,Diamond and Verrec-
chia (1981); Hellwig (1980)) which focuses on the role of information acquisition (e.g., Grossman and
Stiglitz (1980); Verrecchia (1982)), trade in multiple securities (e.g., Admati (1985) ), and the infor-
mational role of derivatives (e.g., Brennan and Cao (1996)). While many of these early papers focused
on securities with linear payoffs, there is now a growing literature (e.g., Barlevy and Veronesi (2000);
Vanden (2008); Breon-Drish (2015)) which allows for and examines the effect of a non-linear relation
between payoffs and investor information, as in our model.

Our model of financial markets is most closely related to Albagli et al. (2015) and Chabakauri, Yuan,

130Other analyses explore alternative dimensions along which the agent can signal, including price (e.g., Grinblatt and
Hwang (1989); Welch (1989)) or liquidity (e.g., Williams (2015)).

"In Section C.3, we argue that this illiquidity can also prevent investors from obtaining large stakes in the firm, which
reduces their incentive to learn.



and Zachariadis (2015). We extend the setting of Albagli et al. (2015) with risk-neutral investors who
trade on imperfect information. The information in our model, however, is about the likelihood of
each underlying state, as in Chabakauri et al. (2015). This innovation provides a tractable setting in
which to study both information acquisition and price dynamics, which are absent from both papers.
Both Albagli et al. (2015) and Chabakauri et al. (2015) discuss the capital structure implications of
asymmetric information, but focus on its impact on a security’s expected value. In our setting, similar
implications are considered, but the focus of our paper is on the uncertainty generated by investors’

information acquisition.

Investors in the model extract non-redundant signals from both bond and stock prices. In Back and
Crotty (2015), market makers learn from bond and stock order flow, but an investor is endowed with his
information and free to trade in either market. Similarly, Albagli et al. (2015) take the informational
characteristics of investors in each market as given. In contrast, we allow investors to choose how
much information to obtain, given the security available for trade and the information obtained by
investors in other markets. This is similar to Goldstein, Li, and Yang (2013), in which segmented
investors choose whether to acquire a signal, given their beliefs about the information contained in
prices across markets. That paper’s focus is on correlated claims to the same cash flow (e.g., CDS
and the underlying bond), and more importantly, does not consider how an issuer might optimally
choose to structure claims/issuance, given the behavior of investors. Finally, in contrast to each of
these papers, but similar to the market participation literature (e.g., Allen and Gale (1994)), we allow

some investors to choose, ex-ante, in which market to trade.

From the issuance perspective, our static model most closely resembles Boot and Thakor (1993),
in which a risk-neutral agent chooses how to split and subsequently sell claims to the entire firm to
investors whose information acquisition depends upon the securities issued. We assume that the agent is
risk-averse, however, and that the agent can sell claims in imperfectly integrated markets. Our paper is
part of a large literature in which the information acquisition of investors drives firm issuance decisions,
including Boot and Thakor (1993), Fulghieri and Lukin (2001), Axelson (2007) , and Yang (2015). In
contrast to each of these papers, in our model, prices in each market are imperfectly correlated. This
is similar toRahi and Zigrand (2009), which considers how arbitrageurs, with access to all markets,

might design securities for trade with investors who are restricted to trade a subset of the securities.

Tranching is optimal, as in DeMarzo (2005) and Riddiough (1997), but in our model this is due to
differences in the information acquired in each market. The optimal division of claims is based on the
information-sensitivity of each security and endogenous information acquisition; however, unlike Dang
et al. (2015) and Yang (2015), in our setting, information-insensitivity in one tranche is undesirable,
as it concentrates the information-sensitivity in the other tranche. This makes our result more similar
to Farhi and Tirole (2015), though in their model the solution to this problem is to bundle the two

components together.

In a dynamic setting, we allow the agent to sell his claim over time, and as in DeMarzo and
Urogevi¢ (2006), Hennessy, Livdan, and Miranda (2010) and Bond and Zhong (2015), we allow for

share repurchases. In each paper, the relevant friction is asymmetric information; however, in their



models, the issuer has private information, whereas in our setting, investors acquire private information.

Our paper is related to the literature on violations of the pecking order of Myers and Majluf
(1984). Fulghieri and Lukin (2001) and Yang and Zeng (2015) argue that equity issuance is optimal
when the agent wants to encourage information acquisition. Fulghieri, Garcia, and Hackbarth (2015)
and Chakraborty, Gervais, and Yilmaz (2011) show that equity-like securities can be less sensitive
to the effects of adverse selection, and therefore optimal, depending upon the assumptions about the
distributional nature of the asymmetric information. In Axelson (2007), equity is preferred when
raising capital in good states of the world is more valuable to the issuer. In contrast, our results arise
through a novel channel: the agent’s desire to smooth his sources of uncertainty across markets.

We also consider separating equilibria, as in Leland and Pyle (1977) and DeMarzo (2005), however,
we consider settings in which issuance, rather than retention, can serve as a credible signal of type.
Along this dimension, our work is related to the IPO literature in which firms can signal their type by
issuing at a lower price (e.g., Grinblatt and Hwang (1989); Welch (1989)). In both papers, issuers also
choose how much to sell, but in Grinblatt and Hwang (1989), retention is a positive signal of firm value,
and in Welch (1989), issuers sell only what is necessary to finance their investment in equilibrium. In
our setting, however, the price is set by investors; furthermore, issuance can signal a higher asset value

because it generates excess uncertainty.'?

2 Static Issuance

We begin by describing the basic structure of the model, characterizing the financial market equilibrium,

and solving for the optimal issuance policy in a static setting.

2.1 Model Setup
2.1.1 Assets and Timing

A risk-averse agent owns an asset with uncertain future payoffs.'® There are three periods, t € {0, 1,2},
and two states of the world, s € {L, H}.'" At time-0, it is known that the asset payoff, z, will be
drawn from either G (in the high state) or G, (in the low state). Both G4 are known, non-degenerate
distributions and G g first-order stochastically dominates G. It is without loss of generality to allow
for limited liability: we assume G4(x) = 0 for all z < 0. We define the expected payoff of the asset in

each state:

V, = / xdGgy(x),
0

5In Grinblatt and Hwang (1989), retention also serves as a signal of lower variance — in our model, lower variance
and higher asset value are always positively related, and so retention can also signal higher variance.

While we assume the agent is endowed with the asset, our analysis accommodates a setting in which the agent is
allowed to sell his entire claim at the same time he is raising capital to acquire the asset.

'"In Appendix B.1, we modify the asset payoff to allow for N > 2 states. Under analogous distributional assumptions,
the tenor of our main results remains unchanged.



and assume that both V7, and Vg are finite.

The agent does not know ¢ = P[s = H| with certainty, but knows

¢=2l, 2~ N(p ),

where ® is the cumulative distribution function of the standard Gaussian probability distribution.'®

At time-1, z is revealed. At time-2, the asset payoff is determined. There are no actions which can
be taken to alter the distribution of the asset’s payoff. There is a risk-free asset in perfectly elastic

supply and the risk-free rate is normalized to zero.

2.1.2 Market Participants

In addition to the single, risk-averse agent there exists a unit-measure continuum of risk-neutral in-
vestors. The initial information set of the agent and investors is identical; they have symmetric beliefs
about the distributions, GG, and share a common prior about the distribution of z. Each investor,
however, is endowed with the ability to generate a private signal about the expected value of the asset.

More specifically, each investor, indexed by i € [0, 1], observes

S;i =z +¢; 61"\'./\/’(0,7';1), E[&iﬁj] ZOV]'#L jE [0, 1]

By observing a private signal which conditions on z, investors can more precisely estimate from

which distribution the payoff will be drawn.!? Each investor can choose the precision of his signal
(1; > 0), but his choice is subject to a cost function, C(7;). We assume only that the cost function
possesses standard characteristics: C' is continuous, C'(0) = C’(0) = 0, and C’,C"” > 0 for all 7. The
cost function is identical across investors.
Market Segmentation: Investors are restricted in the type of securities they can purchase. While
they will be able to observe security prices in other markets, and use those prices to inform their beliefs,
they can only purchase the securities trading in their market. Our focus will be on two markets:
debt and equity.?’ The total measure of debt (mp) and equity (mg) investors will be determined
endogenously and sums to one (mp + mpg = 1), i.e., every investor trades in one market or the other.
Investors are restricted from shorting and are subject to position limits.?!

The market segmentation extends to the liquidity shocks (noise trade) in each market. We assume

there are liquidity shocks, distributed across markets, such that

18 This formulation implies that ¢ € (0,1); however, because z is not drawn from a standard Gaussian distribution, ¢
is not uniformly-distributed.

9Many models of information acquisition allow agents to condition directly upon the future, realized payoff. One can
think of the signal available to investors as an approximate coarsening of these technologies.

20Tn Section C.2 we we discuss the motivation and evidence for market segmentation in more detail and in Section 2.4
consider the implications of broader segmentation, e.g., segmentation based on credit rating or exchange.

21The assumption that investors are unable to short is unnecessary. Allowing for (bounded) short positions would
make learning more valuable for investors, but should not change the optimal capital structure. Furthermore, such a
restriction is observed more generally in security issuance. Investors are risk-neutral, and so position limits are necessary
to bound their demand.
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and that these shocks generate price-independent demand for a fraction ®(ug), ®(u.) of any issuance
in the debt and equity markets, respectively. For tractability, we assume that liquidity shocks are
uncorrelated and have identical second moments.
In Appendix B.2, we allow investors to trade in both markets and allow the variance of liquidity

shocks to differ across markets; doing so leaves our main results unchanged.

2.1.3 Issuance

Due to the difference in their risk preferences, the agent would like to sell the asset to investors. If he

sells at time-1, he receives

El[lb] =V 4+ qAV AV = (VH — VL) (1)

from investors.?? At time-0, the only term in (1) about which the agent is uncertain is the realization
of ¢q. Instead of waiting for this uncertainty to be resolved, however, the agent could sell claims to the
asset at time-0.

We assume that the agent has mean-variance preferences over the proceeds he receives for the
asset. He optimally chooses a face value of debt, F', to sell in the debt market; the residual claim is
sold in the equity market.?? Investors choose (i) in what market to trade, so that ex-ante returns are
equalized across markets, and (ii) the precisions of their private signals, to maximize their expected
profits. These are determined jointly in equilibrium.

Importantly, the agent does not set the price of each security. Instead, prices are determined in
the market using the rational expectations equilibrium of Albagli et al. (2015). Using their private
information, as well as the information contained in the price of debt (pp) and price of equity (pg),
each investor submits his demand schedule and markets clear.?* The price-setting process is detailed

in the next section.

2.2 Financial Market Equilibrium

To determine his optimal capital structure, the agent must form beliefs about the price he will receive

for each claim. If the agent issues debt with face value F, then given the distribution of payoffs

22The agent would never wait until time-2 to sell the asset. At time-1, the agent and the investors have the same
expectation of the asset’s payoff; however, due to the residual uncertainty in the asset’s payoff, and the agent’s risk-
aversion, he always prefers to sell before the cash flow is realized.

23Under the assumption that liquidity shocks are identical within each market, the agent is indifferent between issuing
(i) a single debt claim with face value F' and (ii) multiple, potentially subordinated, debt claims with a total face value
of F' within the debt market.

24In Appendix B.3, we explore whether or not, upon observing (and conditioning upon) the market-clearing prices,
the agent would choose to accept the offered prices. In short, with sufficient risk-aversion, the offer is always accepted,
and so we focus on that case here.



in each state, and limited liability, we can write the expected value of debt in each state Dgs(F') =
E[min(F,z)|z ~ G]. Similarly, given F, the expected value of equity in each state can be written
Ei(F) = Elmax(z — F,0)|x ~ Gs]. We can then solve for the price of debt and equity, taking investors’
choice of signal precision and market as given.

In addition to their private signal, s;, each investor conditions on the price of debt and the price
of equity. Investors differ only in their beliefs about the likelihood of each state, and as a result, this
will be the only source of variation in their valuation of each security.?” An investor’s expectation of

the value of debt can be written:

E[Dr, + q(Dg — Dr)|si,pp,pE] = Dr+E[®(2)|si,pp,pE]AD
AD(F) = Dy(F)— Dy(F)

Similarly, an investor’s expectation of the value of equity can be written:
EL—FE[(I)(Z)‘Si,pD,pE]AE(F) AE(F) EEH(F)—EL(F)

We will refer to AD(F), AE(F) as the information-sensitivity of debt and equity, respectively. In
our setting, information sensitivity measures the change in an investor’s expected value of the asset
to changes in his beliefs about ¢, e.g.,%ﬁf’x)” = AD(F). Tt is straightforward to show that the
information-sensitivity of any claims issued must equal the information-sensitivity of the underlying
assets, i.e., AD(F) + AE(F) = AV. Financial engineering cannot reduce the information sensitivity
of the agent’s holdings.

We will conjecture and verify that investors can construct signals, sp and sg, from pp and pg,
and that these signals will be independent and normally-distributed, conditional upon the true value,
z. Let 7p, Tg, denote their precisions, respectively, which are determined in equilibrium. As a result,

each investor believes

Tolz + T3S; + TDSD + TESE 1
z|si,sp,sg ~ N , .
T:+7Ti+7Tp+7TE T, +Ti+7Tp +7TE

Lemma 1. If z is normally-distributed, then the expectation of q can be written:

Blg) = E[B(2)] = @ (EH)

1+ Vz]

We will be looking for a symmetric equilibrium in which 7; = 7; p for all debt investors and 7; = 7; g
for all equity investors. Applying Lemma 1, a debt investor observing private signal s; believes the

expected value of debt to be

DiL(F)+® (Tzﬂz+Tz‘,DS¢+TD8D+TE3E> AD(F),

PP (1+4P)

Z5Note that this is in contrast to the agent, for whom the residual variation in each state is a source of disutility.




whereas the expected value of equity for an equity investor with signal s; can be written:

EL(F) 4D (Tzﬂz + Ti,ESi + TpSD + TESE> AE(F),

PE(1 4+ 9F)
where yp =7, +mp+Tp+7E,and Yp =1, + T g+ 7D + TE.

Lemma 2. If Gy ~rosp Gr, AD, AE >0 for oll F > 0. Furthermore, aaA—FD >0> %A—FE

Investors are restricted to purchase no more than mi (i) units of debt (equity); in combination
D mg

with their risk-neutrality, this implies that debt (equity) investors’ demand is an element of the set:
{0, miD}({O, %E}) Under the assumption of FOSD, the value of each security is increasing in each

investor’s conditional expectation of z. Investor beliefs in each market can be ordered by their private

signals, s;, and so we posit a threshold strategy: investors purchase m—lD (%) units of debt (equity)

if s; > xp(z,uq) (si > re(z,u.)); otherwise, they hold only the risk-free security. The thresholds, xp

and zp, are functions of fundamentals (z) and the realized liquidity shock in each market (ug, u).

We normalize the supply of each security to one. If we impose market-clearing in the debt market:

1 = |1-2(/7ip(@p(2,uq) —2))| + D (ug 2
[ (V7D (xp(2,uq) = 2))] (ua) (2)
total demand by debt investors liquidity demand

It is clear from (2) that markets clear if and only if xp(z,uqs) = 2z + —2=. Market clearing in the

V7D

equity market yields zg(z,ue.) = z + \/7;% Moreover, zp(z,uq), E(z,ue) summarize the information
contained in prices:
U,
sp =ap(z,uq) =z + \/TZTLD; sE:xE(z,ue):z—i—\/% (3)

The marginal debt (equity) investor, whose signal s; = sp (s; = sg) sets the price equal to his

conditional expectation:

(4)

pp = Di+gpAD  where gp = @ (TZ“Z * (T TuTiD)3D + T"”’ESE>

PP (1+4P)

(5)

pg = Erp +qeAE where qp = ® (TZMZ + 7nipsp + (Tip + TnTiE)SE)

PE(1+9F)

It is clear from (4) and (5) that prices are invertible; observing pp, pg is equivalent to observing
sp, sg. Furthermore, as (3) makes clear, sp and sg are independent, normally-distributed signals,
conditional on the true value, z. Taken together, this verifies our conjecture. Note that because

Sp # sg, the beliefs of the marginal investor in each market are imperfectly correlated.

Proposition 1. There exists a unique equilibrium. Debt investors purchase % units of debt if s; > sp
and equity investors purchase %E units of equity if s; > sp, where sp and sg are defined in (3).
Otherwise, investors hold the risk-free asset. The price of debt, pp, and price of equity, pg , are given

by (4) and (5), respectively.
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We now turn to the agent’s beliefs about prices. We will focus on the price of debt; analogous
statements hold with respect to equity. We will refer to the variance of the marginal investor’s beliefs
about the expected value of ¢, that is, Vo[gp], as information-driven uncertainty. Note that price uncer-
tainty, Vo[pp] = Volgp]AD(F)?, is a product of its information-driven uncertainty and its information

sensitivity.

Volgp] 9Volap]
“orp 0 Onp O 0. Furthermore, when

Lemma 3. If 7, is sufficiently high and |u.| sufficiently low,
7,0 > Ti.B, Yolg > Vo[gp] > Volgg].

Learning by debt investors (1 7; p) increases the information-driven uncertainty of debt (Vy[gp]).
Moreover, debt investors also condition upon the price of equity — as a result, increased information
acquisition by equity investors (1 7;g) has a similar effect. Finally, if debt investors acquire more
information than equity investors (7;, p > 7; g), their beliefs about fundamentals are more variable
(Volgp] > Volgg]). Throughout the rest of the paper, we will assume that 7, is sufficiently high such

that the inequalities in Lemma 3 hold.?¢

Lemma 4. If p, = 0, Eolq] = Eolgp] = Eolgr]. If p. > 0 (u. < 0), then Eolq] > Elgp] (Eolq] <
Elqpl); if, in addition, 7, p > 7i &, Eolge] > Elgp] (Eolgr] < Elgp]) when 7, is sufficiently high.

In our model, there is a non-linear relation between investors’ information and the fundamental
value of the asset: investors obtain information about z, but form expectations about ®(z). As em-
phasized in Albagli et al. (2015), this has the potential to generate a wedge between the expected price
paid (¢p) and the expected value (g).?” When u, = 0, the value of the asset is affected symmetrically
by information about z; information acquisition has no effect on the expected price. We discuss the

intuition for Lemma 4 when p, # 0 in Appendix B.4.

2.3 Optimal Issuance

In this section, we assume p, = 0, which implies that the agent’s objective is to minimize the variance
of his proceeds (since Eo[gr] = Eolgp] = Eolg]). In Appendix B.4, we consider the implications for
optimal issuance in the more general case, u, # 0.

If the agent’s uncertainty about pp and pg is sufficiently low, he is always better off selling his

entire claim to the asset at time-0.

Proposition 2. If 7,1 and 7, are sufficiently high, retaining any claim to the asset for sale at time-1

increases the variance of the agent’s proceeds.

If the fundamental uncertainty is sufficiently high (| 7,) and liquidity shocks are sufficiently certain
(T 7n), the agent prefers not to wait until time-1 to sell the asset. Retaining any portion for sale

at time-1, after the uncertainty about z has resolved, simply increases his uncertainty. We leave for

26While the variance of a given investor’s beliefs about z is always increasing in the precision of his information, this
does not necessarily imply that the same must be true with respect to the marginal investor’s beliefs about ®(z). The
sufficient conditions ensure that this is the case.

2TThe existence of a wedge also requires limits to arbitrage and asymmetric information between investors.
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Section 3 our analysis of how the agent would choose to sell his claim over time, and therefore assume
that the conditions detailed in the proof of Proposition 2 hold. As a result, the agent’s objective is to

choose the face value of debt, F' > 0, to minimize the variance of his total proceeds, i.e.,
Vo[pD +pE] = ADZVO[(]D] + AEQVO[(]E} + 2ADAECO’U((]D,QE). (6)

2.3.1 Fixed Precision, Fixed Market

We begin by taking as given the market in which investors trade and the precision of their signals. Let
F™* be the optimal face value of debt.

Proposition 3. When the agent chooses F* to minimize (6), there exists a unique AD(F*) V7 p, T E.
1. The agent issues a more information-sensitive security in the market with less precise informa-
tion, e.g., Tip > T g = AD(F*) < AE(F¥)
2. Both securities are information-sensitive when the relative difference in investors’ information
is sufficiently small , e.g., | |1ip —Ti.g| = AD(F*), AE(F*) >0

Price uncertainty is driven by (i) information-driven uncertainty (e.g., Vo[gp]) and (ii) information
sensitivity. As Lemma 3 makes clear, the relative precision of the information in each market drives the
relative difference in their information-driven uncertainty. To minimize his price risk, the agent issues
a more information-sensitive security in the market with less information, that is, the market with less
information-driven uncertainty. Notably, however, the agent doesn’t exclusively issue in the market
with the least information. By selling claims in multiple markets, the agent reduces the risk of low
liquidity demand — gp, qp are imperfectly correlated. When this diversification benefit is sufficiently

large, he issues information-sensitive debt and equity.

2.3.2 Endogenous Information, Fixed Market

We consider now the scenario in which, while restricted to trade in a given market, investors can choose
the precision of their signal. The conditional expectation of ®(z) of an investor with private signal

precision 7; can be written

Tz bz + T;Si + TDSD + TESE
Y1+ 47)

where ' = 7, +7; + 7p + 7. Recall that investors (i) differ only in their beliefs about z and (ii)

¢ = E[®(2)|ss, pp, pE] =

)

purchase the asset only if their beliefs about z exceed those of the marginal investor. Then the investor’s

expected utility from trading debt (EUp) can be written

EUp = il;Eo [(¢i —ap)l(gi > qp)] (7)

Using similar reasoning, we can write an equity investor’s expected value from trading equity:

EUs = 2LEy (6 - a8)l(a: > a0) (s)

mg
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Proposition 4. If fundamental uncertainty is sufficiently low (T, sufficiently high), an investor’s ez-
pected trading gains (EU ) are increasing and concave in the precision of the investor’s private infor-

mation, T;.

Holding fixed the information acquisition of others, as 7; increases, the investor becomes more
(less) likely to purchase the security when it’s undervalued (overvalued). Even if an investor were to
learn z perfectly (7; — 00), however, the benefit is limited: any mispricing is limited to the security’s
information sensitivity and an investor’s potential holdings are bounded.

Each investor in market j chooses 7; to maximize his expected profits, subject to the cost of

information:

BU;—C(r;) je{D,B} (9)

Corollary 1. Given a face value, F, there is a unique symmetric equilibrium in which 77 = 7; p

(17 = 1, p) for all debt (equity) investors. As the face value of debt mcreases debt (equity) mvestors
z D 8T7 ,D 87—1 E 0

) 9AD Br.  Imp >a

Finally, the ability to observe prices in other markets decreases the information acquired.

dry
acquire more (less) precise signals (i.e.,—p

The optimal precisions solve equations (20) and (21) found in the Appendix. Investors always choose
to acquire private information (i.e., 77 # 0) when the claim issued in their market is information-
sensitive. Unsurprisingly, given that the expected value is proportional to ﬁ—g, when investors can
purchase a more information-sensitive security, or acquire a larger position, a more precise signal is
acquired. As Lemma 2 makes clear, as the face value of debt increases, the information-sensitivity
of debt (equity) increases (decreases), which implies that debt (equity) investors acquire more (less)
information. If fundamental uncertainty increases, then investors in both markets acquire more in-
formation. The ability to condition on prices in the other market “crowds out” investors’ private

information acquisition. We explore this final effect in more detail in Section 6.1.

Proposition 5. When investors can choose how much information to acquire, the agent always issues
information-sensitive securities in both markets. Suppose (i) the agent chooses F* to minimize (6)
and (i) investors choose T to mazimize (9). Then there is a unique, optimal AD(F*), with 7} =
7i,p (1) = 7i,E) for all debt (equity) investors:

1. If mp <mg, (i) 0 <AD(F*) < AE(F") (ii) Vo[gp] = Volqg]

2. If mp > mg, (i))AD(F*) > AE(F*) >0 (i1) Volgp] < Volgg]

In a market with fewer investors, each can purchase a larger share of each security; this incentivizes
more information acquisition, increasing the variance of the price. As a result, the agent issues the

more information-sensitive claim to the market with the broader investor base.?® Note, however, that

28Gimilar results can be generated if the two markets differ in their information technology. Suppose, for instance,
it is cheaper for debt investors to acquire information — % < %Vr. Given the opportunity to purchase a
security with the same information sensitivity, debt investors would acquire a more precise signal than equity investors.
As a result, the agent optimally sets AD < AE. Note, however, that an important question remains: why do debt
investors have superior information technology if the agent responds in this fashion? If acquiring the superior technology
required some costly, upfront investment, an equilibrium in which only one type of investor makes the investment (so

that 60%7(7) #* BC%T(T)) may be difficult to construct.
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the agent continues to balance both sources of uncertainty. For example, when there are more debt
investors (mp > mpg), the debt claim is more information-sensitive. However, the optimal face value
encourages equity investors to learn more, so that the information-driven variance of equity (Vo[gg])
is higher.

An information-insensitive security plays no role in the optimal capital structure. Suppose instead
that the agent issued risk-free debt, i.e., AD(F') = 0. While the agent faces no uncertainty about the
price at which he can sell debt, the information-sensitivity of the asset is now concentrated in the equity
market (AE(F') = AV'). When investors can choose how much information to acquire, this implies that
the agent will face more uncertainty about the marginal equity investor’s beliefs (Vo[gr] > Vo[gp]).
This is not optimal — it would require the agent to sell the security with more information-sensitivity

in the market with more information-driven uncertainty.

Proposition 6. Aggregate information acquisition (1; p + 7; g) is minimized when the agent issues an
information-insensitive security in the market with fewer (e.g., mp < mpg) investors when C" > 0

and %l,, > 0 is suffictently high.

Notably, the optimal capital structure does not necessarily minimize aggregate information ac-
quisition. When the cost function is sufficiently convex, information acquisition is minimized when
information sensitivity is concentrated in one market. However, the optimal capital structure is driven
by the relative information acquired by investors in each market rather than by the aggregate informa-
tion generated. We show in the proof of Proposition 6 that if C(7) = k7% with k > 0, a > 2, then the

sufficient conditions are met.

2.3.3 Endogenous Information, Market Entry

Finally, we consider our benchmark model, in which investors can both choose in which market to
invest and choose the precision of their signals. If all investors are able to freely choose in which

market to trade, in equilibrium, ex-ante returns in both markets should be equal: FUp = EUpg.

AD(F) _ AE(F) _ Ay

Proposition 7. Ezpected returns in each market are only equalized if — ) = mi(F) =
D E

The intuition for the choice of market entry is clear from equations (7) and (8). Suppose, instead,

AD(F) _ AE(F)
that an(F) ~ an(F)-
turn implies that EUp > EUfg (by Proposition 4). When the returns in each market are equalized

This would lead to more learning by debt investors (7;, p > 7 ), which in

(EUp = EUg) the optimal signal in each market is the the same (75 = 7/p) and so, therefore, is the
information-driven uncertainty (V[gp] = V[gg]). Effectively, fully flexible market entry exactly undoes
the effect of capital structure on information-driven uncertainty.

As we discuss in detail in Section C.2, some capital is unable to move freely between markets.
To capture this friction, we assume that there exists some minimum measure of investors which must
hold only debt (mp min) or equity (Mg min), while the remaining investors (1 — mp min — ME,min)
can choose in which market to trade. When 1 — mpg min > mp5(F) > mpmin, there are sufficient

unconstrained investors to equalize the expected returns in each market. As a result, the precision is
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fixed for all choices of F', and the agent can only control the information-sensitivity of each security. On
the other hand, consider F sufficiently low such that m},(F') < mp min. All unconstrained investors
will trade the firm’s equity (mg = 1 — mp min) and equity investors will acquire more precise signals
(1) > D) 29 Furthermore, in this region the measure of investors in each market remains fixed, and

S0 the agent regains the ability to affect how much information is acquired.?°

Theorem 1. When investors can choose how much information to acquire, and in which market to
trade, the agent always issues information-sensitive securities in both markets. Suppose (i) the agent
chooses F* to minimize (6) and investors choose (ii) 1; to mazimize (9) and (i) the optimal market
in which to trade. Then there is a unique, optimal AD(F*), with 77 = 7; p (7, g) for all debt (equity)
muvestors:

1. If mp min, MEmin < 3, (HYAD(F*) = AE(F*) (ii) Volgp] = Vo[qs]

2. If mpmin > 3, (YAD(F*) < AE(F) (i) Volgp] > Vo[qr]

8. If mpmin > 5, (YAD(F*) > AE(F*) (i) Vo[gp] < Volgg]

When investors are sufficiently unconstrained, allowing for market entry can increase the agent’s
utility. Suppose that the majority of investors are constrained to trade equity, i.e., Mg min > % The
only way for the agent to smooth across both sources of uncertainty is to choose a level of debt such
that (i) all unconstrained investors choose to trade debt, so that Vo[gp] > Vo[gg], but with (ii) more
information-insensitivity in the equity claim, AE(F) > AD(F). This is equivalent to the problem
we considered above, in which investors are fixed in each market. On the other hand, when there is
sufficient flexibility in investors’ choice of markets (i.e., both mp min and mg min are less than ) the

agent can perfectly balance his two sources of risk: AD(F) = AE(F) and Vy[gp] = Volgg].

2.4 Discussion

Our results stand in contrast to those of Boot and Thakor (1993), which argues that when selling the
firm, information sensitivity should be concentrated in one security, equity. In their model, the agent
wants to encourage information acquisition so as to increase the price paid. Surprisingly, we show in
the proof of Proposition 6 that aggregate information (7; g + 7;,p) can be mazimized in the minimum-
variance capital structure.>! As a result, when markets are segmented, the solution in our setting may
also be the optimal capital structure when the agent wants to encourage information acquisition. We
hope to explore this idea further in future work.

The recent literature on security design (e.g., Yang (2015); Dang et al. (2015)) has focused on the
optimality of debt, due to its relative information-insensitivity. Such securities generally minimize the
frictions generated by information acquisition. In our setting, an agent faces a similar friction but,
importantly, wants to sell his entire claim to the asset. As a result, he must consider the risk of the

entire capital structure, and so an information-insensitive security plays no role in the optimal capital

29This is because the expected return to trading equity will exceed that of debt (EUr > EUp).

30Applying similar reasoning, for all face values of debt such that ap > 1 — g, min, the measure of debt investors is
fixed: ap =1 — ag,min-

31This is true in case (i) of Theorem 1, or when debt and equity investors exist in equal measure.
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structure.>? This is similar to the result of Farhi and Tirole (2015), who show that by selling an
information-insensitive tranche, a seller may be left with a too-risky claim which he finds difficult to
sell.

As the intuition for the results above make clear, the agent generally benefits from the ability to
sell in each segmented market to which he has access. It is important to consider, therefore, situations
in which financial market segmentation extends beyond debt and equity markets. For instance, bank
loans and publicly-traded debt, by definition, are held by different sets of investors. The latter market,
however, is only accessible to firms which have a credit rating. It is straightforward to show that if the
agent can costlessly borrow in both the bank loan and public debt markets, the firm will raise more
capital via debt. This is consistent with the results of Faulkender and Petersen (2006), which argues

33 Within a given debt market,

that, all else equal, firms with credit ratings typically borrow more.
many investors face investment restrictions which depend upon a bond’s rating.?* At the same time,
issuers of asset-backed securities typically issue bonds with ratings across the spectrum.®® Our model
suggests that one motivation for doing so is that by tapping into distinct markets, issuers lower the
uncertainty they face.6:37

Many debt investors are exogenously restricted to hold securities with sufficiently high ratings.
Insurance companies are restricted to hold debt of sufficient quality and regulation penalizes holding

38 If default risk increases sufficiently, there may only be a

riskier bonds on bank balance sheets.
relatively small number of distressed debt investors able to lend capital. In practice, it is generally
observed that debt is less information-sensitive than equity.®® Such restrictions provide one reason
why this might be the case. Suppose that when debt is risk-free, mg = mp: equity and debt investors
exist in equal measure. As the face value of debt rises, the measure of potential debt investors falls

(mp < mg), and so in equilibrium, the agent will set AD(F*) < AE(F*). Notably, this implies that

32If it is feasible to sell multiple claims in each market, risk-free debt could be issued as well: such issuance leaves
the agent’s utility unaffected. If investors were willing to pay a premium for such securities (for unmodeled reasons), he
could accommodate them.

330ur results are potentially consistent with the analysis of Rauh and Sufi (2010). One surprising result they highlight
is that relative to investment-grade firms, high-yield issuers are more likely to issue to both banks and institutional
lenders. If there is a fixed cost to issuance, firms with less information sensitivity (low AV) may choose to borrow in
fewer markets; a shock to the expected value of the asset in the low state of the world would lead to (i) downgrade and
(ii) firms tapping other markets for funding.

34Mutual funds are a prominent example — many funds are categorized by the types of bond in which they can
invest. Cantor, Gwilym, and Thomas (2007) provides evidence that pension plan sponsors place similar restrictions on
investment managers.

35For example, Benmelech and Dlugosz (2009) discuss the construction of CLO’s, noting that 40% of the deals issued
a tranche with each of the following ratings: AAA/AA A BBB,BB and NR.

36This explanation differs from, but is not inconsistent with, an oft-cited explanation: a clientele effect, in which
investors demand (and sometimes pay a premium for) bonds with certain (typically, higher) ratings.

3TFor a given corporation, bond ratings are relatively homogenous; however, it is possible for firms to issue commercial
paper with a rating which differs from its longer-maturity debt. As documented in Lemmon, Liu, Mao, and Nini (2014),
a large number of firms have securitized their receivables and received an A-1 rating; the firms which did so typically had
lower ratings, e.g., A or BBB, consistent with our story when credit risk and information sensitivity (AV') are positively
correlated.

38Ellul, Jotikasthira, and Lundblad (2011) provide evidence that such restrictions can impact bond prices, for instance,
when there are a limited number of potential buyers for downgraded bonds.

39There are, of course, many exceptions. Information about recovery value or downside risk will generally induce a
larger change in debt, not equity, prices.
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the agent does not necessarily issue to the broadest investor base — he may be willing to trade-off a
more concentrated group of capital providers within a market against a higher concentration of risk in
a given security when comparing across markets.

The agent in our model is a stand-in for several possible entities. It could be that, as is commonly
assumed, the agent is an entrepreneur, or a large individual stakeholder in a privately-held firm. Private
equity firms prioritize identification of the best “exit strategy,” i.e., the optimal way to liquidate their
position. Moreover, in practice, many private equity firms issue debt prior to sale and use the proceeds
to pay equityholders — a leveraged recapitalization — which closely corresponds to the setting studied.
Similarly, in structured finance, special purpose vehicles purchase assets (loans) with the explicit goal
of structuring and selling claims — both debt and equity — to investors. Finally, it is possible to
interpret our model in the context of executive compensation. If a risk-averse CEO is compensated as
a function of the enterprise value of the firm, then his optimal capital structure will closely match the
structure suggested by our main results.

There is a growing literature (e.g., Axelson (2007); Dang, Gorton, and Holmstrém (2012); Yang
(2015)) exploring the impact of buyers’ ability to generate private information about an asset for
sale. In our model, this assumption has several interpretations. It could be that, as professional
investors with industry expertise, they have special expertise in determining the likelihood of success.
Alternatively, after the agent has chosen how to sell his asset, it could be that further information
about ¢ becomes available, which investors are able to acquire before submitting their bids.

In Appendix C.1 we (i) consider a setting in which the agent has previously issued debt and/or
equity, (ii) examine the implications of dividend recapitalizations when liquidation is costly, and (iii)

provide an alternative payoff structure in which an increase in z makes “tail” realizations more likely.

3 Dynamic Issuance

When information about the probability of each state is revealed over time, the price of the asset will
vary over time. This provides an incentive for the agent to retain some claim to the asset for sale at a
later date. Retention, in combination with price variation, can help maximize his expectation of and

reduce the uncertainty surrounding his final proceeds.

3.1 Time-varying asset value

For the remainder of the paper, we analyze the sale of the asset over multiple periods. We consider a
setting in which there are T' + 2 periods, i.e., t € {0,1,...,T + 1}.

As before, ¢ = P[s = H], but we now set ¢ = ®[z7]. The state variable, z;, is stochastic:
21 = (L= p)ps + pze + €1, €1 ~N(0, 7771,

At time-t, z; is revealed and known by all agents. At T 4 1, the true state is resolved. At T + 2, the

40Tf the compensation is a linear function of the enterprise value, it will match exactly.
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cash flow is realized.*!

Throughout Section 3, we assume that the agent issues equity, only.#> There exists a unit-measure
continuum of investors; in each period, ¢, investor 7 observes a private signal s;; = 2;41 + €;¢, with
it ~ N(0, 7‘2-}1). 43 We assume that 7T;+ is always non-zero and finite.

In each period, investors/traders are limited to purchase k; units, where k; denotes the fraction
of the shares outstanding at time-t. Liquidity shocks, wug, are i.i.d. and normally-distributed, u; ~
N(0,7,71). A rational expectations equilibrium exists as established in Section 2; it is straightforward
to show that prices reveal a signal sp; ~ N (2441, TE;), where T+ = 7,7+

The price at time-t (pg ;) is determined via recursion. At time-T', the expected value of the cash flow
is ppr = Vi + ®(2r)AV. At T — 1, the marginal (price-setting) investor with signal s; 7—1 = sg7-1
sets the price equal to his expectation of pg7: ppr—1 = VL + qg7-1AV, where

7 ((1 — p)p= + pzr—1] + (Tir—1 + TET-1)SET-1
\/@b%q(l +9p_y)

qger-1 =9

and w:}E_l =T+ TiT—1+TET-1.

At T — 2, investors have imperfect information about zp_; and no information about zp. To find
PET—2, we first take the expectation of ¢p7—1 given zr_; and the information (denoted P) that the
marginal investor’s signal must equal the signal contained in the price. To do so, we will utilize a more

general version of Lemma 1.

2 : + _ atpu
Lemma 5. Suppose y|Z ~ N (jy,0,). Then, if a, c are constants, E [@ ('ﬁé”) |I] =® <\/ﬁ>

This allows us to write:**

(1 —p)p + p2r
\/1 + 7';1 + ¢7F:_1

Elggr-1l27-1,P] =@ , (10)

1+
Ti,T—1 (#)

where 1/)1T3_1 = W

Using iterated expectations, it is clear that ppr—2 = Vi, + qg7—2AV and

qe,7—2 = E[Elge.r—1|27-1, Pl|sir—2 = sE,T7—2, 55,72, 272, P].
We define pg 7 = Vi + qp7—1AV; qu 7 is fully characterized in equation (25) in the Appendix.
Lemma 6. If E[zp|zr_i] > 0 (Elzr|2r—1] <0), Elgrt|2r—k, P] increases (decreases) with t.

For intuition, we can compare (10), the agent’s expectation of the price at T'— 1, to his expectation

of g1 (the price at time-T).

“"When T = 1 and zp = p. we return to the original, static setting.

*2This is equivalent to assuming that (i) markets are no longer segmented and (ii) liquidity shocks across markets are
perfectly correlated.

“3Restricting the signal to condition on the state variable one period ahead ensures that all information sets are
identical at the beginning of each period.

“For brevity, the steps required to reach (10) are relegated to the Appendix.
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1-— + pzr_
Blgp.r|or-1) = E[®()|zp) = @ [ L2t 0o
V1+71o
The additional term, ¢1ij1 > 0, in the denominator of equation (10) reflects the additional variance
generated in the determination of prices. It is the difference between the variance of the marginal

45 Of course, investors also anticipate

investor’s beliefs and the variance of a given investor’s beliefs.
this effect, and so the price at each point in time accounts for the excess variance generated by trade in
the future. Given the non-linearity in @, this implies that the wedge between ® (E[z7|zp_g]) and the
agent’s expectation of the price shrinks as ¢ — 7. When E[zp|zp_g] # 0, this leads to a predictable

component in the expected path of prices.

Lemma 7. When 7, is sufficiently large, and |Elzr|2r_g]| sufficiently small, V{qg +|27_k, P| increases
with t.

It is straightforward to read this result as a modification of Lemma 3. First, when 7, is sufficiently
large, the variance of the price is less than the variance of the “fundamental”; i.e., the price in the
next period. Intuitively, the agent faces less uncertainty about the price one period ahead than he
does about the price two periods ahead. On the other hand, the variance of prices falls as |E[zr|27—]|
increases. As was just discussed, the wedge between prices and ® (E[zp|zp_k]) shrinks as ¢t — T;

when|E[zp|z7_k]| is sufficiently high, the latter effect outweighs the former.

3.2 Optimal Retention

We now solve for the agent’s optimal dynamic retention policy. We use the following notation: at
time-t, the agent chooses to issue 1 — ay of his remaining claim. That is, he retains a fraction H?:o o
of the firm for sale in subsequent periods and sells (1 — ay) HE;%) a; of the firm at time-t. The agent
can repurchase or short shares, i.e., a; > 1, ay < 0 are feasible choices.

There are three state variables on which the agent conditions: the number of periods remaining
(T'—t), the fraction of the firm remaining to be sold (H;;%) a;), and the current value of the underlying
fundamental process (z;). The agent has mean-variance preferences — to insure that the solution is
dynamically consistent, the objective function at each time-f maximizes his utility over his terminal

wealth:

T [j-1
i
maxat]E[Wﬂzt] — §V[WT’Z75] WT = Z [H Ozk] (1 — Ozj)pEyj.
7=0 Lk=0
At time-t, the price received for each prior issuance is known. We can rewrite the objective function

to reflect that the agent’s choice affects only his future proceeds:

T 7—1
maxatE[Wt,ﬂzt] — %V[Wt,T|Zt] Wt,T = Z [H ak] (1 — Oéj)pEJ‘. (11)

j=t Lk=0

4°For more detail, see the discussion of Lemma 4 in Appendix B.4.
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We will solve for the optimal retention policy recursively, and define ozt(zt,H;;é a;) as the solution to

equation (11).46

Time-T: The agent sells his remaining stake in its entirety: ar = 0. Because zr is known by all,
the agent and investors share the same expected value for the asset, i.e., there is no price uncertainty.
Furthermore, there remains residual uncertainty regarding the true state of the world (s € {L, H})
and the realization of the cash flow. Given his risk-aversion, it is always optimal for the agent to sell

any remaining claim.

Time-T-1: We can rewrite the future proceeds from issuance given ar = 0:

T—2
Wr_1r = [H ai| Vo + AV (1 —ar—1)qe,r-1 + ar—198,1)]
k=0
and solve for the optimal retention policy:*7
T-2 X7
T—1
ar1(zro1, [ aw) = ——Sg5— +wr
k=0 AV sz 0 (677
. _ Elggr —qpr—1l2r—1] ~ Viger-1lzr—1] — Covlge -1, 98,1|27-1]
XT-1= wr—1 = )
V[QE,T —d4ET-1 |ZT—1] V[QE,T—l - QE,T|ZT—1]
market—timing variance—minimizing

Consider the case when Elgg 7—qpg 7—1|27-1] = 0: then, ar_1 = wy_; minimizes the variance of fu-
ture proceeds. When there is more uncertainty about future proceeds (Vigg r|zr—1] > Vige r—1|27-1]),
the agent issues more than he retains (ap_; < %) As was the case when analyzing the issuance
across debt and equity markets, however, when there is sufficient diversification (V|gg r—1|27-1] >
Covlge,r-1,qE,1|21-1]), the agent retains some portion of his claim (ap_; > 0).

When zp_1 > (p— 1)z, the agent expects prices to increase over time (E[gg 17— qg7-1]27-1] > 0)
and so optimally adjusts his retention decision so that he can issue more in the following period
(T ar—1); the opposite is true when zp_1 < (p — 1)u,. Such price changes are expected, but not
guaranteed: y7_1 captures the risk-return tradeoff. In addition, the magnitude of the adjustment
accounts for the agent’s risk-aversion () and the remaining information-sensitivity of his holdings

(AV Hk 0 ak) If either fall, the agent places less emphasis on his desire to reduce uncertainty.

Time-T-2: Given the optimal policy at T' — 1, the agent’s future proceeds can be written:

T-3

Wr_om = [H Qg

k=0

Vi + AV >§3
k=0 Ok

(eger —qer—1)+ (1 —ar—2)ger—2+ OéT—2q§T_1”

qg,T—l =1 —-wr_1)ger-1 +wWr19eT

“6The solution described below is well-defined when H a] # 0, i.e., the agent still owns some share of the firm.
4TIn the proof of Theorem 2, we verify that this is the unique, optlmal solution.
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The fraction retained by the agent (a7_2) trades off (i) the price of equity in the current period
(gr,r—2) and (ii) the price of a portfolio (qu_l) of future equity issuance.*® Surprisingly, however,
qu_l is not the actual, optimal portfolio chosen by the agent but instead represents the minimum-
variance portfolio.

This arises because the expected gains from market-timing at 7' — 1 (%(QEJ“ —qp7T-1)) are
k

independent of the retention decision at T'—2 (ap_2). Retaining more in thg:courrent period makes the
agent’s future proceeds riskier. To compensate, he reduces his risk-taking at 7' — 1, i.e., the market-
timing component of his retention decision (cp_1 — wyp_1). This is readily apparent by examination
of the expression for ap_1: the denominator of the market-timing component is Hg;oQ ag, and so any
change in ar_s leaves the market-timing component unchanged.

The optimal fraction retained, ap_o, exists and is unique:

T-3 .
XT-2
ar—a(z7-2, | | o)) = ————5— Fwr—
§=0 YAV H;{:Oz Qg

Elgh 1 — aBr—2l2r—2] — cov (QE,T_l —qpBr-2,X7-1 (9B,T — QE,Tfl))

XT-2 =
V[QQT_l — qBT—2|27-2]

Vige,r—2lzr—2] — Covlqh p_y, qur—2|2r—2]

wr_g =
V[Q§7T_1 - QE,T72’ZT72]

As above, the fraction retained has two elements: wp_o, which is variance-minimizing, and x7_2,
which adjusts the retention decision for any expected changes in the price. Both terms, however, are
modified to reflect the dynamic nature of the problem. The variance-minimizing component smooths
across today’s price and the variance-minimizing portfolio in the future. It also accounts for the
uncertainty regarding the construction of that portfolio (wp_q is unknown at 7' — 2). Due to the
agent’s risk-aversion, the market-timing component now accounts for any future market-timing pro-
ceeds. When market-timing proceeds are positively correlated over time, the agent hedges his risk by
reducing how much he retains (issues) to take advantage of expected increases (decreases) in the price.

We can now state the optimal retention decision at any point in time, summarized in the theorem
below.

Theorem 2. At time T — k, given zp_i, and the fraction of the firm held by the agent, erz_ok_l aj,

the agent optimally retains:

T—k—-1

XT—k
ar—i(zrk, [[ @) = AV oy + wr—k (12)

=0

and his future proceeds can always be written as a linear function of the retention decision:

*8The agent chooses, dynamically, how to allocate the sale of his claim across time, creating a “portfolio” of equity
issuance.
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T—k—1
Wr k1 = g ——
[ kI:[O VAV [Ty " e

where we define wp_g11, XT_§ recursively as follows:

S XT =kt
VL + AV (QE,Tk + =1 ! + ar—g (qg,T7k+l - QE,T—k) (13)

Viag 1y lzr—k] = cov (q{ED,T_kH, QE,T—k‘ZT—k)

wr_g =
V[Qg,T_k_H — qE, 17—k 217—1]

P P
dET—k+1 = (1 - wT7k+1)QE,T7k+1 T WT—k+19E,T—k+2

Elgh 1 — aB,7—k120-k) — Cov(ah 1y — AB.T—ks 0t XT—htjl27—1)

XT—k =
Vige,r — 97112171

XT—k = XT—k (qgj—k—f—l — qB.T—k)

The agent’s retention decision can always be broken into two components. The first component,
wr_, is the variance-minimizing fraction retained, given the agent’s beliefs about the future variance-
mingmizing portfolio. This component does not account for any future market-timing activity; it is

the exact fraction the agent would retain if his expectation of ¢r; was constant over all horizons. The
XT—k

YAV S o

given his beliefs about the predictable path of prices, after accounting for how current market-timing

other component of his retention decision, , is how much more or less the agent retains,
proceeds covary with future market-timing retention decisions. The separability in the two components
arises because future market-timing proceeds are always independent of the agent’s retention decision

in the given period.*’

3.3 Discussion

By not realizing his gains from trade immediately, i.e., by retaining a share of the firm, the agent
maximizes his utility. Information about the asset value is revealed over time — investors can only
condition upon a noisy version of the fundamental value (z7). As a result, prices in each period are
imperfectly correlated: by retaining a claim to the firm and selling fractions of the asset at different
points in time, the agent can lower the uncertainty he faces with respect to his entire claim.

As the agent’s horizon increases, this portfolio effect becomes more pronounced, i.e., the benefits of
diversification increase. In such cases, retention need not imply that the agent faces lower uncertainty
about future prices, but rather, that he anticipates benefiting from this portfolio effect. Similarly, the
size of the agent’s remaining stake determines how willing he is to take advantage of market-timing
opportunities. While still holding a large fraction of the firm, his uncertainty about future proceeds
lowers how much weight he places on expected price changes. This implies that the agent’s trading
activity is less likely to predict future returns when the size of his stake is relatively large.

Finally, we note that in our model, there is an asymmetry in the predictability of returns after a
repurchase versus an issuance. When E[zp|zp_x] > 0, the agent expects prices to increase over time.

In the absence of risk-aversion, this would lead the agent to repurchase shares. When market-timing

“OInterestingly, however, the market-timing component is sensitive to past retention decisions, i.e.,
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gains are positive but small, however, they are generally outweighed by the agent’s incentive to lower
his uncertainty by issuing in the current period. As a result, while repurchases indicate high expected
future returns, issuance can be followed by price increases as well, making it a noisier signal of the sign
of future returns.

In Appendix C.3, we use the dynamic setting to consider the implications when (i) the agent must
retain a share of the firm to maintain control rights and (ii) the agent must issue debt and equity

sequentially, instead of simultaneously.

4 Investment

The optimality of debt for raising capital when investors can acquire information has been shown in a
variety of settings.’® In our model, however, the agent must consider how the security he chooses for
financing alters the structure of the residual claim he owns and later sells. To capture this tradeoff, we

now assume that the agent must make an investment in order to acquire the asset.

4.1 Two-stage Financing

We return to the time-varying asset of Section 3 but consider issuance in two stages.

At T — k, the agent must invest I dollars to acquire the asset.’" The agent’s expected utility from
holding the asset is such that the agent always wants to proceed with the purchase.??:5% The agent has
sufficient liquid assets (e.g., cash) to make the investment, but can also finance the purchase by issuing
F dollars of debt or by selling (1 — «) of his equity.>® He is constrained to raise no more capital than
is necessary to guarantee that the investment is made.”® His choice set, {F(I,c),a(I,c)}, given the

cash contributed (¢ > 0), can be written:

Dp(F(l,e)=(1—al,e)V=1-c

At T —k+ 74,7 > 1, the agent sells his remaining stake by issuing publicly-traded, subordinated

debt with face value Fy and selling any remaining equity.’®-57 For tractability, we assume that debt

*0Recent papers include Dang et al. (2012); Yang (2015).

I The analysis which follows holds for any k < T'; we use the notation of Section 3 for consistency.

52While an important factor for real decision making (see Bond, Edmans, and Goldstein (2012) for a recent literature
survey), we abstract away from any feedback effects in which the agent learns from the price to determine whether or
not to make the investment.

33Examples include: a novel use for the asset; a private equity firm which positively alters the distribution of cash flows
due to industry expertise or improved management; an SPV who can optimally sell structured claims to the underlying
cash flow in a way which was infeasible for the original owner.

%1n Appendix C.3, we allow the agent to raise capital from both markets.

35This restriction could be due to unmodeled moral hazard. In its absence, the agent might want to raise more capital
at T'—k, for the reasons analyzed in Section 3. This restriction allows us to focus on how the choice of financing interacts
with the later issuance decision.

% An increase in the holding period, j, captures the relative uncertainty faced by the agent at each point in time as
well as the effect of intervening trade.

5TThe assumption of subordination simplifies the expressions which follow but is not necessary to achieve our main
results.
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and equity investors exist in equal measure and have access to signals with equal precision, that any

equity issued trades in all future periods, that senior debt is privately held and that p, = zp_ = 0.
If the agent chooses to finance the investment via debt, it will be placed on the balance sheet of

the firm. If he raises F'(I,c) today to purchase the asset, and sells F); upon acquisition, his proceeds

can be written

EL(F(I, C) + FJ) + qE7T_k+jAE(F(I,C) —+ FJ) —+ DJ(F(I,C),FJ) + QD7T_]€+]‘ADJ(F(I,C),FJ)
—[I = Dr(F(I,c)) — qp,r-xAD(F(I,¢))]

Under the assumption that p. = 2r_r = 0, E[gg 7—k+;] = Elap,r7—+;] = Elgp,r—1]. As a result, his
expected proceeds are simply the expected value of the asset minus the purchase price: Vi, +E[¢]AV —1.
For every dollar of debt raised to purchase the asset, the expected value of the agent’s residual claim
falls one-for-one: his capital structure decision does not change his expected proceeds from investing
in the asset. Using similar steps, we reach the same conclusion when the agent finances his investment
via equity. As a result, his objective is to minimize the variance of his proceeds.

As shown in Appendix C.1, the agent chooses F such that AE*(F + Fj) = AD%(F, Fy). If the
agent finances his investment using debt, AE*(F + Fj) = %(F(I’c)). As the level of investment
increases, the equity and subordinated debt issued become less information-sensitive. We can write

the variance of the agent’s proceeds if he finances via debt as

2 2
V[P|Debt] = [AV — AZ(F(I’ C))} Vlge,r—k+j + 4D 17— k+5] + [AD(Z(I’C))] V[2qp,7-k]
+2 {(AV - A2D(F(I,c))] [AD(I*;(I,cD} Cov(2aD s Q57— bb5 + QD).

If he finances his investment through the issuance of equity, his choice of F; will set AE*(F+Fy) = A—QV.

Equity investors at T'—k anticipate receiving the proceeds of the debt issued at T'—k+j and submit their
demand accordingly. As a result, pgr—r = Vi + (¢ 7—k —&—q})%, where ¢ = Elgp 1—k+j|SE, 17—k 5§ =
sgr—k). The variance of the agent’s proceeds if he finances via equity can be written

_ AV]? A
V[P|Equity] = {2} [(1—a(1,0)*V]ge r—k+i + a0, 7—ktj] + (I, )*Viger—k + q7]]
AV]? )
+2 Il a(l —a)Cov(qe,r—k + G1,4E,7—K+j + 4D, T—k+j)

Proposition 8. The agent finances his investment via equity if I < I; it is financed via debt if I > I.
When financing via debt, the agent supplies no cash (¢ = 0) when I < Ip; when financing via equity,
the agent supplies no cash when I < Ig.

The thresholds I, I, Ip, I are described in the proof.
When the level of investment is sufficiently low, the information-insensitivity of debt makes it

suboptimal for raising capital. For intuition, consider a value of investment sufficiently low so that
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ADpL(F(I,c)) =0. If he finances via debt, the variance of his proceeds reduces to [%] 2 Vige,r—k+j +
¢s]- On the other hand, any equity sold at time T'— k must be information-sensitive — moreover,
becauseV{gp -1 + ¢j] < V]ger—k+; + @7, it is clear that equity is the preferred form of issuance.
Using equity allows the agent to sell some of his information-sensitive claims at an earlier date when
the information-driven uncertainty is lower. Even though the debt is information-insensitive, which in
other settings makes it optimal for raising capital, it leaves a maximally-sensitive residual for sale at a
later date, rendering it suboptimal.

As the level of investment increases, the agent must also consider the relative information-driven
uncertainty across markets. As we show in Appendix C.3, an investor’s expectation of future prices is
more responsive to his information than his expectation of the current price.”® As a result, Viger—x+
4s] > V2gp 1), and Cov(qer—k + 41,9, 7—k+j + D, 17—k+j) > Cov(2qD Tk QB T—K+5 + AD.T—k+j)-
For low levels of investment, when issuance at T'—k has very little information-sensitivity, this difference
is irrelevant. As both I and the information-sensitivity of financing increases, however, this difference
in information-driven uncertainty eventually makes equity issuance suboptimal.

If cash is used to offset the cost of the investment, it reduces the information-sensitivity of any
securities used for financing. As argued above, when the level of investment is low, the securities used
for financing are insufficiently information-sensitive, given that information-driven uncertainty at T'—k
is lower than that of issuance j periods later. As a result, when [ is low, the investment is financed
entirely via capital markets. Increasing the investment level allows the agent to better balance his
sources of risk. When I = Ip, the agent can perfectly smooth his uncertainty over time. As a result,
for all I > Ip, the agent uses cash to reduce investment at a one-for-one rate so that his optimal level

of financing is preserved.

4.2 Discussion

In our setting, the pecking order of Myers and Majluf (1984) is effectively flipped. For low levels of
investment, the agent uses equity. He switches to using debt only when the level of investment becomes
so large that issuing equity is too costly. Finally, his liquid assets are only used for very high levels of
investment, and interestingly, only used in combination with either debt or equity.

Note that the mechanism which generates this reversal is not that investors, instead of the agent,
possess private information. In fact, if after raising capital for investment, the agent could risklessly
sell his remaining claims to the firm, the pecking order would be restored.’® In that case, the agent’s
objective would be to minimize the variance of his financing proceedings — which, as argued above,
could be done via internal capital, and if necessary, debt. Our results are driven by a novel channel:
the agent’s desire to smooth his sources of uncertainty across markets and over time. Interestingly,
and in contrast to many other papers in the literature, the agent is not financially constrained; he has

sufficient liquid assets to make the investment but optimally chooses to offload some of his risk through

% When investors take expectations of future prices, they no longer need to account for the increased variance generated
by trade in each period. As a result, their private information is more valuable in predicting the future price.

9For instance, if investors were unable to obtain any further information about zr, the agent and investors would
share a common valuation, allowing him to sell his remaining claim risklessly.
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financing.

The empirical literature contains a number of purported violations of the pecking order. For exam-
ple, Frank and Goyal (2003) and Fama and French (2005) find that equity issuance, especially among
small, young, and high-growth firms, which are more likely to be subject to information asymmetry,
is common. Such issuance, however, is potentially consistent with the predictions of our model. First,
small and young firms are more likely to still be owned by a small group of individuals for whom such
issuance is of first-order importance, given its relative weight in their overall asset portfolio.’® Second,
when a small, young firm is raising capital from professional investors, it is likely that the investors
possess superior information about the firm’s prospects — an oft-cited advantage of venture capital
firms. As a result, when the agent retains a residual claim in the firm, he may find it optimal to sell
more, rather than less, risky securities today.

In Appendix C.3, we allow the agent to issue both equity and debt to finance his investment. In
this case, we show that when the level of investment is sufficiently high, the agent never chooses to
finance his investment by accessing a single market (i.e., he issues debt and equity) This is due to his
incentive to smooth his uncertainty across markets at a given point in time. Taken in combination
with the result above implies that, in the setting considered, we should not expect the agent to rely

solely on debt to finance his investments.

5 Adverse Selection

The literature on adverse selection and issuance (e.g., Leland and Pyle (1977)) has generally focused
on settings in which the owner of an asset with private information can send a positive signal about
the asset’s value through retention. Such models have generally assumed that the owner knows, with
certainty, the price he will receive for each claim he sells. In our model, however, because investors
also have private information, the price received by the agent is uncertain. As a result, he generally
chooses to retain a share of his claim absent the effects of adverse selection. To understand the impact
of such retention on the possible signaling equilibria, we now relax the assumption that the agent and
investors begin with the same information set and endow the agent with private information about the

underlying cash flows.

5.1 Setup

We adopt the time-varying asset value framework from Section 3, with one modification: in the low
state, the asset pays = + y, where it is known by all agents that y € [yr,yn] = V.5' Moreover, we
restrict the distribution of cash flows so that (i) Gy (0) = G(0) =0, (ii) Gr(z —yg) > Gu(x), (iii)
if Gp(2' —yp) > Gy(a') then Ve st. o’ <z < inf{zx : Gu(z) = 1}, Gp(2' —yg) > Gu(z'), (iv)

0Tf the firm is owned by diversified investors, the uncertainty generated by issuance would be a second-order concern.

510One way to interpret this assumption is that while investors might be able to acquire information about the likelihood
of each state of the world (perhaps due to their valuation expertise), the agent better understands the cash flow generation
of the asset, conditional upon the state.
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3z s.t. Vo > 7, and Vy € Y, gr.(z — y) < gu(x).52

The expected value of debt and equity in the low state, conditional upon both y and F, are now
Di(y, F) = [;° min(F,z+y)dGr(z) and Er(y, F) = f;’iy(:v +y—F)dG(z). While the information
sensitivity of debt is still increasing in the face value of debt issued (and the sensitivity of equity is

still falling in F'), because the expected value of debt and equity are both increasing in y:

aDL(yv F) 8EL(y7 F)
— = L — G (F — — = 2 -1 -Gy (F —
dy L( Y) Ay L( Y),
the information sensitivity of both debt and equity fall with y (i.e., BA%S”F), aA%(;/’F) < 0). An

increase in y is unambiguously valuable to the agent: the expected value of the asset increases, whereas
the asset’s information sensitivity falls (%‘;(y) < 0).

At T — k, the agent knows y perfectly but cannot credibly convey this information to investors.
Investors can observe y at T. The agent can signal his type (y) through his choice of capital structure.
To facilitate comparison to the existing literature, we adopt the framework of DeMarzo (2005): the
agent sells debt at T'— k, and retains the equity for sale at T'. If investors believe the agent is of type

3 but is really of type ¥, his proceeds can be written

P(?J?QaF) = DL(Q? F) +QD,T_]€AD(Q,F) +EL(y7 F) +QE,TAE(y7F)7

allowing us to write his expected utility as U(y, 9, F) = E[P(y,9,F)] — 3V[P(y, 7, F')]. We will show
the existence of and solve for incentive-compatible separating equilibria in which there is a one-to-one
mapping from y to F. As in Section 3, we assume that the agent takes as given the precision of the

signals received by investors at 7 — k.53

5.2 Known Debt Price (¢p )

We begin by assuming that gp is known before F' is chosen. The agent forms expectations about the
price of equity using ¢p: in general, ¢p # Elgr.7|¢p 7—&), as in Proposition 6. This closely corresponds
to the setting studied by Leland and Pyle (1977) and DeMarzo (2005) — the price at which the agent
can issue today is known and retention of any residual claim generates disutility for the agent.

Suppose gp 17— > Elge.r|gpr—k]). In the absence of adverse selection, i.e., if the agent could
credibly convey his type to investors, he would sell his entire claim as a passthrough (F*(y) = F): he
expects to get a higher price issuing at T'— k, and retention only serves to increase the uncertainty of
his proceeds.

On the other hand, suppose ¢p 7— < E[grr|¢pr—k]. Retaining some portion of his claim allows
the agent to reap the a higher price, in expectation, for the information-sensitive portion of his cash
flows. Though the agent is risk-averse, there exists some level of risk he is willing to take in order to

engage in an activity — retention — with a positive expected return. Moreover, the agent directly

62 Assumption (i) simplifies the expressions below; (ii) is equivalent to FOSD, after accounting for y; (iii) and (iv)
insure that there exists a unique solution to the agent’s problem.
53 This ensures the existence of a differentiable, incentive-compatible solution to the agent’s problem.
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controls how much risk he takes through his choice of F'. As a result, in the absence of adverse selec-
tion, there always exists a finite F*(y) which maximizes the agent’s utility and satisfies the following

equation:

Elge,rlap,r—k] — ap,r—k
’ ’ | = AB(y, I ’ 14
'YV[QE,T‘(]Dj,k] (y () (14)

The left-hand side of (14) is the risk-return tradeoff to retaining any equity for sale at time-T; it
determines the optimal level of information-sensitivity retained by agents. Notably, AE(y, F*(y)) is

constant for all investors, and so given F*(yr), it must be that5*:

IF*(y) _ 1= GL(F(y) —v)
dy Gu(F*(y)) — GL(F*(y) — y)

It is clear that y( Y < 0 for all values of y: in the absence of adverse selection, higher types retain
a larger share of their claim for sale at a later date. Increasing y reduces the information-sensitivity
of equity — thus, the higher the type, the more the agent must decrease how much debt he issues to
preserve the desired variance of his residual (equity) cash flows.

When y is private information, the agent can signal his type through his choice of debt issuance.
Let f(y) be the proposed issuance schedule. We will solve for separating equilibria in which the agent’s
information is fully revealed, i.e., f(y) must be one-to-one, so that Vy' # y, f(y') # f(y). Furthermore,

the issuance schedule must be incentive-compatible:

fy) € arg maxpe Uy, [~ (F), F) (15)

If f(y) is differentiable, then incentive-compatibility implies that

U (y.9=y,F=1(y))
of(y) _ — SN
oy  Uwi=y.F=f@))
oF

Proposition 9. There always exists a separating equilibrium described by the differential equation,
8y , defined in (27) in the proof.
1. If qpr—r > Elgg.r—kvjlapr—i], flyr) = F, and af( < 0 (i.e., higher types signal through
more retention).
2. If qpr—k < Elggr—k+jlap,r—k], f(yr) = F*(yr) and there always exists an equilibrium in which
af( > 0 (i.e., higher types signal through more issuance).

OU:i=y.F=FW) - () the agent’s utility is increasing in investors’ beliefs

95
about his type. As a result, whether the agent signals via retention (8{])—554) < 0) 8 (y) > 0)

£ OU(y.9=y.F'=f(y))
OF

It is always the case that

or issuance (=g~

is determined by the sign o , i.e., whether or not issuing more debt would be beneﬁc1al

to the agent along the equilibrium path.

54This is shown formally in the proof of Proposition 9.
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When ¢pr—r > Elger—k+jlap,r—k], raising the face value of debt always increases the agent’s
utility. As a result, ﬁ must be negative: increased retention signals to investors that the agent is
a higher type. The 81gnal is credible because the agent is (i) passing up the opportunity to sell for a
higher price and (ii) holding onto a risky asset.

On the other hand, when gp 77— < Elge.7—k+;|ap,7—k] the effect of increased debt issuance on the
agent’s utility is non-monotonic. If f(y) exceeds F*(y), then the agent’s marginal utility from issuing

(aU(y’gzgﬁF:f W) - 0). The marginal reduction in uncertainty (by issuing at a known

debt is negative

price) is exceeded by the lost opportunity to issue in the future at what is expected to be a higher

price. If we conjecture an equilibrium in which higher types issue more debt (ag—gj’) > 0)

flyr) = F*(yr) and 2 ( ) <0, it is clear that f(y) exceeds F*(y). Along the equilibrium path, the
ou (y@:ayj?F =f(v)

, then because

)0 — f()>0

agent issues more debt than is desired, verifying our conjecture:
Higher types issue more debt in equilibrium, taking on lower risk but receiving a lower price for doing

S0.

5.3 Unknown Debt Price (¢p 1)

We return now to our benchmark setting in which gp r—j is unknown before I is chosen. We assume
that p, = zr_ = 0, so that E[gp 7—r|27—k] = E[ge, 1|27k, i-e., there is no market-timing incentive
and the agent’s objective is to minimize the uncertainty of his proceeds.

Proposition 7 tell us that Vigp 7—x|27—&] < Viger|2r—k): there is more information-driven uncer-
tainty surrounding equity issuance, as it occurs further into the future. To smooth across his sources of
uncertainty, the agent optimally issues debt which is more information-sensitive. As in Proposition 3,
the agent only issues information-sensitive securities in both markets when the diversification benefit
is sufficiently large.

If Vigp,r—k|2r—k] < Cov(gp 17—k, qE,1|27—K), the lower variance of issuing debt outweighs the diver-
sification benefit of issuing equity.®® If i were publicly known, the agent would choose to sell his entire
claim as a passthrough (F* = F'). On the other hand, when V{gp 7—¢|2r—x] > Cov(¢p 17—k, gET|27—K),
the agent optimally smooths across both sources of uncertainty by issuing both debt and equity. In
this case, in the absence of adverse selection, there exists a finite face value of debt, F*(y), which

maximizes the agent’s utility and satisfies the following equation:

AE(y, F*(y)) _ Vlep,r—k|2r—1] — Cov(ap,r—r,
AD(y, F*(y))  Viger

)

—&) — Cov(qp, 17—+ qE,T|27—1)

(16)

AD(W.F(y) is constant for all investors. Given F*(yr), this implies that5°:

OF* (y) - ADgy‘}lz;)(y)) _ GL(F* (y) . y)
dy  Gu(F*(y) — GLF*(y) —y)

5Note that this is more likely to be true the longer the agent must wait to sell his equity (i.e., as k 1).
56 This is shown in the proof of Proposition 10.

29



Unlike the setting above, af:;y(y) may be non-monotonic. As y increases, the information-sensitivity of

both debt and equity fall, though not necessarily proportionally. Preserving the optimal ratio requires
the agent to account for the relative sensitivity of each security and adjust for any over-/under-response

by altering his debt issuance. For low levels of debt, such that %ﬁ;y)) < Gu(F*(y)), the agent

optimally increases his debt issuance at a more than one-to-one ratio (%y(y) > 1). On the other hand,
if the debt is sufficiently risky, such that %}g)@)) > Gr(F*(y) —y), then the agent optimally issues
less debt ( ( ) < 0).

As above, we now derive the separating equilibria, f(y), when the agent’s type is private informa-

tion.

Proposition 10. There always exists a separating equilibrium described by the differential equation,
8y , found in (28) in the proof.

1. If Vigp r—k|2r—t] < Cov(gp,r—k> 4B,T
through more retention,).

2. If Vigp |2k > Covlapr—i,aprler—k), flyr) = F*(yr) and if %52 > 35 there exists
(

an equilibrium in which %

&), flyr) =F, and d{)—gf) < 0 (i.e., higher types signal

yy) > 0 (i.e., higher types signal through more zssuance),

OU =y =) £ W= F=IW) which

> 0 and so it is the sign o
8f(y) > 0)

Again, it is always the case that
determines whether the agent signals via retention (=g~ o ( ) < 0) or issuance (=5~

When Vigp r—ilzr—k] < Cov(gpr—k, 9E,1|27—kK), ralslng the face value of debt always increases
9f ()
Oy

the agent’s utility. As when gp 7 > Elge.7—k+j/¢p,7—k], this implies that is always negative.

Increased retention is an effective, costly signal because any retention increases the uncertainty of the
agent’s proceeds.

When some diversification benefit exists, that is, Vigp r—k|2r—r] > Cov(¢p -k, qE,T|27—1), the
effect of increased debt issuance can be negative. When f(y) exceeds the solution to (16), then the
agent is issuing more debt than he would have otherwise, leading to more variance in his debt proceeds.

As before, we can conjecture an equilibrium in which good types issue more debt ( ( ) > 0). If 8%;7’)

8f(y) > 8()
Y

> 0, that is, good types issue more debt in equilibrium.%” By issuing more today, high types take

is negative, or if > 0, then, following the same reasoning as above it must be that

df( )

on excess risk, credibly signaling their type.

5.4 Discussion

We find that agent retention, as in Leland and Pyle (1977), can serve as a signal of higher-quality
or lower-quality firms, depending upon the conditions. Specifically, the latter scenario can arise when
issuance is costly. For example, we show that when the price of equity (sold at T') is expected to
exceed that of debt (sold at T' — k), issuance is a credible signal because the agent is forgoing higher

expected proceeds. Alternatively, when equity retention allows the agent to smooth across his sources

67%;”) < 0 when the expectation of the cash flows in both the low and high state becomes sufficiently similar. By
the same reasoning, it is sufficiently “flat” under similar conditions.
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of issuance uncertainty, as in Section 3, excess debt issuance can be costly because the agent takes on
excess risk.%

Note that, in the absence of adverse selection, we find equilibria in which higher types choose to
retain larger shares of the asset. Thus, adverse selection need not imply retention by higher types, and
moreover, retention by higher types need not imply the presence of adverse selection.

The standard result, that higher types retain larger claims, can be recovered in our model. For
instance, if agents of every type would choose to sell their entire claim today in the absence of adverse
selection, this is the only possible separating equilibrium. This setting closely matches that analyzed
by much of the the adverse selection and capital structure literature (e.g., Leland and Pyle (1977);
DeMarzo (2005)). Under these conditions, the only direction in which agents can signal their type is
through retention. We show that when immediate issuance is no longer the dominant action for all

types, we can reverse the direction of the possible signaling equilibria.

6 Cross-Market Learning

We have assumed throughout the paper that investors in one market are able to condition on the
realized price of the security issued in the other market (i.e., cross-market learning). While cross-
market learning increases uncertainty (investors can observe an additional public signal), it also reduces
the information acquired by investors. In what follows, we consider under what conditions the latter

dominates the former, and the relationship between liquidity and uncertainty.

6.1 Issuance Transparency and Cross-market Learning

We return to the static issuance setting found in Section 2. For simplicity, suppose investors exist
in equal measure in both markets, and let 7; c)s represent the optimal precision chosen with cross-
market learning.%® Then we can write the optimal precision chosen without cross-market-learning as
7i.cm + 71, where 77 represents the additional precision chosen by investors, given their inability to

t.”0 With or without cross-market learning, the optimal capital

observe the price in the other marke
structure in both scenarios sets AD = AFE. As a result, the difference in the agent’s utility is driven

by the variance of gg + ¢p.

Proposition 11. If 7" > (11';71) i,om and T, s sufficiently low, then the agent’s utility is higher (i.e.,

the variance of his proceeds is lower) with cross-market learning.

58 This result bears similarities to Williams (2015), in which higher types can signal through issuance in more, not less
liquid markets. In his model, however, this result arises only when liquidity is paired with retention in a multidimensional
signaling framework.

59While investors are often able to express their demand conditional upon the price of the security they purchase, a limit
order which conditions upon another security’s price is not commonly observed. One interpretation of such observation
is that, during the book-building process, the agent (or investment bank organizing the issuance) is transparent about
the interest in the other market.

"0As noted in Corollary 1, the ability to condition on prices in other markets decreases information acquisition due to
substitutability in information.
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Cross-market learning generates two countervailing effects. Holding precisions fixed, Lemma 3
states that the price volatility rises with cross-market learning. By increasing the information available
to investors, cross-market learning increases the uncertainty faced by the agent at issuance. On the
other hand, as Proposition 4 makes clear, the availability of a free, public signal induces investors to
endogenously acquire less information, lowering the volatility. When the latter effect is sufficiently large
(rt > ﬁmc M), the variance of each security (V[gp] = V[gg]|) falls with cross-market learning.

Whether cross-market learning is optimal, however, also depends upon Cov(¢p, qr), and therefore
the correlation between ¢, gp. Consider the situation when one market is issued an information-
insensitive security (e.g., AD = 0). With cross-market learning, the marginal investors in each market
are conditioning on a single signal. In the absence of cross-market learning, the beliefs in each market
would be uncorrelated — in the information-insensitive market, the marginal investor acquires no
information, and therefore his beliefs are constant.

As the information-sensitivity in each market equalizes (e.g., as AD — AFE), the correlations
with and without cross-market learning move in opposite directions. With cross-market learning, the
marginal investor in each market conditions on the price in the other market, but the relative weight
each investor places on each signal differs.”’ As a result, the correlation in their beliefs falls. In the
absence of cross-market learning, investor beliefs become increasingly correlated as AD — AFE. The
signals in each market condition on the same random variable, z; as information acquisition in each
market becomes more similar, the correlation of beliefs increases through this signal. For this effect to
be relevant, however, the prior beliefs must be sufficiently uncertain, i.e., 7, must be sufficiently low,

so that the correlation is sufficiently sensitive to the signals acquired.™

6.2 Bank Loans and Private Equity: Effects of Illiquidity

Bank loans and private equity differ in many ways from their public, traded counterparts. For one, trade
in these securities is typically less frequent, if possible at all. Further, as holders of private securities,
banks and private equity investors may have access to information which would be unavailable to
holders of public securities.

To understand the impact of these features, we return to the setting of Section 3. As in Section 3,
we assume the investor can only issue equity, but now assume that it is privately held. For simplicity,
we consider the implications of “perfect” illiquidity, i.e., investors are unable to trade their equity until
time-T. At T — k, rather than taking an expectation of the price at T'— k + 1, investors take an

expectation of the price at T. We can write the marginal investor’s expectation of ¢ :

B Elzr|2r—k, 5i = Sp, Sp)
qpET—Kk = P .
V1+ Vizr|zr_g, si = sp, sp]

""When AD = 0, investors in both markets update using only the price of equity. As AD grows, the marginal debt
investor places more (relative) weight on sp whereas the equity investor places more weight on sg. This gap is maximized
when AD = AFE.

">When 7, is high, even as the correlation falls, the variation in the beliefs in the two markets remains low.
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Holders of private securities also often have access to information public investors do not: manage-
rial forecasts, forthcoming product developments, etc. We capture this benefit by assuming that the
information they receive allows them to be more forward-looking, i.e., able to obtain signals about the

realization of z multiple (I > 1) periods in the future. Let each investor’s private signal be written
—1
SiT—k = 27—k+1 + €, where [ > 1 and g, ~ N (0, <TZJT_,€> > For tractability, we assume that the

precision of investors’ private signals is the same in both the public and private market, and constant

over time.

Lemma 8. llliquidity generates increased uncertainty: (1)Vigpgr—klzr—k] > Viggr—klzr—k) VI >
1, k> 2 and (2) V(gpg r—k| 21—k is increasing when investors obtain more forward-looking information

(1 1), when |Elzp|zr_k]| is sufficiently low.

Because the security does not trade in the intervening periods, private equity investors are better
able to forecast the price at which they can liquidate their position. This increases the agent’s uncer-
tainty about the price he will receive, given sufficient information acquisition.”® This effect is amplified
by investors’ ability to acquire more forward-looking information. In a static setting, the use of illiquid
securities such as bank debt and private equity may be limited — the agent would prefer to issue their
publicly-traded counterparts, as they generally lower the uncertainty of his proceeds.”™

If the agent could issue over multiple periods, however, this illiquidity could be valuable.” Within
a given market, if previously issued securities aren’t traded, the information investors acquire today
is only valuable when considering new holdings, which lowers their incentive to acquire information.
As a result, it may be valuable to issue private equity or a bank loan earlier in a firm’s life-cycle. We
explore this setting in Appendix C.3.

We counsider, now, an example which highlights the cross-market effects of illiquidity. Consider the
case when the agent is restricted to issuing no more than Fj,,, in debt markets — due, perhaps, to
unmodeled costs of financial distress or leverage restrictions required by potential lenders. To highlight
the mechanism of interest, we assume that he borrows the entire amount at time-0 — this is optimal
when Fiq, is sufficiently low, as discussed in Section 4. For simplicity, we assume that T = 2. The
agent can choose what fraction of his equity to issue in the two subsequent periods and at time-0, he
can choose to issue either a bank loan or borrow from the public debt market.

As in our dynamic model, the agent sells his remaining equity at time-2 (ag = 0). At time-1, he
optimally retains the fraction aj(z1,ap) specified in equation (33).7® If the agent issued a bank loan
at time-0, and the bank loan is illiquid, then investors at time-1 can only condition upon their own

signal and the price of equity. This affects V(g 1|21] in two ways: it induces equity investors to learn

"1t is a sufficient, not necessary, condition that 7'1{T_,C =1, for Vigpe,r—kl2r—k] > V|ge,r—k|270-1]

I (1 — p)pe 227:1 pU™Y 4 pF=lzp 1 £ 0, the non-linearity in & alters the agent’s expected proceeds, as in Lemma
6. The illiquidity of private equity reduces the variance of the price at which investors expect to liquidate their positions,
relative to publicly-traded equity, which reduces both the premium (discount) when (1 — p)u. Zle pU™Y 4 pF oy,
is negative (positive). As in Appendix B.4, if the reduction in the discount is sufficiently large, it could compensate for
the additional uncertainty, making private equity desirable in a static setting.

"5This discussion ignores the potential costs of illiquidity to the investor. In a richer model, such considerations would
be an important input in determining the optimal capital structure.

"Because we assume the agent can’t issue equity at time-2, o = 1.
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more, but it eliminates a source of uncertainty, the price of debt at time-1. As in Section 6.1, let
Tt represent the additional precision chosen by equity investors when they’re unable to condition upon
the price of debt. If 77 is sufficiently small, both V]gg 1|21] and cov(gg 1, qE2]21) fall. When this is the
case, issuing a bank loan at time-0 instead of a traded bond lowers the variance of the agent’s equity
proceeds at time-1. As a result, even when the proceeds from issuing a bank loan at time-0 are more
uncertain, the loan may still be preferable.

More generally, when the investor anticipates significant future issuance, he may find it optimal
to issue a less-liquid, more-variable security today. While we have emphasized the difference between
public and private issuance, it is worth noting that equity market liquidity greatly exceeds that found
in bond markets. This variation in liquidity, in combination with cross-market learning, may generate
a preference for equity or debt issuance which depends upon the expectation of future issuance and

investors’ ability to acquire information.

7 Conclusions

When deciding how to sell his claim to a risky asset, a risk-averse agent must account for the private
information held by potential investors. We show how the precision of this information can vary (i)
endogenously in response to the securities the agent chooses to sell (ii) and as information about the
fundamental value of the asset is revealed. As a result, the agent optimally liquidates his position
by selling information-sensitive claims across markets and over time. Issuing information-insensitive
securities leaves the agent with excessively risky claims to sell in other markets and at later dates, and
so play no role in the optimal capital structure. Surprisingly, we show that the agent can use increased
issuance as a signal of better private information, and demonstrate that selling illiquid claims can make
future issuance less risky.

We conclude by discussing several potentially fruitful directions for future research:

e Learning along multiple dimensions: In our model, debt and equity investors generally differ
in how much information they choose to acquire. However, in practice, debt and equity investors
may also differ in what type of information they choose to acquire. For example, in a setting with
multiple shocks, debt investors may choose to allocate more resources to learning about shocks

which affect those states of the world in which the firm is more likely to default.

e Asset pricing: As the analysis makes clear, security prices can be driven by information acquired
by investors across markets, not just by the investors holding the security. Our model provides
a tractable framework for studying how the market value of a firm, as well as the volatility and

correlation of the securities within its capital structure, vary with the firm’s financing decisions.

e Encouraging information acquisition: We consider a setting in which information acquisition
by investors generates disutility for the agent. This may not always be the case. For instance, if

the investor used the information in prices to make investment decisions, he may want to structure
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his claims to incentivize information acquisition. While our results suggest that the minimum-
variance capital structure does not minimize information acquisition, it would be interesting to

analyze the robustness of these results in a richer setting.
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A  Proofs

Proof of Lemma 1. Let v and z be normally-distributed random variables: v ~ A (i, 02) and z ~ N (u.,02). Then

fhz — b 2

O 2L ) =Pu<2]=E|Pv<z|2]|z~N(us, 0%

(L) = Flo < 1= B [Plo < 21412 ~ N3]
—5 [0 (222 |~ e )|

Substituting p, = 0 and o, = 1, this implies that

E[®(2)|z ~N(ps,02)] = L)
(@)~ Nperod)] =@ (g

O
Proof of Lemma 2. Given any face value of debt, F, the payoff to both debt (min(F, maz(0,z))) and equity (min(0,z—
F)) are weakly increasing in the cash flow, z. Moreover, both securities are piecewise differentiable with respect to z. As

a result, as was first shown by Rothschild and Stiglitz (1970), the assumption of first-order stochastic dominance implies
that Dy > Dy and Ey > Er. This implies that for any F', AD and AE > 0.

Lastly,
0D, O0AD
=1 e _ >
9 1—Gs(F) o GrL(F)—Gu(F)>0
OF; O0AFE
= — = = _ <
o Gs(F)-1 = 9F Gu(F)—Gr(F)<0
where both inequalities follow from first-order stochastic dominance. O

Proof of Proposition 1. The result follows from the risk-neutral/normal model of Albagli et al. (2015). Note that the
payoffs of both debt and equity are strictly increasing in z and both payoffs are twice-differentiable. Investor positions
are bound above and below and the asset supply is fixed. Moreover, the price of debt (equity) is monotone in investors
beliefs as well as sp (sg). O
Proof of Lemma 3. The price of debt can be written pp = D1, + ¢gpAD, where

D D
P Topbz + (757 4+ a7 )SD + TESE = ®(qD)
P (1 +¢P)

Both Dy, and Dy are known. Using a first-order Taylor expansion, we can write
Vo[pp] ~ AD? [¢(Eo[gp])*Volgb]] ,

1
_ 1\ 2
Eo[gp] = (1 + ¢7D> iz,
andgis the standard Gaussian pdf, which is maximized at zero. As a result, an increase in |p.|, which pushes Eo[gp]
away from zero, causes¢(Eo[¢p]), and therefore, Vo[pp], to fall. It is also clear that Vo[pp] will increase with information
sensitivity, AD.

where

Knowing that the private signal of the marginal investor exactly equals the public signal obtained from the price of debt
implies that

% (T8 + 75,0 -I-TD)2 + (% + 27D +TD) + 1B
PP (1 +9P)

and so we can calculate the effect of increased within-market learning as:

Volap] =

PP [TZ‘,D (Tn—F%(l—FTn)— i) + ((%—Fl—F%)TE‘F (%ﬂ+1) Tz):|
[P (1 +yP))?
(rip +7D) + (% + 1) (1. +7E)
[P (1 +9P))?

dVolap]
871-,,3 - (1 + Tn)

+ (1 +7)
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Similarly, we can write

-1 2 b
B(Ealap)” = 0 ((1 +35) uz> — e (i)

6¢(E;ETOZ[(LD]) 7 cxp (—Mﬁ . f’;D) [—(,Ll@—i(_lw—;;’;)]

Combining these allows us to write the effect of increased within-market learning:

OVolpp] _ (5 py2 2EldDD* 0P 4 1) (m + L (1) - i) + ((i +14 %) B+ (Ti + 1) Tz)

o7, [P (1 +4P))? 72 ™ g n
[ 12 [% (7e + 76,0 -l—TD)2 + (T;fD +27p +TD) +7'E] |
- 2 “ + Remainder}
14 ¢P
Eolgp])2¥P (1 ] 1 1 1
> (ap)2 2EoldD) 7V JgT”){n,D (m +—(147)— —) ((— +1+ ) 5 + (— + 1) n)
[P (1 +9P)] Tz Tn n
— |2 [Ti (te +7i,p +TD) + ( +27.p +TD) -‘rTEj| + Remainder}
Eo[qD])?¢P (1 + _ 1 1 1 L 1
= (AD)2¢( oldb)™ ¢ JET ){n,p Tn+ — (14 7n) — — — 2 (*+2+Tn>) * (*+1+— —uﬁ) TE
[’IZ)D(l +1[)D)] Tz Tn Tn Tn Tz
I 2 1
- = (re+mp+m™m) + (7 + l) T, + Remainder}
Tz Tn

Note that the remainder is always positive. As a result, when |u.| is sufficiently small, and if 7. < 7,,(or ignoring 7, if

T, is sufficiently large), M S 0.
Similarly,
aVO[QD} w |:TZ+TE <1+T2) +TZ7D (Tn+72 (1+Tn)_ Tn _1>:| + [TE+TZ+TLD (Tn_ Tn):|
0T, [WD(1 + ¢D)]

Following steps similar to those above:

9¢(Eolgp])® _ 1 PP —pETn

which implies that

Volpp] _ (AD)*¢(EolaD])*rnt)” {r=+71E (1 + Ti) + Ti,D (Tn + Ti (T4 7n) — 2 1)

Tn

e WP +yD))?

i (TE +7i.D +TD)2 + (T‘ZFWD +27p +TD) + 7B

2 .
— R d
M 1+ oD + Remainder}

> (AD[);Z)((]};OJE]SB;ZMW {r. + 18 (1 + 712) +7D (Tn T % (147n) — % - 1)

1 7'~ i
- “3 - (TE + 7,0 + 7'D)2 + (LD + 27, p + TD) + 7| + Remainder}
Tn ]

LTz

_ (AD)*¢(Eolgp))* P ( 1 2) , ( 1 _2 2(L ))
= [wD(1+¢D)]2 {’Tz-i-TE 1+TZ wz ) +Ti,D Tn+7_z 1+ 7n) . 1—p3 Tn+2+7'n

2
_ % (t& +Ti,p + TD)2 + Remainder}
z

When |u| is sufficiently small, and if 7 is sufficiently smaller than 7, (or ignoring 7., if 7, is sufficiently large), 82’2%@ > 0.
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Using our work from above, we can also compare the sensitivity of Vy [q/;] with respect to learning in each market.

dVo[gp] 1
0Ti.B PP (14 9P)

dVolgp] _ (1+7a)

aTi,D Tn

Volap] 8Volap] - 9Volap]
52 >0, 500 > Snt
We also need to show that if 75, p > 75, g then Vo[gp] > Volge]. We begin by defining ~ as the difference between the
precision in each market (i.e., v = 7,p — 75,g). Then,

L(re+me+710)+ (% + QTi,E) + (7o +7E)

-~ Tz
Volde] = G+ )
. L (re+mE+T0)+ (ZJ+27'1‘,E) +(TD+TE)+7(%+2) + L (2y(re + Ti,5 + D) +7°)
Volgo] = = - - .

YE(L4+9F) +9(1 +2¢7) + 72

We can write Vo[gr] = ¢ and Vo[gp] = In order for Vo[gp] > Vo[gE] , we want ad < be:

atc

btd-

1 ;5 1 1
{* (rg +7i,B +7p)° + (TJ + 27'1',E> +(p+ TE)] [W(l +29%) + 72} < {* (Q’Y (e + 7,8 +7D) + ‘/2) + (* + 2)] [wE(l + %DE)]
Tz Tn Tz Tn

After some simplification, this reduces to

B

+27'7',,E> + (tp + TE)] < [ff (rg+7i,e+ D) +7v)+ (= +78+7D) (‘ri + 2) + Ti,E:| [(1 + wE)]

z

Ti, B

1
[#% +4] L— (B + 71,8 + D) + (

Tn

To insure that this inequality holds for any 7;,p, 7i,r, we can match on endogenous terms and define our condition in
terms of exogenous variables.

[dJE +7] {(Tj_l) - ’TiyE’Tn:| < [d)E + 7} (1= +7p) + |:(7'z +7E +7D) (% + 1)} PF

n
P 1
+|— (e +me+7)+7)+ (= + 75+ D) 7+2 +7i,E
n

Tz

If 7, > 1, then the LHS must be negative, and so the inequality will hold. That is, if 7, > 1, Xg[[g]] > 1. To show that

Vol[gp] > Vo[ge], however, we must show that

Volgb] _ ¢(Eolge])?
Volge] = ¢(Eolgp])?

2

%1+Nz((1+wE)(;/+’L/JE+’7))

It is clear that for sufficiently small |u.|, the inequality above must hold.

Finally, we can compare the variance of the price received to the variance of the “fundamental” value. As before, we
begin by examining Vo[g] and Vy[gp] :

| -
Vold] = — > Volgp]

P >, (Ti,D (Ti — Tn) — (= + TE))

As long as 7, > 1, the inequality above holds. To show that Vo[gp] > Vo[g], however, we must show that

Voldb] _o(Eold))’
Voldl ~ $(Eolan])?

1
~ 14l (1/171))

It is clear that for sufficiently small |u.|, the inequality above must hold. O

Proof of Lemma 4. Using Lemma 5, we can write the agent’s expectation of gp :
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VP .
\/¢D(1+’¢)D)+(Ti,D+TD+TE)QTz_1+(TzD+TD) Y yrp

Eolgp] = @

= ®(gpp=)

which implies that the expected price of debt is simply Eo[pp] = Dr + Eo[gp]AD. The agent’s expectation of the
fundamental value of the asset, i.e., the price he’d receive by waiting until time-1 to sell it can be written Dy, +Eq[¢]AD,
where

Eo[q] = @ Ll .
V1+71s
It is straightforward to compare the expected price to the expected fundamental value of the asset:

1 1

Ti, 1 ;1
\/1+r;1+7+ b Vi+r

(¥P)?

dD =

If u. =0, Eolgp] = Eo[g]. Otherwise, given that ®is a strictly increasing function, this implies that

E if u, >0
— Eolg] olar] ks
<E0[qD] if M < 0

Finally, we must compare ¢gp to its similarly-defined counterpart, ¢g. Suppose 7;,p > 75,5. Then ¢p < gg iff J%éz >

(1?%)2 which is true iff

(Te,0 — Ti,E) [7'22 +27.(tp + TE) +7h + TR+ 2T ETi,D (27'721 - 1)} >0

If 7, is sufficiently large, gp < ¢gg. When these conditions hold,

<E if u. >0
= Eo[gp] olaz] N
> Eolge] if p. <0

In combination with Lemma 2 (AD > 0), this completes the proof. O
Proof of Proposition 2 Because Volgp], Volge] < V¢, it is sufficient to show that if Cov(¢p,q) > Vo[gp] and
Cov(qr, q) > Vo[gr] the agent will sell everything at time-0.

Cov(¢p,q) > V(gp] if

n

Ti,D
[7:,0 + TaTs,p + TE]2 > Ty (;_7 + Ti,D) + (7i,p0 + TaTi,p + TE)

This inequality holds if 7. is sufﬁciently low, and 7, is sufficiently high. A similar argument holds with respect to
Cov(qg, §). Given p, = 0, the ¢(E[])? is constant, which completes the proof. O
Proof of Proposition 3. The agent’s objective is to choose F' to minimize

Volpp + pr] = AD*Vo[gp] + AE*Vo[qx] + 2ADAEN/V[qp]|V]ge|Corr(qp, qr).
The marginal value of increasing F' can be written:

olbp PEL _ 316y (F) - Gu(P)] [AD(F) (Volan) ~ Covlap, az)) ~ AB(F) (Volas] ~ Cov(ap, )

We define F = sup{F : AD(F) =0} and F = inf{F : AE(F) = 0}. It is straightforward to show that (i) VF < F,
debt is information-insensitive, (ii) VF > F, equity is information-insensitive, and (iii) if ¥ < F < F, then both debt
and equity are information-sensitive. Note that it is sufficient to consider F' such that F < F' < F. For any value of I
outside of this interval, 2lntrel — g,
By Lemma 3, if 7;,p > 7i.r, Volgp] > Vo[ge] and thereforeVy[gp] > Cov(¢p, qr). If Vigr] < Cov(gp, qr), it must be
that N'[%% > 0 (because GL(F) — Gu(F) is always (weakly) positive). As a result, to minimize the uncertainty of
his proceeds, the agent setsF’* = F, which implies that AE(F*) = AV and AD(F*) = 0.
On the other hand, if V]gg] > Cov(¢p, gr), then it must be that

AD(F*)  Volge] — Cov(qp, qr)

AE(F*)  Volgp] — Cov(ap, qr)
and because Vo[gp] > Vo[gg], this implies that 0 < AD(F*) < AE(F*) < AV.
We show that this is the only solution to the agent’s minimization problem in two steps. First, we define w =
2[GL(F) — Gu(F)|n(F), so that

(17)
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on(F)
oF
If GL(F*) # Gu(F"), then F*is unique. Otherwise, due to the weak monotonicity of n(F), F* € [F, Fy] where
F, = min{F : n(F) =0}, F, = maz{F : n(F) = 0}. Note that it must be that F < F* < F.
h % = 0, the variance must be higher. Note that at any other

such F such that W = 0, it must be that G (F) = Gu(F). There are two cases to consider:

= [GL(F) = Gu(F)][Vo[gp] + Volge] — 2Cov(gp, qE)] > 0

Second, we show that for all other points in whic

1. Suppose GL(F) = Gu(F) and F < F,. Then there exists some F’ > F such that G (F') > Gu(F') and because
F' < Fy it must be that n(F) < 0. As a result, the agent could lower his uncertainty by increasing F.

2. Suppose GL(F) = Gu(F) and F > F;,. Then there exists some F’ < F such that Gr(F’) > Gu(F') and because
F' > Fy it must be that n(F) > 0. As a result, the agent could lower his uncertainty by decreasing F.

Following similar steps yield the counterpart results when 7, g > 7 p.
Conditions under which Vige| > Cov(gp, qr):
When p, =0, Volge] > Cov(qe,qp) = Volge] > Cov(qe,qp). As 7.5 — Ti,D

% (1i,p + 70 + 7E) (13,5 + 7D + TE) + (78,0 + TD) + (Ti,E + TE)
VP A+ 9P)E(L + pF)
% (13,0 + 27’1))2 +2(7s,p + ™D)
PP (14 4P)
% (te +Ti,p +1p) + (Ti,5 +7D) + (Ti,p + TE) + T;IE
PE(L+9F)
L (ri,p +270)* +2(ri,p + D) + =2
PP (1 +9P)
It’s clear that in this case, Vo[ge] > Cov(qr, gp), and by the continuity of both functions, must hold when |7,z — 74, p|
is sufficiently small. O

Cov(de, qp) =

Volgre] =

Proof of Proposition 4. Each investor chooses the precision of his signal, taking the precision of all other investors as
given. We will represent the individual investor’s precision as 7; and his beliefs about the precisions chosen by others as
7,0 and T; g, as before. Increasing or decreasing 7; has no effect on the precision of the signal obtained from prices -
each individual is part of a continuum of investors. gp remains the same and we now write ¢; p :

Tzfbz + TiSi + TDSD + TES ~
Qi,D:‘I)< H DSD EE)Zq)(qi’D)

PP+ D)

We approximate ¢;,p and ¢gp using a first-order Taylor expansion, e.g., ¢;,p ~ ® (E[qijp]) + o (]E[qijp]) (qﬁD — E[qijp]),
where E[gp] is defined above and
i ' -
Elg:,p] = (1 + —) 75

T:+Ti+7Tp + TE
With . = 0, we can simplify symmetrically: ¢ip ~ 2 + #(0)¢;;p and ¢i,p ~ 3 + #(0)gb. As a result, we can rewrite
each investor’s expected utility from trading the asset as

AD - - - -
EUp = —¢(0)Eo [(¢/;p — qp)lgip > ¢b] -
mp

The expectation of both ¢;,p and ¢p is zero and they are both normally-distributed variables (with different variances,
depending upon the precisions chosen). As a result, we can use the properties of the folded normal distribution to write

o (60 — @o)lao — b > 0] = 1/ 00— )]
_ [ ADg(0) ——
N e M ) (18)

The information acquisition of investors has no impact on the term in brackets in equation (18).

Wi — o)l 4 >0  Hain—d)]

OEUp _ [ AD 7 18V[(gip — gb)] >0
o 2 i Ti

ot

mD27r
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9?EUp AD 1 (18*V[(¢ip — ¢b)] et 1 [0V[(gip —qp)]]? . -2
— - > S~ 7 _ = | 2T\ D T 3P )] ~ 3
o = | A0 | | e = Pl g, — gy - | T Vitaio — )]
This gives us sufficient conditions for aggp > 0 and % < 0:
-~ - 2 -~ 2
w”’ and M«) . 8afign<0

The random variance ¢;,p — ¢p can be rewritten as

(i +7p +7E) 2 + Ti€i + Tpup + TEUE _ (Ti,p + 7D + TE) 2 + (Ti,p + TD) UD + TEUE
PoP (14 45P) PP (1 +9P)

Note that z,e;,up,ur are all independent. As a result,

¢i,p —qp =

2
1z

]
R )

Ti+7TD + TE (ri,p + 70 + TE)

VO +4iD)  \/PP(1 +¢P)

V(g¢iip — gp)] =

2 2

1

TE

1

1 TE _ TE
™D \/wi,D(l +¢i,D) \/¢D(1 +¢D)

First, we establish under what conditions V[(¢;;p — ¢p)] is increasing in 7;.

TD Ti,D + TD

" {\/q/ﬂ,Dg TORP) VP T P)

OVi(aip —gp)] 7 i+ 7D +7E) YT + P (L9t P)  (1i,p + 7D + ) PP

Tz

o7; - Wi,Du_,_wi,D)f - /6P (1 + ¢P) [¢i,D(1+wi,D)]%
PP (i4+7m+78)+ 70 +9v"")  (rip+71D +7E)

7. [P (1 + D)) B GPAYP) P+ D)

This implies that 24— o

[+ 709" 9P+ 9P) > (720 + 70+ 76)* 6P (14 97D
[(1 + TZ)QIZJi’D] ¥+ [(1 + TZ)QW’D] (rip + 70 + 78 +7.)> > (ip + 70 + 78)° (1 + ")
[(1 + Tz)21/)i’D] QZJD + [(1 + Tz)zdii’D] [27'.2 (ri,p + 7 +71E) + TZQ] > (r,p+ 7D+ TE)2 1-(27m + TE)Q[)i’D)

V[(¢:7p—4dD)] S0

It is clear that as 7. increases, the RHS falls and the LHS increases. If 7, is sufficiently large, then =

Turning our attention to establishing concavity, we can write

(8V((giip — ap)])* _ v-P [—%“D (L+m)pt? (1+49"7) (ri.p + 70 + 78)
021, . [P (1 + wi,D)]% (D (1 + wi,D))% 2/9P(1 + ¢D)

(8i(asp—ap)])*

And so <0 <=

WP (1P 1+ ) 0P+ 9P > (14497 ) (rip + 7o + 7)) (1 + 97 P)

ph P (4w’7’D (1 Jr‘rz))2 ((1 +72) (d’D) + 72 (ti,p + 7D + "'E)) > (ri.p+70 +7E)? {(1 +9"7) (1 + 411)“3)2 —uh? (41&“3 a+ TZ>)2}

As above, the LHS is positive and increasing in 7, whereas for sufficiently large 7. the RHS must be negative, due to the

9*V[(¢i]p—aD)]
Ot

term in brackets. As a result, if 7, is sufficiently large, then <0.

Proof of Corollary 1. The agent chooses 7; to maximize EUp — C(7;). Under the sufficient conditions established
in the proof of Proposition 4, and the assumptions regarding the cost function, this implies that the optimal 7; sets

OEU
aTiD = CI(Ti):
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w V[(gip — gp)]] "% = %

We are looking for a symmetric equilibrium, and so we can substitute 7, = 7; p into the expressions from the proof of
Proposition 4. This yields:

OVl(giip — gp)] _ 1
= PP (1+4P)
i, YD (1 + ¢D)
Taken together:
A
\/n,p (1 - %) PP +yP) = WDD)(M) >

Equity investors choose the precision of their signals in a similar fashion, so that 7; £ solves

%,E (1 o ) pEQ+ R = — Ol @D

T mgeC' (7, 5)(4m)

Inspection of equations (20) and (21) yield the following comparative statics. Suppose 7, increases - then both 7; g and
7;,p must increase. On the other hand, suppose mp falls - while 7;, p must increase, in equilibrium, this causes 7; g to
fall. It is straightforward to see that an increase in AD — which implies a decrease in AE — must result in 7; p rising
and 7; g falling. In equilibrium, if TAVL—E > fn—D, it must be that 7, g > 7;,p. Finally, equation (20) makes clear that if
7 = 0, which is equivalent to debt investors being unable to observe equity prices, 7;, p must increase in equilibrium.

O
Proof of Proposition 5. As before, the agent’s objective is to choose F' to minimize the variance of his proceeds. The
agent takes as given the precision choice of debt and equity investors, and so as before,

OVo[pp + pE]

O =2[GL(F) = Gu(F)][AD(F) (Vo[gp] — Cov(gp, qr)) — AE(F) (Volgr] — Cov(gp, qr))]

As before, in equilibrium W = 0, but now equations (20) and (21), i.e., investors will take the agent’s choice as
given in choosing their own precisions. As in Proposition 5, it is sufficient to consider F' such that FF < F < F. For any
value of F' outside of this interval, W =0.
Suppose mp < mg. We begin our analysis at Feq — the face value at which % = % which implies that AE > AD.
At F.q, the investors’ optimization problem implies that 7;,p = 7,5 and so Vo[gp] = Vo[ge]. As a result,

Y% +

Polpo 2] 5161 (F) — G (P)] (Volan] — Covan, ar)) (AD — AB) <0.
On the other hand, consider F' such that AD = AE. Then the investor’s optimization problem implies that 7;, p > 75 &,
which in turn implies that Vo[gp] > Vo[gr] and

OVo[pp + pE]

5F =2[GL(F) — Gu(F)][AD(F) (Volgp] — Volge])] > 0

It is clear, then, that at the optimal the optimal F > F* > F., > F and that in equilibrium, AD(F*) < AE(F*) and
Vo[qD] > Vo[qE]. As before,
AD(F*)  Volge] — Cov(qp, qr)
AE(F*) — Volgn] — Cov(gp, qE)
Showing that this is the only solution to the agent’s problem uses the same steps as in Proposition 5, and so they are
omitted here. Following similar steps yield the counterpart results when mg < mp. O
Proof of Proposition 6.
Given that AD + AE = AV and adding equations (20), (21), in equilibrium it is always the case that:

AV
[0 (rp) VTGP (L 0P) + (1= mp)C' (rip) /70 sV E (L 0F) | = e (23)
a1+ 2)
We want to show under what conditions 7, = 7; g + 7;,p is minimized by issuing an information-insensitive security. We

rewrite the LHS of the equation above by defining h(z,y) = /2 (r- +  + y7n) (1 + (72 + = + ym)):
mDC,(Ti7D)h(T¢7D,Ta) + (1 — mD)C,(Ta — TZ‘,D)h(Ta — TZ‘,D,TG) = g(n,D,Ta)

(22)

We have assumed that C’(7;,p), C"'(7:,p) > 0. Note that h(7;,p) > 0 and we can write
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=

8h(ac,y) = hl(Ti D Ta) _

ox

[(wD) (1 +¢D) +7ip (1 +2 (wD))] (n,D (wD) (1 +1/,D))‘ >0

THED) (1 72) = [(14 207 4 70)] (7 (v7) (1 40°))

x A7) o) (2] (o 67) 007

82g(m; o .

N | =

and

C”/("'a - "'i,D)h<7'n, - Ti,D»Ta) + C”(Ta - Ti,D)hl(Ta — Ti,D> Ta) + C”(Ta - Ti,D)h/("'a — Ti,D> Ta) + C/(Ta - Ti,D)h”(Ta — Ti,DsTa)

B

mp 11 7 ’ " ’ ’ 2
C ' (7i,p)h(Ti,pTa) + C"(7i, D)L (Ti, D, Ta) + C" (7i, D)R" (75, D, Ta) + C' (74, p)R" (i, D, Ta) | >0 (24)

1—-—mp

D

It can be shown that h”(Ti,D) is positive for sufficiently low 7., T,, but the latter is generally required to be sufficiently
high for earlier Lemmas to hold. On the other hand, if C""" > 0 and C”/C’ is sufficiently large, then g"(7;,p) > 0.

If ¢ (7i,p,7a) > 0, then given 7o, it is maximized at either 7, p = 7, or 7, p = 0 — the two “corners”. If mp > 1 it is
the former; if mp < % it is the latter. Suppose that mp < % (the argument follows the same structure when mp > %)
Then ¢(0,7,) is the maximum value, given 7,. Let 7, be defined as the solution to

B AV
9(0,7a) = [M (1 N %)] :

In this case, 7, = 74,5, and 7;,p = 0 satisfy equations (20), (21), that is they are the optimal solution to investors’
information acquisition problems when AD = 0. Moreover, because g(0, 7,) is the maximum value, for all 7; p € (0, 4],

it must be that T
AV

[47r (1+ %)]

Finally, it is straightforward to see that 35%75,7_5,%) > 0. This implies that equation (23) can only be satisfied if 7, > 74,
that is, if AD, AE > 0, then aggregate information must increase.

9(7i,0,7a) <

Note that if mp = %, then the optimal precisions are equal: 7;,p = 7;,g. Moreover, note that if mp = % and
g"(1i,p,7a) > 0, then, given 7,, the minimum value of g(7;,p, 74) solves:

C"(14,p)h(7i,p,7a) + C'(1:,p)h (75,0, 7a) = C" (7o — Ti,0)(Ta — Ti.0,Ta) + C' (7o — Ti,0)R (Ta — Ti,D, Ta).

which of course holds if ;,, p = 7, 5. As a result, when 7, p = 75 g, then 7, must be maximized for equation (23) to hold.
Finally, consider the case when C(7) = k7% with x > 0, @ > 2. Then, turning to the term D from equation (24):

2k(a)(a — 1)7’552]1/(73@) + /iaT;ff,lh//(Ti,D) > 0if
2(a — 1) (1:,p) + 75,ph" (i,p) > 0 which holds if
2h'(1i,p) + Ti.ph" (1:i,p) > 0

The last inequality can be written:

4[(97) (14 97) 4 (143 (57)) i (142907 4 700)]] ((67) (1497)) > [(87) (1 +97) 70 (12 ()
which holds as long as

[ [(14267 4 0)]] ((57) (1497)) +3[(97) (1 92)]" 70 (12 (7)) [ (07  70) (1 97) # 70] 0,
which is always true. Similar logic applies to the corresponding equity market expression, £ from equation (24). Taken

together, this implies that ¢’ (7 p,7a) > 0. O
Proof of Proposition 7. It is clear that if 7, p > 75, g, and vy = 7,p — 7, E:
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Vi(gi;p — gp)] > V((¢i[E — g&)] =
TipyY” (21 — 1) + 9" [12 + 4] > 77 (1 = 1) — ¥(72 + 275, 5Tn)

When 7, is sufficiently high, this must hold. In combination with Corollary 1, this implies that when ﬁ;—g > 2L the

mpg’
expected utility in the two markets cannot be the same. As a result, when investors can freely choose in which market
to trade, mp and mg will be set in equilibrium such that % = ﬁ—i. O

Proof of Theorem 1. Consider the agent’s problem when both mp min and mg, min are less than % There are three
regions to consider:

1. mp(F) > mp,min and myg > me,min. Then 7;,p = 7; 5 and is constant in this interval. As a result, by Proposition
4, in this region the optimal F' sets AD = AFE.

2. mp(F) <mp,min. Then mp = mp,min < 1 — Mg min = mg. From the proof of Proposition 5, w < 0in

this interval, and so the optimal F' sets mp = mp,min. But as this point overlaps with the fixed precision region,
this choice of F' is suboptimal.

3. my(F) < mg,min. Then mg = Mg min < 1 —mMmp,min = mp. From the proof of Proposition 5, W > 0in
this interval, and so the optimal F' sets mz = Mg, min. But this point overlaps with the fixed precision interval,
and so this choice of F' is suboptimal.

Now consider the agent’s problem when mg min > %

1. mp(F) > mp,min and myg(F) > mg min. The agent would like to choose F' such thatAD = AE | but this isn’t
feasible. Instead he optimally minimizes |AD — AE|, which implies setting mz(F') = mg,min-

2. mp(F) < mp,min. Then the reasoning above holds: the optimal F' sets mp, = mp,min but this is suboptimal.

3. mp(F) < mg,min. Then mg = Mg min > 1 — mp.min = mp. By Proposition 5, the optimal F' sets Vo[gr]| <
Volgp] which requires m%(F) < mg,min and as a result AE > AD. This is the optimal level of debt, as the
optimal choice of debt in the fixed precision interval overlapped with this interval and so is clearly suboptimal.

Similar steps yield our result when mp min > % O

Proof of Lemma 5. Using the proof of Lemma 1, substitute 4, = —a and o, = /¢, and under the assumption that

both a and c are constants,
z+a 2 nz t+a
E|® 2~ N(pz,0z)| =0 “——
[ (ﬁ)' (e 0)} (\/02+c)

Verification of Equation (10):
We begin by noting that given z7_1, we can write sg,r—1:

Elsgr—1lzr-1] = (1= p)pz + pzr—1 Vispr-ilzr—1] = (77" +757_1)-

This allows us to write:

(1= p)p= + p2r—1

2
\/14_(¢51)1+_<TLT1EST;T1> Vispr-1lor-1

Elgr,r-1|27-1,P] = ®

¢q€,1 + (rir—1+ 7’E,T—1)2 (L + L )

-1 Tir—1+TET-1\" ™ " TEr-1
¢7E"—1) + (—> V[ser-1l2r-1] = :
( VR, (WE_1)°
2 1
1 | —7(ri7-1+787-1) (71 +78,7-1) (TE,T—I)
-5 E )2 + E )2
# Tz (¢T—1) (1/1T71)
1+7n
p o omro (Em)
=—+——F =7, +¥¢r_
i (1#%3_1)

Proof of Lemma 6. The price at time-T' — k is pg,r—r = Vi + qe,7—xAV where
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E
YTk

(1—p)u- Z?:l p(j—l) +kaT7k -I—pk_l ((Ti,T—k+TE,T—k)(ET—k+l+“T—k/m))

qge,7—-k =

— — . — . 71
1+ 7 S 260+ SR R0 DgE 4 g2 (pE )

14T,
Ti, T—j (77_” ”)

VT = (et g+ TETo),  Yr; = =3
(V7_;)

Taking expectations of each object yields:

L= p)p= Y5y pU ™0 4 p* ar s
Elge,r—klzr—k, Pl = @ : 1 ) I: Eji% K -
\/1 + 7 Zj:l p2U—1) +Zj:1 pQ(]_l)"/"”fr),j

(1= p)p= X5, pU ™ 4 o 2r s
VI S, P00 £ S 20l
szTD_j is always positive when 7; 7—; > 0. Taken in combination with the fact that ® is strictly increasing, the proof is

completed. m
Proof of Lemma 7. We use our notation from earlier and define g5, 7—1 as qg,7—rx = ®(¢r,7—k). Then we can write:

Elge,1—k+nl27-k, P] = ®

Vige,r—x|2r—k, P] = ¢ (Elge,7—k|27—k, P1)* Vige 7—r| 20—k, P]
. 2
[(1 —p)p= 5y U + p’cZTfk]
L7 Y0 p200 S0 p2G- DR 4 g2 (E )T

1
—exp

¢ (Elge. r—k|zr—k, P))* Y

1

2
pZ(k—1)|:(Ti,T—k+TE,T—k):| [L_i_ 1 }

vl Tz TET—k

L+ 72t N 200 4 YA p2G-0gl oy g2 (R )T

Vige,7-k|2r—k, P]

Similarly, we can write the agent’s uncertainty about prices n < k — 1 periods ahead:
~ 2 ~
Vige,1—kinlzr—k, P] = ¢ (Elge, 17 ktnl|2r—k, P])” Vige,r7kinl2r—%, P]

. 2
[(1 — )= 25y PV + p’“ZTfk}
— — — : — : —
1475 1 Z;c:in 1 p2G-1) + Elen 1p2(]71)¢7137j + p2(k—n=1) (w¥7k+n)

. 1
¢ (Blge,17rsn|2r—1, P))° = 5 €aP

2
1 Z?:l p2(k—j) +p2(k—n—1) |:(Ti,T7k+n,+TE‘T—k+n):| [i + 1 ]

— E
Tz YT _jtn Tz TE,T—k+n

1+ 7_;1 Ef;ln—l p2(j—1) + Z?;ln—l p2(j71)w¥7j + p2(k7n71) (w%_k_‘_n)

Vige, 7~ k+nl2r—1, P] = —

For all n, the denominator of V[ge 7—k|2r—k, P] exceeds the denominator of V[gg v~ k+n|2r—k, P] — the former always
contains the latter. It is therefore sufficient to show that the numerator of V[gg 7 k4n|2r—k, P] exceeds the numerator
Vlge,7—k|2r—k, P] to show that V[ge,r_k+n|27—k, P] > Vige,7—&|27—k, P]. This is true if

[(Ti,Tk+rE,Tk)]2[1 L1 }< 1

= — —
wT—k Tz TE, T—k Tz

Ti, T—kTz (1 — 7‘3) < TnTZQ

This inequality holds for sufficiently large 7., Ty.
. 2 ~ 2 ~ 2
On the other hand, as long as [(1 — Pt Z;?:l Pl 4 pszik] £0, then ¢ (E[QE,T—I@]) < ¢ (E[QE,T—kJrn]) . Thus,

if [(1—p)p- Zle pYU™Y 4 pF2r k| is sufficiently small, V]ge, r—kin|2r—k, P] > Vige,r—k|2r—k, P). O
Proof of Theorem 2. Suppose the random variable w can be written as w = ¢(a + bx), where a and b are random
variables and c is a constant. If the objective is U = E[w] — 2V[w], and the choice variable is z, then it is straightforward

to see that

%g — CE[t] — 7¢? [Cov(a, b) + 2V[B]
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which implies that there is a unique critical point when

%]E[b] — Cov(a,b)
VIb]

*

xr =

(26)

Moreover, U is maximized at x*, as ‘327[2{ = 7’702V[b], which is always less than zero. The future proceedings at each

point in time can be written as a linear function of the agent’s current retention decision, and so the optimal fraction
retained can be written as in (26). We will prove the statement of the theorem by induction. We begin by showing that
the recursion holds from T'— 1 to T — 2:

T—2
Wr-1r = {H ar| [Vo + AV (ge,r—1 + ar-1 (g1 — gB,17-1))]
k=0
As a result, we can write
T2 ]E[qE,T*LIE,I’I::zl‘ZT—l] — Cov(gp.r — QBT 1, QBT —1]77—1)
ar 1(ZT 1 H Oék) _ YAV I 2o ok
. o k=0 Vige,r — qp,7—-1]27-1]

If we define wr_1 as the retention decision which minimizes U at T' — 1, then we can rewrite

Elgp,7—ap,7-1l27-1]

iy AV 1122
2 k=0 %k
ar—1(zr-1, o) = + wr—_1.
r—1(zr-1 kl;[() k) Vige.r — 45.1—1]77-1] T—1
XT-1
= —————-— twr-1
(YAV) [Tizg ok

We can substitute this optimal policy into the agent’s future proceeds at T' — 2, which are now linear in ar_s:

T3
XT—1 P
Wr_or = I I ar| |V +AV g2+ ——F—=— +ar—2 (qE,T_1 — QE,T72)
|:k—0 ( (yAV) Zzg €73

P _ P
e, Tk = 4B, T—k + WT—Fk (QE,Tka - QE,T—Ic)
N P
XT—-k = XT—k (QE,Tkarl - QE,Tfk)

To complete the proof, we will conjecture that we can write:

T—k—1 Sl e
Wr_pr = ar| |V + AV et g=1 2~ +a,(”_ - ,)
T—k,T [ H k T (qE,T k (AV) Z«;:,l o Tk 4B, T—k+1 — 4B, T—k

k=0
This implies that the optimal retention decision can be written:

E?;l XT —k+j 27 —)
x

]E[q§ T—k+1 9E T—kl2T K] P
k-1 ' 5= —Cov - —qE,T—k,qE,T—k + —
N 2 H N ) AV Hfzok Tor (qE,T k+1 — 4E, y4E, av) Hzl"zok T,
T—k(2T—k k) =
7 Vige,r — qe,7-1|27-1]

k=0

P P k—1
Blag, r_p41—98,7—k|20—k]=Cov(dEp p_py1 9B, T—k 2oj—1 XT—k+;512T—k)
T—k—1
= 8V sy ok + wr—k
Vige,r — qe,r-1|27-1]

XT—k
= — o Tr—R-1 T Wr-k
YAV H::Ok "oy,
where wr_j is the minimum-variance retention decision ¢gnoring any future market-timing activity. Substituting this
into the agent’s future proceeds at T'— k — 1:

T S Xkt
Wr_kr = H ag| |VL +AV — 4Bk =

k=0 (AV)ITizo o

T—k—2 Zk .

j=1 XT—k+
Wr_g—1,1 = H ok | |V + AV | g, 7—k—1 + = T_k_; +ar—g-1 (qﬁ,T_k - QE,Tfkfl)
k=0 (’VAV) k=0 Ok
which is of the conjectured form, completing the proof. O

Proof of Proposition 8.

48



First, we examine whether or not the agent wants to contribute cash when financing via debt:

OV[P|Debt) _ |:8AD(F(I,C)):| {AD(F(I, c))
dc dc 2
B {8AD(F([, c)):| {AV — AD(F(I,¢))

} [V[2¢p,7—k] — Cov(2¢D, 17—k, 4B, T—k+j + 4D, T—k+5)]

90 5 ] Vige,r—k+; + 40, 1—k+;] — Cov(2aD, 17—k, 4B, T —k+j + 4D, T~k +5)]
Note that because the face value of debt required falls with ¢, % < 0. There are two cases to consider:
(DVlge,r—k+i + ap,7—k+j] > 2V[gp,r—&] > Cov(gp, 1K) qE,T—k+j + qD,7—k+;) and (2) Vg r—k+; + gD, T—k+j] >
Cov(qp, 17—k, 9B, T—k+j + @D, 7—k+j) > 2V[gp r—k]. As a result, W < 0 only when AD(F(I,c)) is sufficiently
large, relative to AV — AD(F(I,c)), which implies that there is a threshold investment level below which ¢ = 0. Let
Ip =inf{l : W > 0 when ¢ = 0}. Note that in case (2), W > 0 for all ¢ and so cash is never used.

We can do the same when the agent is financing via equity:

OV|[P|Equit da(l, R N
% - sz% [a(L,0)] [Vige,r—k + ¢1] — Cov(qe, 17—k + 47, 9B, T—k+5 + 4D, 7—k+;)]
da(I, .
- AV2% 1 —a(l,0)] [Vige,7—k+j + a0, 7—k+5] — Cov(ge,r—k + 41, 4B, —k+j + 4D, T—)+5)]

We can use similar reasoning as above. The fraction of equity sold falls with ¢, which implies% < 0. There are
two cases to consider: (1) V[ge,r—k+; + a4, 7—k+5] > Vge,r—k + ¢5] > Cov(qe,r—% + 47,98, 7K+ + @D, 7—k+;) and
(2) Vige,r—k+; + qp,7—k+j] > Cov(qe,r—k + ¢1,98,7—k+j + 4D, 7—k+5) > V]ge, 71—k + ¢s].As a result VP Bquity]
only when «(I,¢) is sufficiently large, which implies that there is a threshold investment level below which ¢ = 0. Let
Ig =inf{I : W > 0 when ¢ = 0}. Note that in case (2), W > 0 for all ¢ and so cash is never used.
For low levels of I, the agent finances the entire investment using debt or equity. Suppose I is low enough so that
AD(F(1,0)) = 0. Then the agent’s proceeds if he finances via debt is simply [2Y]" V(ge,r—k+; + ap,7—k+;]. On
the other hand, a(7,0) > 0 and Vigg,r—r + ¢J] < V|ge,7—k+; + 4D, 7—k+;]. Equity financing is clearly preferable;
moreover, as both functions are continuous (i.e., V[P|Debt] and V[P|Equity]) and monotonic (both are increasing until
I > Ip, I > Ig, respectively), there exists some [ such that AD(F(Z,0)) > 0 and equity remains preferable.

In case (1), when I > Ip (I > Ig), , W[Pa‘fe“] =0 (W[Plgcq"ity] = 0), and the variance is constant, given the choice
of financing — the agent uses cash to preserve the optimal smoothing across time. Moreover, the variance at this point
{I,¢(I)}is the minimum variance in the financing problem without investment; the agent has optimally smoothed his
issuance across both time periods. That is, the variance given debt issuance is the

mins V[0 (¢e,7—k+j + aD,7—k+j5) + (1 = 0) (2¢p,7-1)],

whereas, in the case of equity issuance, the variance when ¢ > 0 can be written
mins V[ (qe,r—k+j + a0, 1—k+5) + (1 = 0) (qB,7—K + d1)]
Because V{gg,r—r + ¢1] > V[2¢p 7—k], and Cov(qe,r—k + ¢1,98,1—k+j + q5) > Cov(gp, 17—k, qE,T—k+5 + D, T—k+j), it 1S
clear that when ¢ is optimally chosen, the variance of the latter exceeds the former. As a result, there exists a threshold,
I, beyond which financing via debt is optimal.
In case (2), when cash is never utilized, as I — oo, both AD, AE — AV. Moreover,
Av]? _ avy? R
V[P|Debt] — [7] V[2¢p,7-x] V[P|Equity] — {T} Vige,r—k + ¢7]
Due to the differnce in information-driven uncertainty, when I is sufficiently high, V[P|Debt] < V[P|Equity]. Due to the
continuity and monotonicity of both functions, there exists a threshold beyond which debt is preferable when no cash is
utilized. O
Proof of Proposition 9. We begin by verifying the first-best policy for the agent, given gp,7—r. The agent’s expected
utility can be written:
U(y7 :g7 F) = DL(:Q, F) + QD,TkaD(ga F) + EL(y7 F) + E[qE,T|QD,T7k]AE(y7 F) - %V[quTMD,Tfk} (AE(y’ F))2

which implies that

oU(y, yF)

oF =1-Gr(F—-9)+ap,7-x (GL(F —4) — Gu(F —§)) + (Go(F —y) — 1)

+Elgr,rlap, 7] (Gu(F) — GL(F —y)) — vVigr,rlgp,7-x]AE(y, F) (Ga(F) — GL(F —y))

Under perfect information, investors know the agent’s type, i.e., g = y:

oU(y,y =y, F
% =[GL(F —y) = Gu(F)]lgp.r—+ — Elgn,rlqp,r—+] + yVigerlgp 7] AE(y, F)] .
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If gp,r—x > Elge,7|qp,7—k], then aUéi,‘F) is always positive, and so F* = F for all . On the other hand, if gD, 17—k <

El¢e,r|¢p,r—k], then the agent optimally sets w = 0 as shown in equation (14). As y increases, the agent wants

to hold AE(y, F') constant, which requires:

OAE(y, F) n OAE(y, F) OF _
dy oF oy
oF  1-GL(F—y)

By  Gu(F)—GL(F —vy)

0

<0

Next, we establish conditions for differentiability using Mailath and von Thadden (2013). Y, F = [0, Flif F<oo, F=
[0, F) if FF = oo are intervals on R. The first-best contracting problem has a unique solution in both cases. The utility
function is concave along the first-best path:

*U(y, 9=y, F)

s = —[GL(F —y) — Gu(F))* (WV]ee.r

+ lgp, 71 — Elgr, gD, 7] + VVigE,7|9D 17— K| AE(Y, F)] [91.(F — y) — gu (F)]

QD,T—k”

If gp,7—rx < E[ge,r|¢p,7—k], then along the first-best path g—g = 0 and so this simplifies to

PUGLLWD) (G, (1 —y) ~ Gu(F)F hVlas rlavr ) <0

Consider now the case when ¢p,7—x > E[gp,|gp,7—], If F = oo, then because in the limit as F' — oo, gr.(F—y) < gu (F),
then w < 0 in the limit as well. Alternatively, when F is finite, by FOSD, it must be that gz, (F —y) < gu (F).

2
Moreover, in both cases, if %%F(y)) > 0, then it must be that

[QD,T—k —Elge.rlep,r—1] + %V[QE,TMD,T—HAE(% F)] #0

oU(y,y, F)

and Jk s.t. | 9F

|>k>0

Finally, we can apply Theorem 3.5 of Mailath and von Thadden (2013):

O*U(y,9 =y, F(y))
OF 0y

= —g.(F —y) [1 —Elgg,rlap,7—k] + Vige,rlap,7—k] AE(y, F)]

+(Ga(F) - GL(F—y)(1—-GL(F —vy)vVige,rlep, 7]
9*U(y, 9 =y, Fy))

OF 0y <0
oU(y,y, F N
WD) G (P~ ) (1~ apai) > 0
Y
and %@%’F(y)) = 0, which implies that the separating equilibrium follows
fly) _ —[1-Gr(f(y) —y)I[1 —qp] (27)

9y [Ge(f(y) —y) = Gu(f (W) [(gp — Elgm,r

qp,7—k]) + YAE(y, F¥P)V(gs,r|2r 4]

O
Proof of Proposition 10. We begin by verifying the first-best policy for the agent. When p. = zr_x = 0,
Elgp,7—k|27-%] = Elge,r|27-k], and so the agent maximizes:

Uy, 9, F) = —% [Vlge,r|2r-+]AE(y, F)* + Vgp,r—k|2r-1] AD(§,F)* + 2AE(y, F)AD(§,F)Cov(qe,7, gp, 1 k| 27-1)]
which implies that

U (y, 9, F)

oF = —y(GL(F —9) — Gu(F)) [AD,F)V([qp7—k|27—k] + AE(y, F)Cov(qe, T, 9D, 7—K|27—K)]

=7 (Gu(F) = GL(F —y)) [AE(y, F)V{ge,r|2r-] + AD(9, F)Cov(qe,r, 0, 7—K|27-K)]

Under perfect information, investors know the agent’s type, i.e., § = y, and can be written:

W = —v[GL(F —y) — Gu(F)] [AD(y, F) (Vigp,r—kl2r—k] — Cov(qe,r,ap,r—klzr—k))]

+7[GL(F —y) — Gu(F)] [AE(y, F) (Vigg,r|l2r—k] — Cov(ae,1,aD,7—k|27—1))]
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We know that V[ge,r|zr—k] > Vigp,r—k|2r—%]. As a result, when V{¢p,r—i|zr—r] < Cov(qe,r,qp,r—k|2T7-1), then

% is always positive, and so F* = F for all y. On the other hand, if Vigp,r—k|zr—k] < Cov(qE,T, 9D, 7—K|2T7—k),

: oU (y,y,F)
then the agent optimally sets =—22=2

ABE(y,F) ; g
AD(y F) constant, which requires:

= 0 as shown in equation (16). As y increases, the agent wants to hold the ratio

OAE(y,F) _OAE(y,F)oF] OAD(y, F) | 9AD(y, F) OF] _
AD(y, F) | == B+ =g | AEWF) ay vt ok oy "

oF _ Sy —GuF —y)
dy  Gu(F)—GL(F —vy)

Next, we establish conditions for differentiability using Mailath and von Thadden (2013). ¥, F = [0, Flif F< oo, F=
[0, F) if F' = oo are intervals on R. The first-best contracting problem has a unique solution in both cases. The utility
function is concave along the first-best path:

*U(y, g =y, F)
OF2
—[g(F —y) — gua(F)]y [AD(y, F) (Vlap,r—k|27—k] — Cov(aE,T, 9D, 7—k|27—k))]
+ 9L (F —y) — gu(F)ly [AE(y, F) (Vige,r|zr—] — Cov(qe,r, 4D, 7—k|27—k))]

= —v[GL(F —y) = Gu(F))? [Vlap,r—klzr—k] + Vlgg,1|2r—1] — 2C0v(qr,T, 4D, 7—K|27—k)]

If Vigp,r—k|27—] > Cov(qe,1,qp,7—k|27—k), then along the first-best path 2% = 0 and so this simplifies to
U(y,y, F(y))
OF?
Consider now the case when V[gp r—k|27—k] < Cov(ge T, qp,7—k|27—k), If F' = 00, then because in the limit as F' — oo,
gr(F' —y) < gu(F), then w < 0 in the limit as well. Alternatively, when F is finite, by FOSD, it must be that
gr(F —y) < gu(F).
Moreover, in both cases, if W > 0, then it must be that

= —y[GL(F —y) — Gu(F)* Vigp,r—k|2r -] + Vge rl2r—k] — 2Cov(qe 1, qp, 1K |27—£)] < 0.

[AD(y, F) (Vigp,7—k|2r—1] — Cov(qe,T, 4D, 7—k|27—1)) — AE(y, F) (V(ge,r|27-] — Cov(qE,T, 4D, 7—K|2T-K))] # O
oU(y,y, F)

and Jk s.t. | oF

|>k>0

Finally, we can apply Theorem 3.5 of Mailath and von Thadden (2013):

TUWI=:F) _ _ (o(F —y)— Gu(F)) (1 - Go(F — ) Vige.rlzr—i] — Covlar,r apr—ilzr—)]

OFdy
=7 (9 (F —y)) [AE(y, F)V]gs,r|2r-] + AD(g, F)Cov(qe,r, 40,7k |27-K)] <O
oU(y,y, F N R
OUIL) o (Go(F = ) Vlap.r-slon ] AD.F) + AE(y, F)Coulas.r,apr-slzr-1)] > 0
8*U ,y, F N
FOWIF) _ . (GL(F - §)) Covlger,apr—rlzr—e) (1 - GL(F — y)) < 0
090y
Taken together, this implies that the separating equilibrium follows
of (y) _ [GL(f_(gL,(yJ;(EI)G_;()f(y))] [Elgp,r—klzr—k] + v (Viap, 7 —klzr—k]AD(y, f(y)) + Cov(ap, 17—k, 9B,7|27— k) AE(y, f(1)))]
Ay [AE(y, f(y) (Vlge,r|lzr—k] — Cov(ap, 17—k, 98,7127 —K)) — AD(Y, f(y)) (Vigp,r—kl20—k] — Cov(gp,1—k> 4B, T|2T7—1))]
(28)
O

Proof of Proposition 11. We can write the variance of ¢p when investors are unable to observe the price of equity in
terms of 77, the difference in the two precisions:

st ion
i(Ti,D(l + Tn))2 + Ti,p (2 + i + Tn) +7rt 1+ Tn)2 [L + I 4%ip ”D]

Tn Tz

Vo lgp] = (e + (mip+77)1+ 7)) A+ 7+ (ri,p +77) (1 + 7))

In Proposition 3, we showed that 8;/2%[?] > 0, which implies that if we can find a v such that Vo[¢gp] is higher without

cross-market learning, it will also be Higher for any ~ above this threshold.
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L (rip(+7))" + (%, +2mp+ TD) B [72”*’3“:"”“ + 1]

A+m+7mnpQ+m)+7E) (- + 101+ 1)+ 7E)

If 7t = 7'@5,‘%, then the denominator in both expressions is the same. As a result, if 7+ = T%E(p%n) (and using the

V6 M gp] =

observation that 7,z = 7;,p in equilibrium), V¥ [¢p] > VM [¢p] if
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As this always holds, it is clear that 77is a sufficient lower bound, not a necessary one. Note that the same threshold
holds for both the debt and equity markets (which are symmetric in this equilibrium).

We can write the covariance of ¢p, g in the absence of cross-market learning, with the knowledge that in both cases,
investors in each market will obtain signals of the same precision:

r+ )2
% (rs(1+ Tn))Q + 7“;: n) (273 + T+)
A7)+ 7m) A+ + (n+ 7)1+ 7))

COUEL (q~D7 qNE) = (

Note that, as before, we can equate the denominators if 77 = Tili—’;n,
L (ri(14 7)) + Z2 275(1 + ) + 7eTn) + 275(1 + 7n)
Y1+ ) ’

Cov ™ (gb, 4iz) =
and so after substitution, we can compare the numerators:
TiTn 2T(L+70) + 7iTn) < TiTr CTi(1 + 70) + i) + 27:(1 + 70) 72

At this level of 77, the covariance with cross-market learning must be higher. However, combining everything, we can
write:

VEL [pg + pp] — VoM [pg + pp] = <AV2> 21, (1= (1 + 7n)72)

8 V(1 + )

For sufficiently low 7., therefore, VEX[pr + pp] > VM [pg + pp). O
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From the proof of Lemma 7, we know that the variance in the liquid market can be written:
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We begin by showing that the denominator of V[gg,7—r|27—k, P] exceeds the denominator of V(gpg r—r|27—k, P]:
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The second inequality arises because 7, ! + zp;,j > (w%,j)’l. Next we show that the numerator of Vigpg r—k|20—k, P]
exceeds the numerator of Vg, 7—k|2r—k, P]:
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because for all [ > 1 2P, <o p?*=0 > p2k=1) (a5 1ong as 0 < p < 1), and 22:1 20~ > 1. where the inequalities
are strict if [ > 1.

Note however, that if [E[zr|z2r_x]| > 0, then ¢ (Elgper—k|2r—k,P])* < ¢ (Elge7—k|27—k,P])°. Thus, as long as
|E[zr|2r-k]| is sufficiently low, it is clear that V|gpe,r—k|27—k, P] > Vige,r—k|27-k, P].

Finally, note that the numerator of V[gpg r—r|27—k, P] is increasing in [. It is straightforward to show that the denom-
inator is falling in [. Let [ > [. Then,
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As a result, when investors’ signals are more forward-looking, they generate more price uncertainty as long as |E[zr|zr—]|
is sufficiently low.

B Generalizations

B.1 N States

We generalize the distribution of cash flows to accommodate N > 2 states as follows. In each state, the cash flow, z, is
drawn from a known distribution, G, where j € 1,2,..., N. Let the probability of each state, s, be written as

P[s = j] = a; + bjq

where ¢ = ®(z), ®(-) is the standard Gaussian CDF, and z ~ A (., 7). The sets of high (H) and low (L) states,
H={j:b;>0} L={j: b;j <0}, are defined in a manner which makes them analogous to the two-state setup in the
main text; the probability of each state j € H is increasing in the realization of z, while the likelihood of each state j € L
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is falling. Insuring that this is a well-defined probability measure (i.e., 0 < P[s = j] < 1Vj, and >, P[s = j] = 1),
requires

dlaj=1, > bj=0, Y b;<1, anda>0,0<a;+b; <1Vj
J jEH
Let V; = E[z|z ~ Gy, Ve = >
be written

jer biVi, and Vi = ZjEL b;V;. Then the expected value of the asset at time-1 can

Ei[z] = Z%‘Vj +q[(Va — VL)l (29)

J

Note the similarities between equation (29) and (1).”” As E[q] tends to zero, the expected value of the asset tends to
Zj a;jVjinstead of V. Unlike the model analyzed in the main text, the likelihood of the high states do not necessarily
tend to zero with E[g], and so cannot be neglected. However, because all agents know this (and agree on the value of
> ; a;V;), this modification leaves unchanged the incentive to acquire information and does not alter the variance of the
price received by the agent. If we further assume an equivalent statement about first-order stochastic dominance with
respect to the aggregate “high” and “low” states, this generalization leaves unchanged our analysis.

B.2 Integrated Markets

We assume now that investors can freely trade in both markets simultaneously — they do not need to choose in which
market to trade. Liquidity shocks remain normally-distributed and independent,

Ce)=~ (][4 &)

but may have different variances, i.e., 74 # 7.. We begin by assuming that the precision of investors’ private signal, 7;, is
exogenously given and u. = 0. Given that 7; g = 7, p (the investors in both markets are the same), ¢ = ¢ =1, and

OEolan))* = gcon (42 1) = olEoldi)?
Volgp] = ¢(Eolgp])*Volgn]  Volgz] = ¢(Bolgi])*Volqi]
- Tl )
VO[QD] = VO[‘]E] + m

Thus, if 74 > 7, there is less uncertainty about liquidity demand for debt and Vo[gp] < Vo[gr]. The inequality flips
ifty < 7. Moreover,

Cov(gr, qp) = ¢(Eo[gp])p(Eolgr])Cov(dr, 4p)

Ti
Te

Y(1+¢)

N
V(1 + )
which implies that there is always a diversification benefit to issuing in both markets for the agent: Vo[gp], Vo[gp] >
Cov(qe,qp). From the proof of Proposition 3, this implies that the optimal face value of debt, F* solves the following
equation:

Cov(ge, 4p) = Volgr] —

AD(F*) _ Volgr] — Cov(gp, gr)
AE(F*)  Volgp] — Cov(gp, qr)

If 74 < e, then the agent issues less information-sensitive debt than equity, i.e., 0 < AD(F*) < AE(F”), and if
Ta > Te, AD(F*) > AE(F*) > 0. The intuition matches that presented in the main model. Taking the debt market as
an example, more private learning (1 7;) generates uncertainty, which induces the agent to issue less information-sensitive
debt. Similarly, more certainty about liquidity demand for debt (1 74), which reduces price uncertainty, induces the agent
to issue more information-sensitive debt.

(30)

"7If we match coefficients and set by = 1 = —bz, ag = 0, ar. = 1, Equation (29) collapses to (1).
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Suppose instead that p. # 0 which, as discussed in Appendix B.4, implies that, in general, E[gp] # E[ge]. Conse-
quently, the agent can alter his expected revenue through his choice of capital structure. As a result, he is no longer just
concerned with minimizing the variance of his proceeds. From the proof of Lemma 4,

Eo[gp] = @ Yite = ®(gpp=)

VO ) + (@ =72+ (i 70)?1 47

Yp-
VIO 9+ @ pr + (7t 075 70

Eolgr] = @ D(grp=)

As before, if 74 > 7, there is more certainty about the price of debt. With it a little simplification, it is easy to see
that this implies ¢p > ¢E. As a result, when u, > (<) 0, then Eo[gp] > (<)Eo[gr].”® Of course, the inequalities flip
when 74 < 7.

From Appendix B.4, the agent’s first-order condition can be written:

Eolgn] — Eolgr] = v [AD(F™) (Volgp] — Cov(gp,qr)) — AE(F") (Vo[ge] — Cov(gp, qr))]

Suppose T4 > Te, and let Fy be the solution to equation (30) so that AD(Fy) > AE(Fp) . When p. > 0, issuing
debt becomes even more attractive: it has lower variance and a higher expected price, and so F* > F° ™ On the
other hand, when p. < 0, the agent is torn between choosing a security with low price/low uncertainty (debt) and high
price/high uncertainty (equity). As a result, he tilts his issuance towards equity, i.e., F* < F°. Effectively, when u, > 0,
he decreases the discount he receives for the asset (and lowers the uncertainty of his proceeds), whereas when p. > 0, he
increases the premium he receives (while increasing the uncertainty of his proceeds).

Finally, we consider the effect of information acquisition; as in the main text, we return to our assumption that
1> = 0. When investors can trade both securities, they choose 7; to maximize:

¢(0){ADEo [(¢: — 4p)|g: > qp] + AEEo [(¢i — qr)|G: > gB]} — C(7:)

In equilibrium, the optimal 7; sets

¢>(0>{ADE)EO[@_®)'®>qb]+ g2l _qE”qZME]} C'(m)

T oTi

As equation (19) shows,

OKo [(¢i — gp)|¢i > gp] _ OEo [(¢: — gB)|¢: > gE]
Ti oT;

When 74 = 7e, Eo [(§i — ¢b)|Gi > ¢b] = Eo [(G — q&)|§i > qgr]. As a result, the precision chosen is independent of
the capital structure. When 74 > 7¢, Vo[gp] < Vo[gr] and so the agent sets AD > AE. As F increases, however, this
OBo[(di— QD)|(1@>‘1D] > 9Eo[(d; gE)|QZ>‘ZE ); this offsets some of the

induces agents to choose a more precise signal (because
benefit from setting AD > AFE, however, because both Vy[gp] and Vo[ge] are increasing in 7;. As a result, the agent
must trade-off the two effects when choosing the optimal level of debt.

B.3 No Commitment

We now allow the agent to decide whether or not to sell the firm, after observing the market-clearing prices. He has two
options: sell the entire firm for pg + pp, or hold onto the firm and sell it at time-1 for E,[z]. His expected utility from
waiting to sell until time-1, given pg, pp:

E[E:[allpp. pe] — S VIE:[ellpp.pe] = (b + pp)

The agent is able to update his beliefs about z by observing the price of equity and the price of debt. We can
compare the sales price, pg + pp, to E[Eq[z]|pp, pE]:

"The discount and premium effects are discussed in detail in Appendix B.4.

"With integrated markets, the RHS does not depend upon .. The effect of u. on the LHS is non-monotonic. In the
limit, as p. — oo, Eg[gp] — Flge] — 0. As a result, while F'* is initially increasing in u. it eventually returns to the
same level as when p, = 0.
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# Vi+ @ ( ) AV = E[E1[z]|pp, pe]

The agent’s expected value of the asset will not in general, equal, the market value of the firm. First, the agent’s
information set contains only the two public signals; investors in each market have a private signal as well. As a result,
the agent places more weight on the public signals in forming his expectation of the asset’s value.® Second, the marginal
investor in the debt market will not, in general, agree with the marginal investor in the equity market about the likelihood
of each state. Finally, though he updates his beliefs using prices, the agent knows that the market value of the firm is a
noisy signal of the true z.

As aresult, it is insufficient to assume that the agent will always sell at time-1 simply based on his expected valuation.
However, the agent is risk-averse, and so still needs to consider the remaining uncertainty if he waits until time-1 to sell:

V[E:[z]|pp, pe] = AVZV (@ (q) |pp, pE) -

Since the variance of ®(q) # 0, with sufficiently high risk-aversion (), the investor will always choose to sell at time-
0, even after observing prices.®! Furthermore, when . = 0, increasing v does not affect the agent’s optimal issuance
decision.

B.4 Optimal Issuance when p, # 0

We return to the static issuance model of Section 2 and assume now that u, # 0. We take the precisions of debt and
equity investors’ private signals as given. We assume that |u.| is sufficiently small and 7, is sufficiently large, so that the
conditions specified in the proofs of Lemmas 3 and 4 hold.

We begin by providing intuition for the results of Lemma 4 when p, # 0. When the agent forms expectations
about fundamentals (g), he impounds his prior uncertainty (Vo[z]) into his expectation. On the other hand, when the
agent forms expectations about the price (¢gp), he must impound both (i) the marginal investor’s posterior uncertainty
about fundamentals (V[z|s;, sp, sg]) as well as (ii) his uncertainty about the beliefs of the marginal investor (Vo[E[z|s; =
sp,sp,se]]).®? Notably, the identity of the marginal investor is not fixed. Instead, he is identified by the relationship
between his private signal and the price signal (s; = sp). This generates additional variance about the marginal investor’s
beliefs when compared to the beliefs of a given investor: Vo[E[z|s; = sp,sp,sr]] > Vo[E[z|ss, s, s8]].5*

Taken together, and by the law of total variance,V|[z|s;, sp, sg] + Vo[E[z|s; = sp, sp, sg]] > Vo[z]. Suppose p. > 0.
This creates what Albagli et al. (2015) refers to as “downside risk” due to the asymmetric effect of information about z:
bad news (z < u.) has a larger effect on the value of the asset than good news (z > p). Downside risk in combination
with the additional variance implies that Eo[gp] < Eo[g]. Moreover, when 7; p > 7; g, the additional variance generated
is larger in the debt market. As a result, Eo[gp] < Eo[gz] < Eo[g].

We assume that the agent has chosen to sell the firm at time-0. As a result, his objective is to choose the face value
of debt, F', to maximize:

U(F)=E[po(F) + pe(F)] = 2 Volpe(F) + po(F))

As was argued in the proof of Proposition 3, it is sufficient for the agent to consider values of F' which satisfy F < F < F.
It is straightforward to show that

AU (F)
oF

= (Gu(F) - GL(F)){Eolgp] — Eolgr] — v[AD(F) (Volgp] — Cov(gp,qr)) — AE(F) (Volge] — Cov(ep,qr))]}  (31)

80In equilibrium, the marginal investor’s private signal is the same as his own-market public signal and so he places
more weight on his own-market public signal than the agent.

81The variance is non-zero as long as investors in neither market learn z perfectly.

82He must account for the former as well because the marginal investor will have already accounted for it in setting
the price.

83While a similar effect (i.e., the additional variance generated by market clearing) is present in standard REE models
(e.g., CARA-normal), the relationship between information and fundamentals is generally linear, and therefore symmetric.
As a result, there is no wedge. This is similar to the case when p. = 0.
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Assume that 7; p > n,E.84 Let Fy be the face value of debt which minimizes the variance of the agent’s proceeds, i.e.,
the optimal issuance when p, = 0. Because Vo[gp] > Vo[gr], the optimal level of debt sets AE(Fy) > AD(Fp).

When p, # 0, the agent must also account for the expected difference in prices: Eo[gp] — Eo[ge]. If p- > 0, there’s
“downside risk”, and so when 75, p > 75 E, Eo[gp] < Eo[ge]. Equity is expected to sell for a higher price and there’s lower
uncertainty about what that price will be. The more debt issued, the lower the agent’s expected revenue, and so the
agent optimally sets F'* < Fy. On the other hand, when p. > 0, there’s “upside risk” which implies that the debt market,
which has more uncertain beliefs about z, also has the higher expected price: Eo[gp] > Eo[gr]. As a result, the agent
tilts his portfolio towards debt, i.e., F* > Fp.

The extent to which the agent shifts his debt issuance as a result of any difference in expected revenue is, of course,
a function of his risk-aversion. If the agent were risk-neutral, he would only issue an information-sensitive security in the
market with the highest price. When 75, p > 7; g, this implies that he would set AV = AD when p. < 0, and AV = AFE
when p, > 0. With sufficient risk-aversion, this is no longer be the case, as the agent becomes willing to reduce his
expected proceeds in order to minimize his uncertainty.

Albagli et al. (2015) consider a closely-related problem as an application of their model. A risk-neutral agent sells
claims to a future cash flow into two segmented markets. Investors in each market have imperfect information about
the underlying cash flow. They find that the optimal policy is to issue debt, which is exposed to “downside risk” to the
market with less information, and equity, which is exposed to “upside risk”, to the market with more information. When
F is chosen optimally, this allows the agent to maximize the premium received for equity while minimizing the discount
he receives for his debt.

In our setting, such a solution is no longer possible. Here, investors have imperfect information about the probability
of each state, and therefore differ in their beliefs about the ezpected cash flow. Because the non-linearity is found in the
probability of each state, any contingent claim on the underlying cash flow (including debt and equity) is exposed to the
same asymmetry. For instance, when p, > 0, both debt and equity are always exposed to downside risk, as long as both
are information-sensitive. As a result, both are discounted, relative to the agent’s expectation of fundamentals. On the
other hand, when u, < 0, he expects both debt and equity to sell at a premium.

However, the agent can still take advantage of differences in the informational characteristics of each market. When
= > 0and 73, p > 7, g, for instance, he can reduce the discount he expects to receive by issuing more information-sensitive
equity. On the flip side, if u, < 0, he increases his expected premium by issuing more information-sensitive debt.

Moreover, these premia/discounts also impact the agent’s original decision as to whether or not to sell the firm at
time-0. For example, as discussed in Section 2, if there’s too much uncertainty about the price he’ll receive from issuing
debt and equity, the agent will optimally wait until time-1 to sell the asset. Now, in addition, the agent expects to receive
either a premium (u. < 0) or a discount (u, > 0) if he sells at time-0. For example, when u. > 0, even if the agent
would like to sell because it lowers his uncertainty, he may choose not to do so because he expects to receive a lower
price for the firm than if he waited until time-1.

C Extensions

C.1 Extensions - Static Issuance

C.1.1 Static Issuance given initial capital structure

We assume that, prior to time-0, the agent has (i) sold a fraction 1 — « of the firm’s equity and (ii) issued debt with face
value F. If we assume he has maintained control rights, the agent will choose how much additional debt (Fp) to issue to
maximize his utility from selling his claim to the firm’s cash flow:

maxr, Fola(pe +pp,o)] — %VO[Q(:DE +pp.0)]-

If we let pr represent the price of one share, then the agent would receive apg for his stake. Similarly, the agent
receives « of the new debt proceeds (sold at pp,o) — the remaining cash is distributed to the additional equityholders.
Because « is a known constant at time-0, and under the assumption that . = 0, this reduces to minimizing Vo[pr +pp,0]
— which is seemingly identical to the problem solved above. Now, however, we must consider whether (i) other owners of
the firm would like to sell their stake and (ii) whether the previously issued debt is traded or privately held. We assume
the new debt is subordinated to any existing debt. We will focus on the setting in which equity and debt investors exist
in equal measure and cannot choose in which market to invest.®’

84 When 7;.p < Ti,E, the argument below is flipped, with debt replacing equity and vice versa.
85Tt is reasonable that investors choose their market prior to the 4nitial issuance of equity and/or debt, and so remain
fixed at this time.
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Consider the simplest case — when the agent and all existing owners choose to sell their equity. If the existing debt
is privately held and senior to any new debt, then Proposition 5 holds. The agent chooses Fy to set the information
sensitivity of the new debt, not the total debt, equal to the information sensitivity of equity:

ADo(F,Fy) = AE(F + Fy) < ADo(F, Fy) + AD(F, Fy). (32)
Consider the expected utility of debt and equity investors:

EUp = (ADo)E [(¢; — qp)|(q: > qp)] EUg = (AE)Eo [(¢: — q5)|(¢: > q5)]

Setting the information-sensitivity in each market equal also perfectly balances the information-driven uncertainty, be-
cause in equilibrium 7;, p = 73, . On the other hand, suppose debt investors can also trade in the previously issued debt.
If their signal exceeds that of the marginal debt investor, they will want to purchase both bonds. As a result,

EUp = (AD + ADo)E [(¢: — qp)|(q: > qp)],

leading debt investors to acquire a more precise signal than otherwise. This causes Vo[gp,o] to exceed Vy[gg]; to
compensate, the agent will issue less information-sensitive debt at time-0. Similarly, if the other owners choose not to
participate in the equity issuance, investors will have the opportunity to purchase a smaller stake:

EUg = (eAE) Eo [(¢; — qr)l(g: > qE)],

Since equity investors choose to learn less, the volatility of the equity price falls. To take advantage of this, the agent
will issue more information-sensitive equity. We summarize these results in the following corollary:

Corollary 2. The optimal value of debt issued at time-0 is decreasing in (1) the fraction of the existing debt issue which
is actively traded and (ii) the fraction of equity owners who choose not to sell their shares.

C.1.2 Costly Liquidation/Dividend Recapitalization

The model implicitly assumes that equity owners will receive the proceeds from any debt issuance — any capital raised
does not stay within the firm — which closely matches the process of dividend recapitalization. The economic motivation
for a dividend recap in the model is similar to the justification provided by private equity firms: issuing debt and using the
proceeds to pay a special dividend lowers the uncertainty faced by equityholders. As has been pointed out in discussions
of dividend recaps, issuing more debt increases the likelihood of default. In the model, however, this leaves the expected
value of the entire firm unaffected.

Missing, however, are any potential costs in bankruptcy or costs of financial distress, a point of emphasis when the
procedure’s social value is discussed. It is straightforward to modify the assumptions of Section 2 so that debtholders
receive only a fraction § < 1 of the cash flow if z < F, akin to partial recovery.®® Issuing more debt increases the
likelihood of default, which lowers the expected value of the firm.

Suppose the asset is owned entirely by the agent, as in our static model. Critically, the agent maximizes the expected
value of the asset subject to the cost of uncertainty, i.e., the owner of the asset fully internalizes the cost of partial recovery.
If a dividend recapitalization is chosen, it is because it maximizes his utility, even as it lowers the expected value of the
firm. Under the simplifying assumption that any trading gains/losses by financial market participants are welfare-neutral,
a social planner, constrained to choose the optimal value of debt, would make an identical choice: it maximizes the utility
of the risk-averse agent.®”

On the other hand, if the firm already has debt (Fs) in its capital structure, the agent will not consider the impact
of his decision on the value of those existing claims; he considers only the reduction in expected value of the new debt
issuance. Suppose the new debt issued, Fy, is subordinate. If the firm defaults, senior debtholders are only made whole
if the cash flow, x, exceeds Fis/d. While the agent’s optimal decision, F;, may increase welfare relative to selling the
entire claim in the equity market, it will not match the decision of the social planner, who must also account for the loss
in expected value imposed on senior debtholders.®®

86 Alternatively, the discount can apply to all cash flows below some threshold greater than F + Fy to accommodate
potential costs of financial distress.

87This is, admittedly, a strong assumption, since the preferences of noise traders are unmodeled. Moreover, it does not
account for the potential cost of information acquisition - if this generates disutility for investors (and is not simply a
financial transfer to other agents in the economy), a social planner would want to discourage such information acquisition.

881f senior debtholders are rational and forward-looking, they would (i) expect the new issuance and (ii) pay less for
their claim in the first place. If the existing debt is also chosen by the owner of the asset (as is done when the debt
was issued by a private equity firm in a leveraged buyout), then the owner of the asset would internalize this cost at the
earlier date, returning us to the socially-optimal capital structure.
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C.1.3 Tail Risk

While the main analysis of the paper focused on a two-state distribution, as we show in Appendix B.1, the payoff
distribution is flexible enough to accommodate N > 2 states. An interesting application of this more general setup is to
consider how issuing debt can help mitigate the effect of what we will term “tail risk”.

For example, suppose there are three states: s € {L, M, H}, where Gg >rosp Gm >rosp Gr, and

Pls=H|=buq Pls=L=brgq Pls=M]=1- (bu +br)g,

0<bm,br <1,bg +brL <1

As z increases, “tail risk” increases — draws from the high and low state become more likely, while a draw from the
“middle” state becomes less probable. The expected value of the asset is now written

Elz] = Vi + Elq](baVua + b VL — V),

and we can redefine AV = by Vy + b,V — V.

Tail risk, or increased cash flow uncertainty, is often proxied by the volatility of cash flows. An increase in volatility
leaves the expected value of the asset unchanged; for an analogous result in our setup, it must be that by Vg +br.Vr, = Var,
which implies that AV = 0. In this case, the optimal capital structure will consist of information-insensitive debt. Note,
however, that the equity in this setup is also information-insensitive. Such a capital structure provides no incentive for
investors in either market to learn, which is the first-best result for the agent.®® Because AE + AD = AV = 0 must
always hold, if information-sensitive debt is issued, it must be that AE # 0 and AD # 0. Of course, this implies that
|AE| +|AD| > AV. Issuing information-sensitive debt creates financial securities which are more information-sensitive
than the asset itself!?°

Note, however, that in our model, this is a special case of “tail risk”; in particular, the symmetry of the shock is
essential for the agent to issue information-insensitive debt. Suppose that by increases so that AV > 0, and an increase
in z causes the expected value of the asset to increase — the cash flow distribution becomes more positively-skewed. For
low values of debt, the intuition from above generally holds: AD will fall, AE will rise, and capital structure sensitivity
exceeds AV. However, if the face value increases sufficiently, debt will become positively exposed to the shock, and
issuing non-linear securities can actually reduce price uncertainty.

C.2 Market Segmentation

In Section 2, we assume that investors are, or can be, restricted to invest in either debt or equity. In delegated asset
management, fund managers are often provided with strict mandates about the securities in which they can invest; debt-
and equity-only funds are common.?’ Even when the financial institution supports both equity and bond funds, at the
research level, segmentation can remain — for instance, there exists both an equity and a credit analyst for the technology
sector — consistent with the assumption that how much investors learn can be specific to a security’s characteristics.

As we show in Appendix B.2, however, our results do not require that informed investors be segmented. Instead, it
must be that markets are imperfectly integrated, as defined by Chen and Knez (1995). In our model, debt and equity
markets are imperfectly integrated when the marginal investor in each market differs — note that this can occur even
when investors trade both securities, as long as the liquidity shocks across markets are imperfectly correlated.

We end by considering some of the evidence for imperfect integration across corporate debt and equity markets.”? In
analyzing the corporate debt market, Collin-Dufresne, Goldstein, and Martin (2001) note that (i) the standard pricing
factors proposed by structural models explain little of the changes in corporate bond spreads and (ii) there is a common
factor across all bonds which can explain much of the residual variation. Kapadia and Pu (2012) argue that the credit
and equity market securities for a given firm move in the wrong direction too frequently over short horizons for the
markets to be integrated and propose limits to arbitrage as an explanation. Longstaff, Mithal, and Neis (2005) find
evidence that bond-specific liquidity, as well as a bond-market liquidity factor, can explain corporate bond spreads; the
existence of such pricing factors implies that the debt and equity markets are not perfectly integrated. Schaefer and
Strebulaev (2008) show that, while bonds are exposed to both the Fama-French SMB and HML factors, this sensitivity

89Investors are risk-neutral; any information acquired leaves unchanged the price they are willing to pay for the asset.

9The intuition is similar in other frameworks. If the asset’s payoff is linear, increasing the volatility has no effect on
the value of the asset, but any non-linear claims on the asset (e.g., debt, equity) will be sensitive to volatility shocks.

9! As shown in He and Xiong (2013), such restrictions can be optimal in the presence of moral hazard.

92There is also empirical evidence confirming investor segmentation/specialization across a wide range of markets in-
cluding Kim and Stulz (1988) (domestic and foreign equity) and Gabaix, Krishnamurthy, and Vigneron (2007) (mortgage-
backed securities).
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is not solely driven by the bond’s credit exposure, suggesting that a component of the bond’s returns are driven by a
factor which extends beyond structural model fundamentals. Finally, note that the excess returns of capital structure
arbitrage trading strategies, as documented by Duarte, Longstaff, and Yu (2007), is consistent with the existence of
arbitrage across debt and equity markets.”?

C.3 Extensions - Dynamic Issuance

C.3.1 Control Rights

In practice, the rights associated with equity ownership are negotiable - these including voting rights, for instance, or the
ability to veto proposed mergers and acquisitions. To maintain control over the financing decisions of the firm, however,
the agent must retain ownership of some portion of the equity. Furthermore, some retention is generally required of the
owner after a firm’s initial public offering. When the agent retains some equity for future sale, it affects his decision
about how best to issue securities today.

Suppose, at T' — k, that the agent has been hit with a liquidity shock — he would like to sell his entire ownership
claim immediately. We assume that he is required, however, to hold onto a fraction « of the firm’s equity until 7'— k + j.
The variance of his proceeds can be written

AEQV[(I — Q)gE,7—k + QQE,T—k+j] + ADQV[qD} +2AEADCov(qp, (1 — a)qe,r—k + OqE,T—k+j)-

Note how closely this resembles the static issuance problem: the agent now considers a “portfolio” of equity issuance,
however, split across multiple periods. As the required retention period increases (1 j), or the required share retained
grows (1 a), the agent’s uncertainty about his liquidation price grows. Equity issuance becomes less desirable. It is
straightforward to show that the optimal face value of debt sets AD(F™) > AE(F™), and that F* increases with both
the retention period and retention share.’?

C.3.2 Timing

In a multi-period setting, equity issued today receives a portion of any dividend paid out from the proceeds of future debt
issuance. On the other hand, debt issued today is unaffected by the sale of equity in the future, assuming the proceeds
are not retained within the firm. When agents must issue sequentially, this feature can generate a preference for which
security to issue first.

For simplicity, suppose the agent is restricted to issue at time-7" and 7" — k, and that at either point in time, he is
restricted to issue either publicly-traded debt or equity, but cannot issue both. To focus on the role of risk reduction, we
set p, = zr— = 0. There are three possible ways for the agent to structure his claims. (1) He can issue debt with face
value F' at T — k, and sell his equity share at time-7". (2) He can sell a fraction, 1 — « of his equity stake at T'— k and
sell the remainder o at time-T. (3) He can sell the entire equity stake at T'— k, and commit to issuing debt at time-7.%%

If the agent issues debt at T-k, he receives pp r—r = Dr(F) + qp,r—xAD, where qp,r—r = qg,7—k as defined in
(25). At time-T, he receives pg,r = Er(F) + ¢AE(F) for selling his equity stake. As a result, he chooses F' to minimize:

AD(F)2V[qD,T7k|ZT7k} + AE(F)2V[(]‘ZT71€} =+ QAD(F)AE(F)COU(QD,Tfk, q\zT,k).

If, instead, the agent sells (1 — «) of the firm’s equity at T-k, his choice of o minimizes:

(1 = @)AE)* Vige,r—klzr-k] + (@AE)? Vig|zr—i] + 2a(1 — @) AE*Cov(gp, 7k, 4 27-1)-

As is clear from the two expressions, when the two markets are otherwise identical, there is a direct correspondence
between the optimal decisions in both problems: (1 — «*)AE = AD(F*) . As a result the agent is indifferent between
the first two options, assuming no restrictions on the choice of o and F'.

On the other hand, if the firm sells debt at time-T', equityholders receive ppr = Dp(F) + gAD(F); the agent,
however, having sold his entire stake, receives nothing. Instead, at 7' — k, he receives

9 They also note that following a capital structure arbitrage strategy does expose investors to systemic risk, a feature
which is absent in our model.

9 Given the proposed liquidity shock, the agent may value future proceeds at a lower rate than any cash received
today. This will only increase his incentive to sell today, pushing him to issue more debt.

9 Given that he has sold his entire equity claim at time-T-k, and therefore the control rights, he commits to issuing
debt prior to selling the equity.
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pe,r—k = EL(F) + qp, 71—« AE(F) 4+ Elpp,r|27—k]
=VL 4+ qe,r—rAV.

By selling the equity first, he is effectively selling the entire firm at 7" — k; equityholders pay him now for the
dividend they expect to receive from the debt proceeds at time-7". On the one hand, this is beneficial, in that the agent’s
uncertainty about ¢ exceeds his uncertainty about ¢g,7—x. On the other hand, he has lost the opportunity to diversify -
q and qg,7—1 are imperfectly correlated. For small k, the latter outweighs the former, and the agent prefers one of the
first two options. That is, issuing equity before debt is suboptimal. When k is sufficiently high, the agent is indifferent
between all three scenarios — he sets F'* — oo in the first setting and a = 0 in the second.

C.4 Investment Financing: Debt and Equity

We now modify the setting of Section 4 to allow for mixed capital markets financing. Specifically, the agent must finance
his investment at 7' — k using a mix of equity and debt. We will ignore the role of liquid assets here — their use will
closely follow what was shown in the main text. Our objective is to show under what conditions the agent opts to use
equity, as well as debt, for financing.

For tractability, we assume the agent cannot issue debt at 7' — k£ + 7 and so only sells any remaining equity; this
restriction tilts the terms in favor of debt issuance at T'— k. As before, the agent is constrained to raise no more funds via
financing than are necessary for investment; to insure that he raises sufficient capital, we assume that the agent chooses
how much debt F(I) to issue, which in turn sets the fraction of equity sold a(I, F') as the solution to

Dy(F(I)) + (1 — a(I,F))EL(F) = I.

It is straightforward to show that this implies %ilp) > 0, i.e., the fraction of equity sold at T' — k is decreasing in
the face value of debt used for financing. On the other hand, increasing F' causes the information-sensitivity of equity to
fall (%—FE < 0). As a result, given that equity is also sold at T"— k + j with a more uncertain price, this can make debt
issuance more valuable than selling equity. On the other hand, if the agent finances the investment solely with debt, he
forfeits the opportunity to reduce the uncertainty of his financing terms by accessing (and diversifying with) the equity
market at T — k.

As before, when the level of investment is sufficiently low, e.g., if AD(F(I)) = 0, equity is preferable. Furthermore,
when the level of investment is sufficiently high, and the information-driven uncertainty at 7' — k + j is sufficiently low,
we can also show that the agent wants to finance using debt and equity. We examine the underlying mechanism for
this result by considering the marginal value of reducing «(I, F) (i.e., reducing F') when the agent finances his entire
investment through debt (o = 1). If doing so reduces the uncertainty of the proceeds, on the margin, then it must be
that at least some fraction of the investment is financed via equity.

First, we consider the marginal change in the variance of the agent’s proceeds due to the shift in equity issuance

from time T'— k + j to T — k. Of course, any shift in the issuance of equity to an earlier date reduces uncertainty:

Oa(l, F)
oF
Next, we consider the marginal change in uncertainty from lowering F' due to the change in the information sensitivity
of each security:

—2AE [AE(F()Vige,r—k+1] + AD(F(I))Cov(gp, 17—k, 4B, T—k+5)] -

—2[GL(F(I)) — Gu(F(I))] [AD(F(I)) (Vlap, 7] — Cov(ap,r—k, 48,7 —k+5)) — AB(F(I)) (Vige,r—k+;] — Cov(ap, 17— k> 4B, 7k +5))] -

Under the assumption of FOSD, G (F) > Gy (F). Holding fixed each security’s information sensitivity, deferring
issuance until T — k + j leads to more volatile proceeds: V([ge r—r+;] > V(gp,r—r]. However, when Vigp r_r] >
Cov(qp,7—k, qE,7—k+j) (i-e., the information-driven uncertainty at 7' — k + j is sufficiently low), the agent also wants
to diversify over time. When AD(F'(I)) is sufficiently large (i.e., when the level of investment is sufficiently high), the
agent lowers the uncertainty of his proceeds by issuing equity along with debt when financing.

C.5 Illiquidity: Private then Public Issuance

We focus here on the within-market effect of illiquidity. We assume that at each date, the firm has a choice to issue
private or public equity. If the firm chooses to go public, it will remain public in all following periods. Moreover, if it
goes public, all shares issued freely trade in all following periods. If it remains private, the only shares which trade are
those which are issued in that period. For simplicity, we set T' = 2.
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We work backwards, starting at ¢ = 2. At this point, z is known by all agents, and no information is acquired — the
agent is indifferent between issuing private or public equity, and as = 0. At ¢ = 1, the agent optimally retains:
W + Vi[g1]z1] — Covlq1, g2|21]

Vig2|z1] + Vg1 |21] — 2Cov|g1, g2|21] °

Both investors form expectations about ®(z); holding the number of shares for purchase fixed, the information
acquired is of equal value to both private and public investors. However, if the firm remains private, investors can only
acquire ao(1 — o) shares, whereas going public allows investors to purchase a fraction 1 — aga1 > ao(1 — 1) of the firm.
As a result, private equity investors choose to acquire less information, lowering the variance of ¢;.

The agent must also consider the effect of information acquisition on his ability to take advantage of predictable
changes in the price: E[g2 — q1]|z1]. If 7. > 75(1 + 7»,), then the denominator of g; is increasing in the precision of the
investors’ private information. As a result, when (1 — p)u. + pz1 > 0, issuing publicly-traded securities lowers the price
today relative to the price in the private market. Furthermore, this induces the agent to retain more of his holdings for
issuance at the more uncertain g». For both reasons, this makes issuing privately more attractive. On the other hand,
when (1 — p)u. + pz1 < 0, issuing publicly-traded securities raises the price today relative to the price in the private
market, opening up the possibility that public issuance is preferable.

At t = 0, whether issued privately or publicly, investors will be able to purchase 1 — o shares. Private investors,
however, anticipate selling at ¢ = 2, whereas public investors can trade in the following period. As shown in Section 6,
this implies that the variance of qo is higher if the agent issues privately, assuming investors in the illiquid market obtain
sufficient information. If this were his only opportunity to issue, the agent would optimally do so in the public markets.
Private issuance now, however, preserves the option to issue privately at ¢t = 1. If that option is sufficiently valuable, the
agent may optimally choose to sell his stake in the private markets.

ai(z1,a0) = (33)
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