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Abstract

The continuous-time version of Kyle’s (1985) model of asset pricing
with asymmetric information is studied, and generalized by allowing
time-varying noise trading. From rather simple assumptions we are
able to derive the optimal trade for an insider; the trading intensity
satisfies a deterministic integral equation, given perfect inside infor-
mation, which we give a closed form solution to.

We use a new technique called forward integration in order to find
the optimal trading strategy. This is an extension of the stochastic
integral which takes account of the informational asymmetry inherent
in this problem. The market makers’ price response is found by the
use of filtering theory. The novelty is our approach, which could be
extended in scope.

KEYWORDS: Insider trading, asymmetric information, strategic
trade, filtering theory, forward integration




1 Introduction

We take as our stating point the seminal paper of Kyle (1985), where a model
of asset pricing with asymmetric information is presented. Traders submit
order quantities to risk-neutral market makers, who set prices competitively
by taking the opposite position to clear the market. Excluding the market
makers, the model has two kinds of traders: a single risk neutral informed
trader and noise traders. The informed trader rationally anticipates the ef-
fects of his orders on the price, i.e., he acts non-competitively or strategically.
In the presence of noise traders it is impossible for the market makers to ex-
actly invert the price and infer the informed trader’s signal. Thus markets
are semi-strong, but not strong form efficient.

In this model the insider makes positive profits in equilibrium by ex-
ploiting his monopoly power optimally in a dynamic context. Noise trading
provides camouflage which conceals his trading from market makers. An im-
portant issue is to demonstrate that this is possible in equilibrium without
destabilizing prices.

Kyle’s approach is to first study a one-period auction, then extend the
analysis to a model in with auctions take place sequentially, and finally let-
ting the time between the auctions go to zero, in which case a limiting model
of continuous trading is obtained. Back (1992) formalize and extend the
continuous-time version of the Kyle model, by i.a., the use of dynamic pro-
gramming.

There is a rich literature on the one period model, as well as on discrete
insider trading, e.g., Holden and Subrahmanyam (1992), Admati and Pflei-
derer (1988), and others, all adding insights to this class of problems. Glosten
and Milgrom (1985) present a different approach, containing similar results
to Kyle. Before Kyle (1985) and Glosten and Milgrom (1985) there is also
a huge literature on insider trading in which the insider acts competitively,
e.g., Grossman and Stiglitz (1980).

The purpose of this article is to study the continuous-time model directly,
not as a limiting model of a sequence of auctions, and use certain aspects of
the modern methodological machinery in continuous-time modeling to resolve
the problem of the informed trader, in a slightly more general setting with
time-varying noise trading. The wealth of the insider can be represented as
a stochastic integral of his orders with respect to the changes in the market
price. This integral is not of a standard form, since the insider’s order is not
in the information set generated by the prices. This is precisely where a key



part of the problem lies; the insider has more information then reflected in
the market prices.

There is, however, an extension of the stochastic integral, called the for-
ward integral, in which the usual information constraint of this type of analy-
sis need not be satisfied. This is exactly what we need in the present context
of asymmetric information.

The prices set by the market makers are in the form of a conditional
expectation, which calls for the use of filtering theory. Combining these two
methodologies, we are able to solve the insider’s problem in a direct way,
leading to a deterministic integral equation for the insider’s trading intensity
B(t) at time t, given his information set with perfect forward information.

We solve the integral equation for the trading intensity 5(¢) by by trans-
forming this equation to a non-linear, separable differential equation, which
calls for a simple solution. This we compare to the solution of Kyle (1985)
(and also Back (1992)). In the special case of time homogeneous noise trad-
ing, we recover the Kyle-solution. For time-varying noise trading we get the
result that the market depth is still a constant, and the expected (ex ante)
profits of the insider depends on the average volatility process.

2 The Model

At date T there is to be a public release of information that will perfectly
reveal the value of an asset; cf. fair value accounting. Trading in this asset
and a risk-free asset with interest rate zero is assumed to occur continuously
during the interval [0,7]. The information to be revealed at time 7" is rep-
resented as a signal o, a random variable which we interpret as the price
at which the asset will trade after the release of information. This informa-
tion is already possessed by a single insider at time zero. The unconditional
distribution of v is assumed to be normal with parameters p; and o;.

In addition to the insider, there are liquidity traders who have random,
price-inelastic demands, and risk neutral market makers. All orders are mar-
ket orders and the net order flow is observed by all market makers. We
denote by z; the cumulative orders of liquidity traders through time t. The
process z is assumed to be a Brownian motion with mean zero and variance
rate O'tz, i.e., dz; = 0,dBy, where o, > 0 is a deterministic continuously differ-
entiable function on [0, 7], for a standard Brownian motion B defined on a
probability space (€2, P). Note that we do not assume that z is independent



of v. We let z; be the cumulative orders of the informed trader, and define
(2.1) Yr = Tp + 2 for all t € (0,7

as the total orders accumulated by time ¢.

Market makers only observe the process y, so they cannot distinguish
between informed and uninformed trades. Let F} = o(ys;s < t) be the
information filtration of this process. Since the market makers are assumed
to be perfectly competitive and risk neutral, they will set the price p; at time
t as follows

(2.2) pe = E(0|F),

which we will call a rational pricing rule. We assume that the insider’s
portfolio is of the form

(2.3) dzy = (0 — pe)B(t)dt, z(0) =0,

where [ is some deterministic function, both assumptions consistent with
Kyle (1985)." The function $; is the trading intensity on the insiders infor-
mation surprise (v — py).

Denote the insider’s wealth by w and the investment in the risk-free asset
by b. The budget constraint of the insider can best be understood by con-
sidering a discrete time model. At time t the agent submits a market order
x;— 241 and the price changes from p;_; to p;. The order is executed at price
Py, in other words, x; is submitted before p; is set by the market makers. The
investment in the risk-free asset changes by b, — b1 = —p(z; — 24_1), i.e.,
buying stocks leads to reduced cash with exactly the same amount. Thus,
the associated change in wealth is (which was pointed out by Back (1992))

(2.4) by — b1 + xpr — Te—1pi—1 = X1 (P — Pr—1)-

In other words, the usual accounting identity for the wealth dynamics is of the
same type as in the standard price-taking model, except for one important
difference; while, in the rational expectations model, the number of stocks in
the risky asset at time ¢ is depending only on the information available at this
time, so that both the processes z and p are adapted processes with respect

IThe finite variation property of z is assumed by Kyle (1985), and an equilibrium where
this is the case is found by Back (1992).



to the same filtration, here the order x depends on information available only
at time T for the market makers (and the noise traders). As a consequence
writing the dynamic equation for the insider’ wealth as follows

t
(2.5) wy = Wy +/ Tsdps.
0

This is not well-defined as a stochastic integral in the traditional interpreta-
tion, since py is F/-adapted, and x; is not. Thus it needs further explanation.
However, since we assume that the strategy of the insider has the form (2.3)
for some deterministic continuous function 8; > 0, then a natural interpre-
tation of (2.6) is obtained by using integration by parts, as follows:

t
wz{ - w(l) + TPy — / psdxs
t ‘ t
= wé +pt/ (QNJ - ps)ﬁsds - / ps(ﬁ - ps)ﬁsds
0 0
t t
(2.6) =w{ + / (0 — ps)?Psds — / (0 — p) (D — ps)Bsds.
0 0

Alternatively, one might obtain (2.6) by interpreting the stochastic inte-
gral in (2.5) as a forward integral. See Russo and Vallois (1993), Russo and
Vallois (1995, 2000) for definitions and properties and Biagini and Oksendal
(2005) for applications of forward integrals to finance.

Towards this end, let us define the information filtration of the informed
trader as G, = F/ Vo (0). Thus the informed trader knows o at time zero and
observes y; at each time ¢t. Obviously the filtration G; D F} and this extension
is not of a trivial, or technical type, but a significant one. For example, there
is information in G; for any ¢ € [0, T") that will only be revealed to the market
makers at the future time 7". The key point here is that from (2.3) the order
x; depends on ¥ which is not in F/. Since the insider knows the realization
of v at time 0, he has long-lived forward-looking information. When z is
not assumed to be independent of v, the extension of the ordinary stochastic
integral to a semimartingale setting is not justified any longer.?

2Tt does not help here to extend to a stochastic integral of a predictable process with
respect to a semimartingale, as in Back (1992). In his case this procedure was valid, since
z was explicitly assumed independent of .



In the stochastic integral representing the budget constraints z; is G-
measurable, and p; is F;-measurable which is the violation of the standard,
important requirement of any stochastic integral in the traditional interpre-
tation.

There is, however, a stochastic integration theory based on the so-called
forward integral, which turns out to be useful under the informational asym-
metry that we have. It is a natural extension of the usual stochastic integral,
with the informational constraints that we require of the dynamic wealth
equation based on the above budget constraints. It is denoted by

t
(27) Wy = Wo + / xsd_psa
0

where d~p; stands for forward integration. From its very definition, which is
given by a limit (in probability) of the usual partial sums of the type appear-
ing in (2.4), it follows that it will have the correct financial interpretation,
given that the concept is meaningful. It turns out that it is, and naturally
the forward integral will not possess many of the standard properties of the
stochastic integral, but there is a version of Ito’s formula that still is valid,
and which we need in the following (see Appendix I for a definition, Ito’s
formula, and references).

We can now formulate the problem: The insider wants to solve, for each
time point ¢

(2.8) max E(wr|G:)

subject to the price p satisfying the rational pricing rule (2.2), the insider’s
strategy z satisfying (2.3), and the dynamic forward stochastic differential
equation (2.7) holding for all t € [0,7]. Restricting the solution to (2.3)
seems natural in a situation with v normally distributed, since then the price
pr will be linear (see the next section), but we have not shown that this
follows from (2.2).

Usually the assumption

(2.9) pr =7 a.s.

is made, but it can be demonstrated that this is a consequence of our other
model assumptions (see Aase et. al (2012)). This result seems natural,
ensuring that all information available has been incorporated in the price at
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the time 71" of the public release of the information. However, in our present
exposure we present a proof where this assumption is needed, which gives a
much simpler, but more constructive proof, which can be extended i scope.

Since there is a tacit understanding that the price process p is continuous
in this model, this result also means that the insider must trade continuously
throughout the time interval [0, 7], and we can expect that the trading in-
tensity [ must be large as t approaches T' in order for this condition to be
satisfied. 3

An equilibrium is a pair (p,z) such that p satisfies (2.2), given z, and
x is an optimal trading strategy solving (2.8), given p. We now have the
following result:

Theorem 2.1. Given the linear trading strateqy (2.3), the optimal trading
intensity B(t) is given by

I agds)% 02
T
Ji

; 0<t<T.
So o2ds

(2.10) B, = (

The corresponding price p; set by the market makers is

t
(211) Pt = E<@) +/ )‘sdysa
0

where §; defined by dy, = Ul—tdyt 15 a Brownian motion with respect to the
market makers’ information, and the price sensitivity \; is given by

S
(ST o2ds)?

In Section 4 we present a proof of this theorem. Here we discuss the
properties of the solution.

(2.12) A=N=

; a constant over time.

3 Properties of the equilibrium.

The generalization relative to Kyle (1985) included in Theorem 2.1 allows for
a time varying volatility parameter in the order process of the noise traders.

3If the price p; # ¥ for some t < T, and the agent did not trade in [t,T'), there would
have to be a jump in the price at time 7', which the results of our model rule out. This
would not be rational for the insider to do, as he would miss some profit opportunities by
not trading.



One would, perhaps, expect that as a consequence the market liquidity func-
tion \; would depend on time, suggested by the expression (5.26) in the next
section. The result of Theorem 2.1 is that it does not. The intuition for this
can be explained as follows:

The trading intensity [; will typically increase as t approaches T', since
the insider becomes increasingly desperate to utilize his residual information
advantage. In particular, from expression (2.10) in Theorem 2.1 we see that
Bi/a? increases as t increases. It follows from the proof in the next section,
equations (5.25) and (5.26), that the price sensitivity A; can be written

o S
0y

Here
Sy = E[(0 — py)?] and Sy = E[(v — E[9))?].

Furthermore S; can be shown to have the form

So

Sp= ——F——; te|0,7],
L1 S, ) prds b7
(see equation (5.10)) where
=2 o<i<T
Ot

The quantity fg 32ds measures the the ”amount” of insider trading to lig-
uidity trading by time t. As this quantity increases over time, the amount of
private information S; remaining at time ¢ is seen, from the above expression,
to decrease, where S; is the (mean square) distance between ¢ and p;. The
function A; is seen to depend on two effects:

(i) The quantity 3;/c? increases over time, which tends to increase \; as time
t increases.

(ii) The quantity S; decreases over time, suggesting that the insider’s infor-
mation advantage is deteriorating, which tends to decrease \; as t increases.
In equilibrium (i) is offset by (ii) and A; = A is constant over time.

Notice that the important quantities are 3;/0? and S;/0; = Bt in the above
arguments. The mere fact that the amount of insider trading represented by
f(f (2ds is large, is no guarantee that the market price p; is close to the
fundamental value v, i.e., that S, is small. It could be that the amount
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of noise trading fot osds is also large, in which case the insider could hide
his trade, and less information about the true value would be revealed to
the market makers. Similarly, we do not know that B, is monotonically
increasing over time, only that 3;/02 is. Notice that the equilibrium value
of the price sensitivity A can be interpreted as the square root of a ratio,
where the numerator is the amount of private information, ex ante, and the
denominator is the amount of liquidity trading.
From the expressions in Theorem 2.1 we notice that

2
0y

1
& A ftT o2ds
so [ is inversley related to A for each t. Since the quantity 1/A measures the
market depth, the insider will naturally trade more intensely, ceteris paribus,
when this quantity is large.

From the general discussion in Kyle (1985) it is indicated that if the slope
of the residual supply curve \; ever decreases (i.e., if the market depth ever
increases), then unbounded profits can be generated. This is inconsistent
with an equilibrium, so \; must be monotonically non-decreasing in any
equilibrium. It is argued that this follows since in continuous time, the
informed trader can act as a perfectly discriminating monopsonist, moving
up or down the residual supply curve (i.e., the market is infinitely tight).
Hence, he could exploit predictable shifts in the supply curve. From the
analysis of Back (1992) it is known that, more generally, this slope must be
a martingale given the market makers’ information. Our result that \; is
indeed a constant is, accordingly, consistent with the literature.

One would, perhaps, expect that the insider, since he can be assumed to
know the function o;, may use it to further conceal his trade in that he will
use a high f; at a time when o; is large. This impression is confirmed by
investigating the optimal trading intensity 5 appearing in expression (2.10)
of Theorem 2.1.

However, when o; is low the insider must apply a correspondingly lower
trading intensity, and it turns out that the expected (ex ante) profits average
out. This can be demonstrated as follows: Consider the expected wealth of
the insider given in (5.12)

Bedt

T
[wr] = wo + 5o o 145, [ Fds



Here the last term is the expected (ex ante) profits, which can be shown to

be /Sy fOT o2dt.* Thus, trading at a time-varying volatility o; corresponds
exactly, when it comes to expected profits, to trading at a constant volatility
o determined by ¢? = 1 fOT o2dt, the right comparison in this regard.

When the amount of liquidity trading fot o2ds is large, we noticed above
that A is small, in which case the insider’s profit is large. However, a small
value of A is, in isolation, no guarantee for a large ex ante profit of the insider,
since a large value of Sy also makes the profit of the insider large, and X large
as well.

This points in one possible direction for extending the present model.
Suppose that the private information is connected to quaterly accounting
data for the firm, so T stands for one quarter, and let us extend the model
beyond T to 2T, 3T,---, etc. Let us, as in Admati and Pfleiderer (1988),
imagine two types of liquidity traders, discretionary and non-discretionary.
Just after each disclosure period of length 7', the level of private information
relative to the uninformed is at its minimum. It seems reasonable, from the
above formula for the ex ante profits of the insider, that the discretionary
traders, acting strategically to time their trades, should concentrate their
trade to these times in order to loose less to the insider. That this kind
behavior is optimal is expected from the conclusions of Admati and Pfleiderer
(1988), who noticed that A is a constant is not in accordance with empirical
findings; the bid ask spread 2\ is varying over time.

We also have the following corollary:

Corollary 1. Suppose o, = 0 > 0 is a constant. Then the optimal trading
intensity for the insider is

T
VSo(T —t)’

The corresponding price p; set by the market makers is given by

(3.1) B = 0<t<T.

(32) dpt = )\tdyta

where

VS 1

o VT’

4In the case when o, = o is a constant, we get that the expected profits equal o+/SyT,
consistent with Kyle (1985).

(3.3) M=A= a constant for all t € [0,T).
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This result follows from Theorem 2.1 by setting o5 = ¢ in (5.27). The
results of Corollary 1 are in agreement with Kyle (1985) and Back (1992)
(when we set T' = 1).

Eide (2007) focuses on the situation when the price process 0; of the stock
is assumed to have a specific dynamics (an Ito diffusion and a martingale with
respect to an independent Brownian motion), and its current value ¥; (not
Or) is known to the insider at time ¢ for all ¢ € [0, 7. She avoids the use of
forward integrals by assuming a priori that the processes are semimartingales
with respect to the relevant filtrations. Like Back she then assumes that the
market makers set the price equal to p; = H(t, ;) for some function H and
that H(t,y;) = E(vr|F;/). These assumptions put the problem of finding
a corresponding equilibrium into a Markovian context, which allows her to
solve the problem by using dynamic programming. In conclusion, her a
priori assumptions are stronger than ours, but they enable her to solve other
problems than we do. In particular, the final stock value v = v7 need not be
normally distributed in her case.

Before we present the proof of Theorem 2.1, we will also need the dynam-
ics of the profit of the insider for illustrations in the next section. This we
first provide.

3.1 The dynamics of the profit of the insider

Later we will need the dynamics of the profits of the insider. As before let
(3.4) S =87 = E[(0 — p)")

be the mean square error process and define

(85)  Su=80=E@-p)@-p)i 0<s<t<T

Then, taking expectation in (2.7), the insiders expected profit at any time
t € [0,7T] can be written

t t
(3.6) Elw,] = wo + / SPB.ds — / S Byds.

0 0

(
E[(0—p)(0—ps)] = E[(©%) — E[(0ps) — E(op:) + E(peps)
= E(@*) - E@) — E®;) + E(pws) -

11



We first compute E(p;ps). By (4.4) we have that p; is a square-integrable
martingale. Hence

and consequently

Bl =p)(® —ps)] = E@°) = E@) — E(p;) + E(peps)

But

E(p}) = E(0*) — E(0 — p)* = E(@%) = S(1),
and hence
(3.7) Sw = El@—p)@—p] =5u8).

In particular, note that

(3.8) Sﬁﬁ) >0 for all s € [0, ]
and
(3.9) SO =0 ifpr=4a.

We then have shown the following:

Theorem 3.1. The profit of the insider is given by

t t
Elw] = wy + / SPByds — Stﬁ/ Bsds
0 0

for any t € [0,T].

4 TIllustrations

In this section we provide some illustrations of the results of the paper. First
we consider the situation where the volatility o; is constant through time,
and address the situation with a time varying volatility below.
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4.1 Constant volatilities

We start with some illustrations of the trading intensity ; for various choices
of the parameters.

We let the time horizon T = 12, and consider three different scenarios,
where in 1) o = 0.20, 03 = .30, 2) 0 = 0.50, 05 = .20, and 3) ¢ = 0.50,
O — .40.

©
S

0 =
0 2 4 6 8 10
t

Fig. 1: The trading intensities of the insider as functions of ¢.
In Figure 1 we illustrate the three §;(t)’s for each of the above scenarios
i =1,2 and 3. Here (51(t) is the lowest graph, (5(t) is the highest graph and
the one in the middel is 3(¢). Thus, when the ratio of o/ is largest, the
trading intensity is the largest, as we know from Corollary 1.

0.16
0.14
0.12
0.10
0.08
0.06
0.04

0.02

2 4 6 8 10
:

Fig. 2: The square deviations S; as functions of ¢.

In Figure 2 we illustrate the time developments of the functions S; in
these three scenarios. Here the two lowest graph is Sy(t), the next lowest is
S1(t), while the largest one corresponds to Ss(t). Since Sy = o2, it is natural
that S3(t) starts out at the highest level, and thjs gives the ranking of these
curves, since they are all linear and end up in the same point (12,0). At the
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horizon, when the true value of the asset is known in the market, naturally
all these expected square deviations between the true value and the market
price pr must then be zero, since pr = v (a.s.).

0.6
05
04
03
0.2

0.1

0
0 2 4 6 8 10
T

Fig. 3: The profits of the insider as functions of ¢.

Moving to the profit functions of the insider for these three scenarios,
they are illustrated in Figure 3. We consider (E[w;(t)] — wp) as functions of
t € [0,12] for scenario i = 1,2 and 3. The lowest profit curve corresponds
to scenario 1, the next lowest to scenario 2, and the highest profit curve
corresponds to scenario 3. Naturally when the volatility of the true price is
largest, this gives the insider an informational advantage, which she uses to
obtain a larger profit. In this situation the volatility of the noise traders is
also the highest, which allows the insider to better camouflage her actions
from the market maker. In the situation where the volatilities of the true
price are the same, the insider obtains the highest profit function when the
volatility of the noise trade is the largest, again for the same reason.

Here one should notice that the profit F|w,] of the insider can be written
at each t € [0, 7] as follows

Efw] — wo = /0 S,8,ds — S(8) /0 Buds, te0,T],

where Elwr| — wy = fOT SsfBs ds, since at the horizon Sp = 0, see Theorem
3.1.

4.2 Time varying volatilities

Our analysis also allows the volatility of the noise traders to vary through
time, which is an extension of the situation considered by Kyle (1985).

14



Below we consider three scenarios.

The first is a cyclical volatility. Many economic phenomena display some
degree of cyclical behavior, for various reasons, one being that that supply
of certain goods may be seasonally affected. Here we simply assume that
there is a deterministic cycle that lasts for 12 time units i.e., months), with
dynamics

o1 (t) = 0.6sin(% t)+0.6, telo,T).

The second one gives a lower volatility of the noise traders as time progresses;
oo(t) = e %1 t € [0,T]. This could indicate som increasing degree of 'ratio-
nality” on behalf of the noise traders as time goes, as they more and more
come to the realization that they are loosing, and consequently trade less
and less.

The third case is 02(t) = 0.6, t € [0,T]. Here the noise traders trade
more and more as time goes. Figure 4 illustrate these three situations, where
the graphs are self eksplanatory. In all three cases o2 = 0.09.

1.8
1.6
1.4
1.2

1
0.8
0.6
0.4

0.2

0
0 2 4 6 8 10 12
t

Fig. 4: The volatilities o;(t) as functions of ¢.
For these three types of volatilites we next illustrate the trading intensi-
ties 3;(t) of the insider as a function of time, i = 1,2, 3. It is given in Figure 5.
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50

40

30

20

0
0 2 4 6 8 10 12
t

Fig. 5: The insider’s trading intensities f;(t) as a functions of ¢.

The behavior reflected by these graphs would, perhaps, not be readily
foreseen without some serious calculations. Starting with f;(t), when the
volatility of the noise traders is very low, here zero at one point in time,
the insider reduces trade to zero in order not to loose her informational
advantage to the market maker. Towards the end, when the volatility of the
noise traders increase, we observe some of the same trading intensity increase
as in Figure 1. However, the rather high volatility around ¢t = 3, comes to
early for the insider to really increase trade, since there is stil a fairly long
time to the horizon. By trading too much at this early stage, would reveal too
much information to the market maker, making it more difficult to increase
profits later.

The intensity (»(t) starts out highest of the three, but ends up lower than
Ps(t). This is natural, since the insider’s trade intensity decreases relative to
the case with increasing noise volatility. Because of the increasing volatility
of noise trade, it is reasonable that the insider trades much towards the end
in scenario 3, and it is here that the intensity is highest.

The square deviation functions S;(t), i = 1,2, 3 are displayed in Figure 6.

0.09
0.08

0.07

0
0 2 4 6 8 10 12
t

Fig. 6: The square deviations S;(t) as functions of t.
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Here S5(t) is convex, S3(t) is concave, and Si(t) is varying with time, and
at its lowest around time t = 7.

At time zero all graphs start at 02 = 0.09 as they should according to
theory, and then decrease with time to zero when ¢ approaches T'. For S (t),
in contrast to the situation with a constant volatility, the main decrease
comes before t = 6, after which the curve flattens out. By this time a fair
amount of the information has already been resolved by a combination of
the insider’s trade and the deterministic cyclicality of the trade by the noise
traders, which the insider takes into account in her trade.

The functions Sy(t) andS;(t) are symmetrically situated around a hy-
pothetical straight line (Figure 2), which would have been the case with
constant volatilities. Here S5(¢) is uniformly the largest for all ¢, which is
reasonable, because of the increasing variance of the noise traders in this
scenario.

Finally, we consider the developments of the profit functions of the in-
sider. The graphs are given in Figure 7.

0.8
0.6
0.4

0.2

0
0 2 4 6 8 10 12

Fig. 7: The profit functions of the insider as functions of time.

The insider in scenario 1 is seen to make most of her profits before t = 6,
which is consistent with the previous figures. Despite of the intense trading
activity towards the end, the profit does not increase much later. For scenario
2 the profit ends up lowest of all at the end, and in scenario 3 the insiders
intensive trade works out, and the final profit here ends up as the highest
of the three. But notice that if trade were interrupted at time points 6, 7
or 8, the ranking of the profits would be quite different. Also notice that all
the profits start out low, caused by the negative second term in the dynamic
version of the profit function.

As can bee seen, it is an advantage to have a solution for the possibility
of a time-varying volatility of the noise traders, since it can be used to throw
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some more light on both the role of the noise traders, as well as on this
interesting model of insider trading.

We now present the proof of Theorem 2.1 It can be noted to be rather
different from the corresponding development in Kyle (1985).

5 The solution of the problem

From the requirement that the market makers are able to calculate the correct
conditional expectation of v at all times, we are led to consider filtering
theory, which involves the following system of equations:

(5.1) dv; = 0, g = 0, (system equation)
and
(5.2) dy; = 0Bdt + dz, (observation equation).

Let F! = o(fjs;s < t) be the information filtration of the process . The
imnovation process y is defined by

(5.3) dy, = (0 — E(0|F?)Bydt + dz

From filtering theory (see Allinger and Mitter (1981)) we then know that
y generates the same filtration as g, i.e., .7-? = F/, and that ¢ defined by
dy; == Uitdyt is a Brownian motion with respect to the information filtration
FP. o

Using (2.2), (2.3) and the definition y = x + z, we see that what we have
called the innovation process y in the above is equal to the total accumulated
order process of the previous section. Returning to the equation (2.7), there

is a analog of Ito’s formula for forward integration, which says that
(5.4) d”(2pt) = 2ed " py + prd 4 + dppday,

(see formula (7.8) of Appendix I). Since = has finite variation, dp;dz; = 0
and we get

T
(5.5) wr = Wy + TP — ToPo — / prd 4.
0

5The result that %y is a Brownian motion with respect to the market makers’ infor-
mation was observed by Back (1992), using a different type of argument. The result by
Allinger and Mitter proved a long-standing conjecture by Kailath.
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Since (0 — py) L p; in L*(P), i.e., E[(0 — pi)p] = 0, we see that

(5.6) B ptal = [ Bl -l =

Therefore, using the consistency requirement (2.9), we get that

Elwr] = wo + Elzrpr] = wo + E[pT/O (0 — pe)Bedt] =

wo + E[/0 (0 — py) Bydt] =

T T
5.7 E 0 — py)?Bydt] = S, Bydt,
(5.7) wo + [/o (0 — pe)”Brdt] w0+/0 + Bedt
where
(5.8) S, == E[(t — p)?]

satisfies the Riccati equation

2
(5.9) L —f—gsf; So = E[(5 — E[i])).

The solution of this equation is

S
(5.10) S =—"2 i tel0,T],
1+ Sp [, B2ds
where
(5.11) Bt:é; 0<t<T.
Ot

Hence, by combining (5.7) and (5.10), we get

Bydt

T
5.12 Flwur| =w +S/ _—
( ) fwr] ’ ’ 0 1+Sof(fﬁs2ds

Returning to our problem formulation in (2.8), the problem is now reduced
to maximizing the above integral in the function §. The first order condition
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for this problem consists in equating the relevant directional derivative to
zero, which is equivalent to use a perturbation method, or the calculus of
variations, to maximize this integral over all functions .

To this end let A be the family of all continuously differentiable functions
B :10,T) — R such that

t
(5.13) / B2 <oo forall t<T.
0

We use a perturbation argument to find the function g € A which maximizes
Elwr]: Suppose § € A maximizes

T t
J(8) = So / (145, / Bds) " dt.
0 0
Choose an arbitrary function £ € A and define the real function g by

(5.14) gy) =J(B+ys); yeR

Then ¢ is maximal at y = 0 and hence

0=4¢"(0)=J(B+y&)ly=0 =

dy

di/ <SO /OT (1+ So /Ot Mds)_l(ﬁt + y£t)dt)

S, /0 T+ 5 /0 ' 3ds) et — S /0 (1+ S / Bds / 25253 $) fudt
_ /0 " St — 2 /0 S2( /0 %gsds)ﬁtdt.

Changing the order of integration in the last term we get

T T T /8 5
/ Stgtdt — 2/ (/ Stzﬁtdt) OS-QSdS = O,
0 0 s s

T T
o
/0 {8 — 2(/t S?ﬁsds)o__?}gtdt =0.

or
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Since ¢ € A was arbitrary, we conclude that an optimal 3; must satisfy the
equation

T
(5.15) 028, :2@/ S?B,ds
t

where, as before, S; is given by equation (5.10). This is an integral equation
in the unknown function . Differentiating (5.15) with respect to t we get

20,0,S; + 07 S = 2ﬂt/ S2B,ds — 23257
Combining this with (5.9) we obtain
T
(5.16) 200075, + 7 SE = 25{/ S2B.ds.
t
We now combine (5.15) and (5.16) to get

QO'tO'tSt + 5t S2 gt 2St
t

or
B _ 20} 53 So
B o of (145, [y Sds)

Integrating this we obtain, with ¢; integration constant, i = 1,2, ---

log B; = 2log o, + log(1 —1—50/ —ds) + ¢

or
(5.17) By = cpo(1 + S()/ B ds
Define
By
(5.18) ="y

Then equation (5.17) gives the non-linear, separable differential equation

I 2 2
ay = 2500 o,
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which has the general solution

¢
oy = (03 — CQS()/ U?ds)_l
0

or
! 1
(519) 5,5 = 0',52 (63 — CQS()/ des)f .
0
Substituting (5.19) into the right hand side (RHS) of (5.17) we get
t s
RHS = cy07 (1+ SO/ 02(c3 — 0250/ oadu)*ds)
0 0

1

C2

= cy07 (1 —

t 1
0cs — 250 agdu>

)
L 03—0250f0taﬁdu C3

o? ((f(f o2du)(c2So — c3¢350) + cgc§>
C3 (63 — CQSQ f(; agdu)

Therefore, (5.17) holds if and only if

CZSQ — 036380 = O,
i.e.,
(520) CoC3 — 1.

Substituting this into (5.19) we get

2
04 C2

5.21 _ '
(5:21) & 1—c3So fot olds

Since by the consistency requirement the relation (2.9) holds, we must have
St = 0 and hence

(5.22) lim B, = oo.

t—T—
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Using this in (5.21) we deduce that

T

(5.23) (;350/ olds =1
0

which gives

o (T 27.\2
d 2

(5.24) 8, = w
Sg [ o2ds

By the Kalman filter theory (see e.g., Kalman (1960), Davis (1977-84),
Kallianpur (1980) or @Qksendal (2003), Ch. 6) we know that the correspond-
ing conditional expected value p, = E(?|F}) is given by

S
(5-25) dp; = %dyt = A\edys,
t
with
1
S T Zd 2
(5.26) A = t(lfoT—US) 0<t<T.
S¢ [, oZds
Now recall from equation (5.10) that
Sy = E[(6 —p)?] = S0 . Sy =var(d) = 02
L 50 fy (52) ds '
By the use of (5.24) we find that
T 2
So So [ olds
Sp = T t o2 - T T :
1+ (fy o2ds) [, iy J, o2ds

([ o2ds)?

Inserting this expression for S; into the expression for \; in (5.26), we obtain

V'So

(5.27) ME=EN= ——; a constant.
\/fOT o2ds

This completes the proof of Theorem 2.1.
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6 A short discussion

Under a set of rather natural assumptions we have formulated an insider’s
problem as maximizing the expected value of future wealth subject to the
price of the stock satisfying the rational pricing rule (2.2) and the strategy
satisfying (2.3). This latter constraint seems reasonable, since from (5.5) we
see that the insiders wealth can be written (z¢ = 0)

T T
(6.1) wr = wy + Vxp — / ped” T = wo + UV — / pedy,
0 0

where the equality follows since x has finite variation. As a consequence
the final net wealth equals the value of the final position less the cost of
acquiring it. The cost formula is analogous to the usual one for the cost of
a discriminating monopsonist. It also follows that this final wealth can be
written

T T
(6.2) wr = wo + / (0 —p)d zy = wo + / (0 — py)dxy,
0 0

(assumption (4.1) on p. 1326 in Kyle (1985)).
From our assumptions we derive that the rational pricing rule has the
form

(6.3) pr= E(®) + / Ay

(assumption (4.3) p. 1326 of Kyle (1985)). Even in the case of time-varying
noise trading we obtain that the price response function A\; = X for all £, a
constant.5

Conceptually it was an advantage to use an extended stochastic integral
to achieve our goal, and given this new concept our approach was rather
direct and gave a unique solution to the problem, provided our assumptions.

7 Conclusions

The continuous-time version of Kyle’s (1985) model of asset pricing with
asymmetric information has been studied, and generalized by allowing time-
varying noise trading. From rather simple assumptions we are able to derive

6The results (6.1)-(6.3) follow from our assumptions, which are the same as the ones
that Kyle employ, even if he chooses to call them assumptions (Kyle (1985) (4.1)-(4-3) p.
1236).
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the optimal trade for an insider; the trading intensity satisfies a deterministic
integral equation, given perfect inside information, which we give a closed
form solution to. We also have a dynamic relation for the profit of the insider.

Conceptually we use a new technique called forward integration in order
to find the optimal trading strategy. This is an extension of the stochastic
integral which takes account of the informational asymmetry inherent in this
problem. The market makers’ price response is found by the use of filtering
theory. The novelty is our approach, which could be extended in scope.

It has been purpose of this article to study the continuous-time model
directly, not as a limiting model of a sequence of auctions, and use certain
aspects of the modern methodological machinery in continuous-time model-
ing to resolve the problem of the informed trader, in the more general setting
with time-varying noise trading. The wealth of the insider can be represented
as a stochastic integral of his orders with respect to the changes in the market
price. This integral is not of a standard form, since the insider’s order is not
in the information set generated by the prices. This is precisely where a key
part of the problem lies; the insider has more information then reflected in
the market prices.

Wh illustrated by some examples the time developments of the various
key quantities developed in the paper, like the trading intensity and the profit
function of the insider, as well as the square deviation between the true value
of the security and the price set by the market maker. In our illustrations
we also included examples where the volatility of the noise traders were time
dependent. It is evident that these examples would be very hard to analyze
without our explicit results for time-varying volatilities.

Our line of attack is a natural framework to further investigate some of
the problems underlying insider trading and differential information. In a
companion paper we intend to analyze the situation when the market maker
is not a fiduciary, unlike in the present model.

Appendix I: The forward integral

Consider a general information filtration G; D F;. If B, is a Brownian motion
with respect to F3, it need not be a semimartingale with respect to a bigger
filtration G; O F;. A simple example is

Gt = Fits; t>0

25



where 0 > 0 is a constant.

First we ask the question what integrals of the form fot rsdB4 are supposed
to mean when x, is G,-adapted. In this paper G; is the information filtration
of the insider, while F; is the corresponding information filtration generated
by the order process y and thus possessed by the market makers. Below we

consider forward integrals of processes driven by Brownian motion.
The forward integral fot xs,d” By is defined by

T
(7.1) /O 1,d” By = Algirgozi:xti(BtiH — B,),

whenever the limit exists in probability, and 0 = 5 < t; < 5 < -+ <
t, = T is a partition of [0,7]. Thus this integral is defined in the intuitive
manner as a limit of sums, and it should be clear that when z; is F;-adapted,
this integral coincides with the ordinary Ito integral over non-anticipating
functions. Viewed this way, the forward integral is a direct and very natural
extension of the Ito integral to anticipating (non-adapted) functions.

More formally, suppose z : [0,7] — R is a measurable stochastic process
adapted to the filtration G; but not necessarily to the filtration F;. The
forward integral of x with respect to B; was first defined by Russo and Vallois
(1993), and was applied to insider trading, in a framework different from the
one in the present paper, in Biagini and Oksendal (2005). For our purpose,
it is sufficient to consider the case when z is left continuous with right-sided
limits (caglad). Then the original definition simplifies to (7.1).

One can show that if z; is adapted to some filtration G; such that B;
is a G;-semimartingale, then the forward integral of x coincides with the
semimartingale integral of = (if it exists). See Biagini and (ksendal (2005).
Thus the forward integral is an extension of the semimartingale integral to
(possibly) non-semimartingale contexts.

An Ito formula for the forward integrals was first obtained by Russo and
Vallois (1995, 2000). It may be presented as follows: Let X; = X;(w) be a
stochastic process of the form

t t
(7.2) Xy =X —i—/ agds +/ Bsd™ By; X0 €ER, a constant,
0 0
where o and (8 are measurable processes, such that

t
/ {las| + B2}ds < oo a.s. for all ¢,
0
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and [ is forward integrable. A short hand differential notation for (7.2) is
(73) d_Xt = Oétdt + Btd_Bt; XO - R
Such processes X; are called forward processes.

Theorem 7.1. (The one-dimensional Ito formula for the forward processes.)
Let X; be as above and let f € CY*(R x R) . Define

Y;t = f<t7Xt>

Then Y; is again a forward process and

(74) dY,=

0 0 _ 2
Si (X0 dt 4 S (X0 X+ 55 (8 X)) Bt

ot 2 0x?

Note the similarity between this and the classical Ito formula. We refer
to Russo and Vallois (1995, 2000) for a proof.
The Ito formula extends to several dimensions, as follows:

Theorem 7.2. (The multi-dimensional Ito formula for the forward pro-
cesses.) Let

(7.5) d X" =aVat + Z B q-BM, 1<i<n

be n forward processes, driven by m independent Brownian motions
(B, -+ BI"™). Let f € CY*(R x R™) and define
Y; = f<t7 Xt)

Then Yy is again a forward process and

d7Y, = g tXtdt+Z Ft, X)) d X
7.6 .
" +12 i Ft, X)) dxPax
2ij:1 (91:18% ’ t L
where
(7.7) axP X = Y
k=1
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Example 5.3. Suppose m =1 and i = 2, i.e.,

XD =aidt+Yd B;  i=1,2

Choose f(t,z1,x2) = x122 and define

Y= f(t, X)) = xVx?.

Then by (7.6) and (7.7) we get

(7.8)

This

Re
[1]

d (XX = a7y, = xVa X + xPa-xV + 5052 dt.

is the formula we use in (5.4), and later.
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