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Paolo Pasquariello!

Ross School of Business, University of Michigan

This Corrigendum corrects three typos and a potentially confusing description of equilibrium

dealership activity in Pasquariello (2014).

1 Typos

The first typo is in the expressions for E [r|S, 7 < 0] and var [7|S, 7 < 0] in Egs. (6) and (7),

respectively [p. 283], which should read as

Er|S,m<0] = z(¢S— P)+xsgn(x)o,\/1— oA~ (sgn(x)x), (67)
var [7]S,m < 0] = 2?05 (1—¢)[1— A (sgn(z)x)], (7)

instead of

Elr|S,m<0] = z(¢pS— P)®(sgn(z)x)+ zsgn(x)+/o2(1—¢)A™ (sgn(z)x), (6)
var [1|S,7 < 0] = 2%0%(1 - 9) [1 — A7 (sgn (x) X)] ® (sgn (x) x) - (7)

This typo does not affect any of the analytical derivations in Pasquariello (2014), as all of them
are based on Egs. (6”) and (7).

!The author is affiliated with the department of Finance at the Ross School of Business, University of Michigan.
Please address comments to the author via email at ppasquar@umich.edu. I am grateful to Uday rajan for
comments.



The second typo is in the expression for F [v|w] in Eq. (12) and the expressions for Pr[S > Sy,
Pr[S < Si],and Pr[S, < S < Sg|w]in Egs. (14), and (16), and (18), respectively [p. 286], which

should read as

Eplw] = Ep|w,S > Sy|Pr[S > Sy|w|+ E [v|jw,S < Sy Pr[S < Sp|w]

+E [v|w, S <8 < Syl Pr[Sp < S < Splw], (127)

PriS > Sulw] = 1-(H), (14)

Pri§<Splw] = @(L), (167)

Pr[S, < S < Sulw] = ®(H)—d(L), (18)

instead of

Epl] = Evlw,S> Su]Pr[S > Sul+ E[olw, S < Si]Pr[S < Si]

+E [v|w, S, <8 < Syl Pr[S, <5 < Sy, (12)

Pr(S> Syl = 1—@(H), (14)

PriS <8 = (L), (16)

Pr[S, <S < Sy = @(H)—®(L); (18)

in the sentence immediately above Result 1 [p. 286], which should read as “their accompanying
probability Pr[S > Sy|w] and Pr[S < Si|w| as [...]” instead of “their accompanying probabil-
ity Pr[S > Sy| and Pr[S < Si] as [...];” as well as in the last sentence of the Proof of Result
1 [p. 305] which should read as “Pr[S > Sy|w] ~ Pr [S > %] =1-3 [M] and

os(l—em)

Pr[S < Sp|w] = Pr [S < %} =& [;lj(ﬁgf)], respectively; if v = 0, then Pr[S > Sy|w] ~

Pr [S > %} =1-9 [d%] and Pr [S < Sp|w] ~ Pr [S < ﬂ = [%]” instead of “Pr[S > Sy] =

Pr [S > %} =1-o [M] and Pr[S < Si] =Pr [S < %] = [dLJ“fLP}, respec-

os(l—ep) os(l—er)

tively; if ¥ = 0, then Pr[S > Sy] = Pr [S>§] :1—(I)[i] and Pr[S < Si] =Pr [S<§} =

$os
P |: P }.77
o s




The third typo is in the numerical analysis of the model’s extension with endogenous infor-
mation acquisition, as described in Appendix A, yielding Table 2 [p. 298] and Figs. 4 [p. 297]
and 5 [pp. 300-301]. Specifically, the expression for Vpr (S (m), Ppr (I,m)) in Eq. (A-28) of

Appendix A [p. 306] should read and be computed as

Ver (S (m), Ppr (I, m)) = xpr (I, m) [¢S (m) — Ppr (I, m)] — %OM%T (l,m)oy (1-9)
+vzpr (I, m) (95 (m) — Ppr (I,m)] © (sgn (zpr (I,m)) x (I,m))
+vyxpr (I, m) sgn [xpr (I,m)] ou\/1 — A~ (sgn (zpr (I, m)) x (I, m)) @ (sgn (xpr (I,m)) x (I,m))

+ 5556?3T (l,m) oy (1= ¢) [L = A7 (sgn (vpr (I, m)) x (I, m))] @ (sgn (xpr (I, m)) x (1,m)) ,
(A-28")

instead of

Vor (S (m), Por (1m)) = wpr (1,m) [65 (m) — Per (1,m)] — 5oy (Lm) 0% (1 - 6)
+yapr (I, m) (¢S (m) = Per (1,m)] ®* (sgn (zpr (1, m)) x (1,m))
ypr (1) sgn opr (L) 0,/ T= GA (sgn (epr (Lm)) x (1)) ® (sgn (opr (1)) x (1, m)
b 500 (1) 02 (1= 6) [1 = A (sgn (e (1m)) x (1m)] & (sgn (wer (1m) x (Lm)).
(A-28)

Below are the corrected Table 2 and Figs. 4 and 5, i.e., those based on the correct expression
for Vpr (S (m), Ppr (I,m)) in Eq. (A-28’). Both the corrected Table 2 and Figs. 4 and 5 are
qualitatively similar to the ones reported in Pasquariello (2014). Thus, the correction does not

qualitatively affect the model’s main insights, as discussed in Section 3.2.2 of Pasquariello (2014).



2 Equilibrium Dealership

Lastly, the discussion about the nature of dealership and of the equilibrium of the ensuing one-
shot auction throughout the text is potentially confusing. In particular, if market makers (MM)
could observe the aggregate limit-order book schedule w (-) = z () + z (like in the model of
sequential trading of Vives, 1995a [as inadvertently stated on p. 285]), they would be able
to perfectly infer the amount of liquidity trading z in the order book and set fully revealing
equilibrium prices in the presence of PT speculation, since the demand schedule of PT speculators
(zpr () of Eq. (9)) is equal to zero within a range of prices (given their private signal S).?

The noisy rational expectations equilibrium in Pasquariello (2014) is instead based on the
notion that MM set the market clearing price from their expectation of the asset payoff v con-
ditional on a realization w of the aggregate order flow (E [v|w] of Eq. (12), as in Kyle, 1985).
Vives (1995b [pp. 182-183]) suggests an equivalent, yet more intuitive way to describe the market
clearing process through which equilibrium prices are set in Pasquariello (2014) by recurring to
the notion of simultaneous placement of orders to a centralized auctioneer (CA) (see also Yuan,
2005; Ozsoylev and Werner, 2011). Liquidity (noise) traders submit market orders z to the
CA; competitive, price-taking, privately informed speculators submit optimal demand schedules
(generalized limit orders) x = argmaxV (S, P) (as in Vives, 1995a) to the CA; competitive,
risk-neutral MM submit demand schedules based on prices to the CA according to semi-strong
market efficiency P = F [v|w] of Eq. (11) (as in Kyle, 1985; Vives, 1995a, b);*> the CA then
sets the equilibrium price P that clears the market. Thus, for any pair (S, z) of private signal
and liquidity trading, the noisy rational expectations equilibrium of the economy (e.g., as in

Proposition 1 and Remark 1) is a price function P = P (-), speculators’ trades x = z (-), and

2In Vives (1995a), both sequential and simultaneous order placement yield the same equilibrium outcome
because of competitive, risk-neutral dealership and informed speculators’ linear trading strategies (e.g., as in the
economy of Remark 1; see also Vives, 1995b, 2008). We thank Pierre Chaigneau and Nicolas Sahuguet at HEC
Montréal for bringing this issue to our attention.

3As in Kyle (1985), the efficient pricing condition can be justified as the outcome of Bertrand competition
among equally-informed risk-neutral MM yielding zero expected profits from dealership. Equivalently, Vives
(1995b [p. 183]) notes that market clearing has to satisfy P = E [v|P] because the MM would otherwise assume
unbounded positions; given the aggregate order flow w, it then follows that P = E [v|w] since, in equilibrium, P
and w are equivalent sufficient statistics for v in the Blackwell sense (see also Vives, 2008 [pp. 131, 372-373]).



order flow w = z () + z such that:
e z =argmaxV (S, P);
o P=FEvw].

Accordingly, one may interpret the MM as competitive, uninformed liquidity suppliers, i.e.,
providing liquidity to informed speculators and noise traders (liquidity demanders) according to

semi-strong market efficiency.
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