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ABSTRACT

This dissertation shows how the pricing of financial products varies when investors have
transaction restrictions and in the context of the CAPM, i.e., when investors’ portfolios
are subject to restrictions. The study is restricted to the case in which investors have
mean-variance preferences, since in this case it is possible to deduce closed formulas for
pricing. For example, transaction restrictions prevent agents from investing in certain
assets or, for instance, only being able to invest in a certain asset if they also invest in other
specific ones. By building a model in which there are portfolios of bonds and equities,
it is possible to calculate the price of these financial products using the CAPM, and by
adapting the agents” budget restrictions we can calculate the same prices when the agents
have transaction restrictions and the risk premiums associated with these prices are also

calculated.

Keywords: Trading Restrictions, CAPM, Pricing, Risk Premium



REsumMo

Nesta dissertacdo mostra-se de que forma varia o aprecamento de produtos financeiros
quando os investidores tem restrigdes a transacdo e no contexto do CAPM, ou seja quando
as carteiras dos investidores estdo sujeitas a restrigdes. O estudo € restrito ao caso em
que os investidores tém preferéncias do tipo média-variancia, uma vez que neste caso
é possivel deduzir férmulas fechadas para o aprecamento. As restri¢des a transacdo
impedem, por exemplo, os agentes de investir em alguns ativos ou de, por exemplo, s6
poder investir num certo ativo se investir também noutros ativos especificos. Construindo
um modelo em que existem portefolios referentes a bonds e equities é possivel calcular
através do CAPM o preco destes produtos financeiros, e adaptando a restri¢do or¢amental
dos agentes podemos calcular os mesmos precos quando os agentes tém restri¢des as
transagdes. Associado a estes precos calculam-se ainda os prémios de risco associados a
cada um destes.

Palavras-chave: Restri¢des as Transa¢des, CAPM, Aprecamento, Prémio de Risco
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1

INTRODUCTION

Real world economic activity is an ongoing process that cannot be predicted. A realistic
equilibrium model must be able to describe the transactions happening in the markets.
The theory of general equilibrium allows us to explain the relationship between demand
and supply and how these determine price. In the equilibrium economy, we consider a
vector of prices, initial allocations for each agent, and equal supply and demand for each

good in a competitive market.

A very important result in the study of an economy is the existence of equilibrium,
because it gives us a framework that allows us to understand how markets work and how
the decisions of agents influence prices, quantities of goods, services and the equilibrium of
the economy. The theory of the existence of equilibrium is often studied and demonstrated
in various contexts. There are various theorems that help proving the existence of
equilibrium, for example whether the market is complete or incomplete, and whether
or not the market is competitive. However, it is important to note that the existence
of equilibrium is not always guaranteed, as there are specific conditions that must be
respected. In addition to these factors, prove the existence of equilibrium does not imply
that this equilibrium is unique. There are cases in which there can be several equilibrium
in an economy, with different prices and different quantities of goods. (You can see more
about the existence of equilibrium at Geanakoplos and Polemarchakis, 1986, Geanakoplos,
1990 and Aratjo and Villalba, 2016). In the case of this dissertation, proving the existence
of equilibrium is not the focus. Nevertheless, it is important to note that equilibrium also
exists when there are restrictions on transactions. More on this topic can be found at
Polemarchakis and Siconolfi, 1997, Aouani and Cornet, 2009 and Cornet and Gopalan,
2010.

The aim of this dissertation is to study the pricing of financial assets when consumers
have trading restrictions. In order to, more accurately, capture the dynamics of contem-
porary financial markets, certain authors have embarked on the examination of trading
constraints within the context of general equilibrium. The objective is to create a framework
that can effectively simulate the individualized and limited access that market participants
experience. There are two primary approaches for modeling trading constraints: one

1



CHAPTER 1. INTRODUCTION

involves treating these constraints as externally imposed, while the other posits that con-
straints can naturally arise within the system, potentially influenced by pricing dynamics
or the acquisition of commodities. (You can see more about restrictions to transactions
in Cea-Echenique and Torres-Martinez, 2016 and Faias and Torres-Martinez, 2017). Re-
strictions on consumers can take different forms and restrict consumers in different ways.
These restrictions are divided into exogenous and endogenous. In the specific case we are
studying, the restrictions are exogenous (You can read more about exogenous constraints
in Balasko et al., 1990), since they do not depend on the direct decisions of the agents but
are related to the market itself, in other words, they are external factors to consumers. It
should be noted that both situations are very important in the economic context as they
influence choices and financial results. Therefore, it is also important to understand how
endogenous restrictions are influenced, for which you can find more information on this
type of restriction at Sabarwal, 2003, Carosi et al., 2009, Seghir and Torres-Marinez, 2011,
Hoelle et al., 2012, Gori et al., 2014 and Cea-Echenique and Torres-Martinez, 2018.

To reach the value of the price associated with income streams when there are restric-
tions on the transaction, we must first explain in detail what a standard economy. To do
this, we first need to describe an economy, using some of the basic concepts normally
associated with economics: time and uncertainty, commodities, consumers and their
initial endowments. We also need to describe how prices and payoffs are presented. After
this, we are now able to understand how we can arrive at the formula for the equilibrium
valuation of an income stream that belongs to the space generated by the assets in an
economy. Subsequently, we can conclude that the ideal security is given by the market
portfolio, in other words, it is given by a linear combination between a risk-free security
and the aggregate endowment of an economy. Once all these concepts have been pre-
sented, we can then go on to present the model that serves as the basis for pricing financial
products and how it differs from the classic CAPM. Finally, we can move on to the maths
required to price financial products where investors have restrictions on transactions and
the returns associated with each of these prices.

This dissertation is organised as follows. Chapter 2 describes an economy with financial
markets, the first sub-chapter describes the economy, the second sub-chapter explains
the absence of arbitrage and state prices and the third sub-chapter helps to interpret
state prices. Chapter 3 describes the valuation of income streams, the first sub-chapter
briefly explains some concepts relating to probabilities, the second sub-chapter presents
individual security pricing and the third sub-chapter specifically explains the ideal security
of each agent i. Chapter 4 explains how the ideal security works in the equilibrium context
of the Capital Asset Pricing Model. Chapter 5 presents the study model and some of the
main results. Chapter 6 talks about the pricing of financial products where consumers
have restrictions on transactions. The first sub-chapter introduces the pricing part and the
second chapter calculates the return associated with the prices. Chapter 7 presents the
conclusions of the work and possible future work related to this topic.



2

A STANDARD ECONOMY WITH FINANCIAL

MARKETS

The main objective of this dissertation is to arrive at the price of a financial product
when there are restrictions on transactions. To get to this point, we must first explain in
detail what a standard economy is like. To do this, we first describe an economy, using
some of the basic concepts normally associated with economics: time and uncertainty,
commodities, consumers and their initial endowments. We also describe how prices and
payoffs are presented. In order to better understand basic economics and how we can
arrive at the associated equilibrium prices, some examples are presented throughout this
chapter.

In an economy the possibility of getting something without giving something in return
should not exist. That’s why it’s important to study arbitrage and its absence. We must
realise that for an economy to fully function, there must be no opportunities for arbitrage.
To support this idea, we present the fundamental theorem of asset pricing, which is a very
important theorem in economics. As before, we are now presented with explicit examples
that allow us to understand whether there is arbitrage in an economy.

In order to proceed, we must first understand what state prices are and how their
interpretation can influence what we think about an economy and how the consumer
behaves, i.e. what they are willing to give to achieve their objectives. From what is
presented in this chapter we can see that state prices are the marginal rate of substitution
between consumption at date 0 and consumption in the state of natures =1, ..., S at date
1.

(This chapter is based on Magill and Quinzii, 1996 where more detailed information
on the valuation of income streams can also be found).

21 The Economy and Equilibrium

In order to understand the concepts of a standard economy, we now explain how it is

described and what notations we use for each concept involved in an economy. The entire

3



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

introduction to this topic will be useful in understanding the following chapters, so a
detailed description is given in this sub-chapter.

We consider a pure exchange economy with two dates, t = 0, 1 and uncertainty at date
1 that is described by S (s = 1,...,S) states of nature. There is one commodity at date
0 and at each state of nature of date 1. The consumption set is R}*! and we denote by
x = (x0,%1,...,X5) € Ri“ a consumption bundle.

Therearel (i =1,...,I) consumersin the economy. Each consumer i is characterized by
a preference relation on R3*! represented by the utility function u‘, which is continuously
differentiable, and an endowment vector w' € Ri” with o' = (a)("), a)i, el a)g) where a)é
denotes the initial endowment in ¢ = 0 and w! denotes the initial endowment in ¢ = 1 for
the states =1,...,8S.

So, we have defined the most basic concepts of an economy: time, uncertainty, com-
modities, the agents present in the economy and the initial endowments associated with

them. We can then go on to show how a financial structure can be described.
Financial Structure

A clearly defined financial structure is essential if the economy is to be stable. For this
to happen, the economy must be defined as a whole, and all its details must be detailed,
including, above all, all the details of the financial contracts that are permitted in the
economy.

A contingency contract can be used to model an insurance contract, if its contingencies
are specific. These dangers are typically physical risks that are beyond a person’s control.
Assuming that this sort of financial contract is the only one that can be signed and that it
covers every possible economic contingency, the next step is to expand the definition of
financial contracts to include this kind of arrangement.

Being in possession of a financial contract j, (j = 1,...,]) that guarantees the delivery
of Vs,j units of a single good or income at state s, (s = 1,...,S). Its cost g, which was paid
atdate 0, is expressed in the currency in use at that time. In this case, since we have only one
good we assume that p = 1. We now go into more detail about the previously clearly stated
conditions that apply to all buyers and sellers. Now concentrating on financial contracts,
including bonds, corporate actions, futures contracts, options, and insurance, which can
be traded through financial intermediaries like banks, savings and loan institutions, and
insurance firms or sold on major financial markets.

In the analyses that follow standard assumptions, the markets in which financial
contracts are traded are competitive, so that agents think they can buy and sell all the
contracts they want without having any change in prices. Each contract can be bought or
sold in split quantities and for these types of purchases and sales there are no transaction
costs. We can consider that the penalties for not fulfilling a contract are very high and
having this in account we can conclude that agents should have no interest in reneging

on contracts.



2.1. THE ECONOMY AND EQUILIBRIUM

The exogenously given date 1 payment of | securities can be represented by matrix
SxJ.

Vii - Vi

Vsi -+ Vs
In an exchange economy that consists of I agents with the following characteristics:
(u',w) = (w',...,ul,w!,..., @), trading ] bonds with payments at repayment date 1,

given by matrix V, is denoted by:
E=(V,u, o), i=1,...,]).

Note that with S contingent contracts the matrix V is of dimension S X S.

Let g = (q1,...,q) denote the vector of security prices. A portfolio of assets is a vector
z=(z1,...,2]) € RJ where zj, j =1,...,] indicates the units of security j that an agent
buys (z; > 0) or sells (z; < 0). The budget set for an agent i is given by:

Bi(g,w', V)= {(x,2) e RS xRS ; "0 0T 2.1
(g ) {( ) " Xs=w.+Vsz,s5=1,...,8 @1)
Assuming W denotes the combination between date 0 and date 1 of the matrix of
security payoffs:
oo gy
- V 1%
q 11 1)
W=W ’ V) = =
@Vi=1 5
Vs Vs,

Then the budget set can be written based on the matrix W:

Bi (a)i,W) = {(x,2) e RS xR 1 x — ' = Wz} 2.2)

Bi(q, ', V) denotes the budget set in the financial market for agent i. Each agent
chooses the consumption bundle x and the portfolio z, so that agent i chooses the pair
(x, z). Thus, when agent i chooses a portfolio z, it is said that z finances x.

Given a price vector for securities, § = (41, . . ., qj), each individual chooses a consump-
tion bundle x and a portfolio z in his budget set, (x, z) € Bi(q, w', V), that maximize the

utility function u'(x), that is, each individual solves the problem:

max  u'(x), subject to (x, z) € Bi(q, W', V).
(x,2)eRSTIXR]

If (x,z") is the solution of the problem of individual i then we can say that z'is a
portfolio that funds x’ and we can write as follows:

5



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

(x,z") € argmax {u' (x): (x,z) € B' (g, &', V)}

Definition 2.1.1 (Financial Market Equilibrium). A financial market equilibrium for the econ-
omy & is a price vector, an allocation of commodities and a portfolio allocation, (§, (¥',z')i_,) €
R{r X Rfﬂ)l x R/, such that:

1. (¥%;2") eargmax {u’ (x) | (x,z) € B' (7, 0", V)},i=1,...,1;

2. izfzo.

i=1
I
Note that the equation Z z' = 0 implies that the allocation of commodities is feasible,
i=1
that is,

I

Z (fi - aﬂ') =0 (2.3)

i=1
In order to apply the concepts and definitions presented in practice, here is an example
that allows us to realise that there is in fact equilibrium in the economy and how we can
arrive at the equilibrium prices of goods and the equilibrium consumption of each agent,

present in the equilibrium of the economy.

Example 2.1.1. Consider an economy with two dates, t = 0 and t = 1, two states of nature at
t =1, one good and two consumers. Given that the consumers are characterized by the following
utility functions continuously differentiable:

ui (XQ, X1, XQ) =1n (XQ) + ln(x1) + = ln(xz))

W= N =

@AA
I\JIH

uz (xo, x1, x2) = In (x0) + In(x1) + 3 ln(xz))

and with the following initial endowments: ' = (¥£,1,3) and w? = (4,5,3).

°°I

@‘A

In this case the financial structure is described by the matrix V =

1
0 ‘ and the assets are paid

in units of good.

To reach the equilibrium of this economy let us first focus on the maximization problem of the
agent 1:

max In(xo) + 3 (3 In(x1)) + 3 In(x2))

xo—Q—qz xO—Q—qz
saq x1=1+4+z 49 x1=1+z
X =3+0Xz Xy =3

From this we can conclude that z' = % -

Uil



2.2. ABSENCE OF ARBITRAGE AND STATE PRICES

We now turn our focus on the maximization problem of agent 2:
max In(xo) + 1 In(x1) + £ In(x,)

21 _ 21

X0 =% —4qz Xo =% —4gz
saqy x1=5+z S 4 x1=5+z
X =3+0Xz x1=3
From this we can conclude that z% = % - %

Then:
2l +22=0©4=0,17

Thus we have the following solutions to the problem:
(p,q)=(1,1,1,0.17)
(x},x1,%},2') = (2.035,3,3,2)
(x2,%2,%2,2%) = (2.965,3,3,-2)

The calculations needed to solve this exemple can be found in the Appendix.

2.2 Absence of Arbitrage and State Prices

Thinking about a real economic case, it’s quite easy to realise that there are no free goods,
i.e. you can’t get anything if you don’t actually give something in return. In other words,
arbitrage exists when investors take advantage, for example, of price differences between
similar assets to make a profit without any risk. The absence of arbitrage is when these
profit opportunities do not exist. There are various consequences for the economy if there
is arbitrage, including market inefficiency, which makes asset prices unfair.

In other words, in an environment where investment opportunities have constant
returns to scale, we can say that there are no arbitrage opportunities if there is no
investment strategy that causes the agent i to have a positive return in at least one of
the states and non-negative returns in all the other states. Since there are constant
returns to scale on investments in competitive financial markets, an investment strategy
with an arbitrage opportunity can create a very high return in some state without the
corresponding sacrifice in any state. Since financial markets are characterised by the

matrix W(g, V), this leads us to the following definition:

Definition 2.2.1. Given (q,V) then there are no arbitrage opportunities in financial markets if
there is no portfolio generating a semi-positive income stream, i.e. there is no z € R/ such that
wz > 0.

Definition 2.2.2. g is a vector of arbitrage-free security prices, relative to V, if given (q, V') there
are no arbitrage opportunities in the financial market.

7



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

As seen earlier the financial model can be interpreted in two ways: as a single-good
version of the general model or as an income model. The interpretation of the first option
can be useful to explore the formal structure of the financial model and its relationship.
But when the intent is to understand what the economic role of financial markets is, it is
better to use the second interpretation, seeing the financial model as an income model.

In financial markets agents are allowed to redistribute their income across S+1 states.

Thus, agent i by purchasing the portfolio of securities:

zi:(zi,...,z;)eR]

which leads us to an income transfer vector between the states:

e R5+1,Tl - Wz

The set of all income transfers that are possible can be obtained in this way and the
subspace generated by the columns J and matrix W that is denoted by (W), thus the
generated subspace, which summarizes the opportunities offered by financial markets,
can be given by:

Wy={reR5"! |t=Wz, zeR/}

The following example serves to explain how the space generated by a matrix is
obtained, since the concept of space generated by a matrix is essential to understanding
the next chapters.

Example 2.2.1. Considering the matrix A:

A=

W PN -

1
0
1

In this matrix A we have two assets and three states of nature, the space generated by it is as
follows:

(A) ={a(1,2,3)+B(1,0,1),a,p € R}

Thus, the absence of arbitrage in financial markets can be expressed as a geometric
property of the market subspace, having only one point in common with the non-negative
octant, zero. Thus the absence of arbitrage can be written as follows:

(W) NR = {0}

The requirement that the subspace generated by the market has no point in common
with the semi-positive octant is easily interpreted as the implication that there exists a
strictly positive vector of state prices that is at right angles to the market.

8



2.2. ABSENCE OF ARBITRAGE AND STATE PRICES

Considering the simplest case, where there is one state of nature and only one asset,
then the matrix W representing this asset is as follows:

and (W) is the line through the origin and intersects with the point (=41, 1). In order for
the no-arbitrage condition to be satisfied then price g1 must be positive, that is, if there is
a unit of payment at date t=1, then there must be some cost to agent i at date t=0. If the
no-arbitrage condition is satisfied, we are then faced with a vector 7@ = (g, 711) € Ri 4 a
vector that makes a right angle with the vector W (in this case with a single column), and
so we can write that:

7AW =0 (2.4)

If we normalize p and write it as p = (1, p1), then we can take from the equation above
that g1 = p1. From the equation above we can also derive that g1 is the present value of p;
at date 0 of one unit of income at date 1.

If the agents’ preferences are strongly monotone, then the equation (W) N R3*! = {0}
must guarantee that if each agent i wants to have a solution then its maximum problem
must be as follows:

max{ui (xf) |x' € B (q,wf,v)} .

Theorem 2.2.1 (Fundamental theorem of asset pricing). There are no arbitrage opportunities
in the financial market if and only if there exists a positive state price vector 7t € R%! such that
W (g, V) =0.

This is the fundamental theorem concerning the prices of financial securities, through
this theorem we see that the absence of arbitrage opportunities is equivalent to the existence
of a state price vector 7= € R3*!. For each security j, the state price vector 7 defines the
investment profit, which consists of buying one unit of security j, for price g1 at date t =0
and making yield V; ; at date t = 1. Considering the matrix W already defined above,
then the equality

AW, =0 (2.5)

implies that there is zero profit on one unit of investment in each security j = 1,...,].
Thus, the theorem states that non-arbitrage is equivalent to the existence of a positive
vector of state prices over which the investment in each security has no profit.

In order to better understand the concept of state prices and how we can see whether

or not there is arbitrage in an order, here’s an example.

9



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

Example 2.2.2. Considering the return matrix V. =

S = N

1 1
1 0 | and the price vector q =
1 -1

1

2 |. We can show that there is no arbitrage by using W = 0, defined earlier, from which we

0.5
then proceed to have:

-2 -1 -0.5
1ﬁ1ﬁ2ﬁ3><211:[000]
1 1 0
0 1 -1
—242m1+7m =0 o =2 -2 5 = 0.5
—“1l+m+7+73=0 &3 -1+11+2-211—-711+05=0 &4 711=0.75
—-05+m—7m3=0 i3 =71 — 0.5 i3 = 0.25

This market does not allow arbitrage since the solution of the system is strictly positive,
(711,72, 3) = (0.75,0.5,0.25), therefore this is the state price vector for this financial struc-
ture.

The null profit condition can be written as:
mog =V

or with 7T = (77g, 1) normalized so that 77p = 1, as

17=7:(1V<=E_]]'=7:(1V1,]‘+...+7:(5Vs/]', i=1...,]

Thus 75 represents the present value, at date 0, of a unit of income in state s, for every
s =1,...,S. From the previous equation we can derive that the security price g; is the
present value of its future income stream V; ;. We can also use the previous formula to
obtain a price formula for any type of flows, which can be obtained by creating a portfolio

of securities J. The choice of this portfolio gives at date 1 the following returns:

J
y=) Viz (2.6)
j=1

where V; = (VL]', ceny Vs,j) is the j”‘ column of payoffs of matrix V, already defined
earlier. The set of all portfolios z € R/ generate a subspace R® consisting of the columns V

which can be represented by:

J
yeRsly:Zijj, zeR
j=1

={yeR°|y=Vz, zeR/}

V)
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2.2. ABSENCE OF ARBITRAGE AND STATE PRICES

Let’s now look at the price formula for an income stream and how it can be obtained

in an economy.

Definition 2.2.3. Assuming q = (q1, ..., qy) a vector of prices for | bonds, then the cost c4(y) of
a yield y is defined by:

cq(y) =q-z,suchthaty =Vz (2.7)

There are two ways to calculate the price of an income stream, as seen above. To prove
this, follow the examples below.

Example 2.2.3. Considering the matrix V = , the price vector ¢ = (1.2,1.8,1.2)

S O W
— N
—_ = N

L
and a new income stream [ 2 10 4 ] we start by determining the price of this income stream
through the replication portfolio (Definition 2.2.3.):

3 4 2 Z1 2

0 21 zo | =1 10

011 Z3 4
3z1 +4zp +2z3 =2 z1=—-6
2z1+2z3 =10 S 49 22=3
z3 =4 z3 =4

Then the replica portfolio is given by: (z1,z2,2z3) = (—6,3,4) and the price is: 1,2 X (—6) +
1,8x3+1,2x4=3.
Turning now to calculating the price of the income stream through state prices we start by
calculating the state prices:

1,2=3T(1 771=0,4
1,8 =41 +2m, = m, =0,1
1,2 =211 + 110 + 713 n3 =0,3

So the income stream prices are given by: 0,4 x2+0,1x104+0,3x4=3
Thus concluding that the price of an income stream can be obtained in two different ways and
that both give the same result.

01
Example 2.2.4. Considering the matrix V. = | 2 2 |, the price vector q = (1,2) and two new
0 3

1 1
income streams z1 = [ 143 ] and[ 2 53 ] we start by determining the price of income

11



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

my through the replication portfolio (Definition 6.4):
01 1 zp =1

Z1 22 =
2 2 =4 | 221 +2z, =4 &

22 Z1 = 1
0 3 3 3z, =3

Then the replica portfolio exist and is given by: (z1, z2) = (1, 1), then the priceis: 1x1+1x2 = 3.

Let us now determine the price of the income y, through the replica portfolio:

01 2 22:1
V4

2 2 l 1]: 5| o 221422,=5
y4

03 2 3 32, =3

This system is not possible, which means that there is no replica portfolio to buy today that will
allow us to get the income stream return z “tomorrow”. This is because the market is incomplete,
that is, there are more states of nature than there are assets.

Turning now to calculating the price of the z1 and z, income stream through state prices we
start by calculating the state prices:

1= 27‘(2 T = %
(=4
2 =11 +2m + 3713 1 =1-3m3
Then:

q1=(1-3m3)x1+3x4+3xm3=1-3n3+2+3n3=3
g2 =(1-3m3) X2+ 3 x5+3xm3=2-6m3+3 +3m3 =35 —3m3

Income stream z1 is redundant as it has a replica portfolio and in turn is single priced. The z
income stream is non-redundant since it has no replica portfolio.
In the case of zy, there are two ways to arrive at prices for this income stream, either through
state prices, as shown, or through sub-replication and super-replication portfolios. Since we know
1 1 7

that 1 —3m3 > Othenmz < 3 © 0<m3 <3 & -1<-3n3<0& §<qp <3 Sothe

non-arbitrage price for z, is undetermined, and is given by any value in the interval | 2,2 [

This example illustrates that when the market is complete the price of the income
stream is unique, but when the market is incomplete the price of the income stream is
unique if the income stream is generated by a portfolio of the assets, i.e., it has a replica
portfolio, otherwise, the price is not unique. It should be noted that in these two examples,
a different notation was used for the income stream, each one being considered as z.

2.3 Interpretation and Computation of the State Prices

State prices are a very important concept to consider and understand about an economy:.
As we'll see throughout this sub-chapter, state prices are nothing more than the price an
investor would be willing to pay or receive to switch between different future states of

12



2.3. INTERPRETATION AND COMPUTATION OF THE STATE PRICES

well-being or wealth. State prices also reflect consumers’ preferences regarding risk and
uncertainty. In order to arrive at this interpretation, we must first define the first-order
conditions to be considered in order to solve the maximization problem for each agent i.

The maximization problem for an agent i is given by:

max {ul (xl) xé - wzQ - _C—IZ.Z } (2.8)
(xi,21)eRSHIXR/ xl-wl=Vsz', s=1,...,8
Considering that the utility function u' is continuously differentiable, we can then
move on to the next step.
Denoting the Lagrange multipliers by A’ = (Af), /\i ,...,AL) (only in this chapter are the
Lagrange multipliers represented by 1) we can form the Lagrangian function as follows:

S

L (xi,zi,/\i) =ul (xi) - /\6 (x(i) - a)é + qzi) - Z Al (xé - Vszi) (2.9)
s=1

The necessary and sufficient first-order conditions for (JE ‘ Zi) to be the solution of the

utility maximization problem of agent i, is that there exists A € R}*! such that:

VL (xf,zf,if) ) (2.10)

which is equivalent to saying that

Vil (azi) oy 2.11)
NG+ Z v, =0 (2.12)
s=1
f(i) - C()é = _qzi/ X‘é - a); = Vszi/ s=1,...,8 (2.13)

Assuming that the accounts of each state are kept in units of goods, we can conclude
from the equation Vu' (¥') = A’ that the vector of marginal utilities of income is equal
to the vector of marginal utilities of the good. If we divide this same equation by the
marginal utility of the good at date 0 we get:

7l =nl (azl‘) with 7t/ = (l) A (2.14)
Ay

which tells us that the normalized vector of multipliers is equal to the vector of the
current value, and so we can now write the equation as follows:

S
Gi= ) "Vej, j=1,...,] (2.15)
s=1

13



CHAPTER 2. A STANDARD ECONOMY WITH FINANCIAL MARKETS

Analyzing the three equivalences that we can draw from the maximization problem
of agent i, we know that these accounts allow us to interpret the state prices. Developing
the second equation we now have the following:

/\1 /\s /\S .
i=—Vii++=Vii+--+—=Vs; =1,---, 2.16
qj Ao Lj Ao §/] Ao S.j ] J ( )

From the first equation, we have that:

du'(x?)
As = , =0,1,...,S 2.17
° I ° 2.17)
Then:
ou (x?) du'(xh) ou'(x)
% = Zwice) Vij+-+ T Vsj+-+ ) Vsj, j=1,-+-,] (2.18)
(93(0 8x0 3x0

If we take into account non-arbitrage pricing, referred to earlier in this chapter, we
know that:

qj = 7'(1V1,]‘ +ee+ TfsVs,j +ee+ TfSVS,j/ ] =1,---,] (2.19)
where (75) represents the vector of state prices, so one can conclude that:

ou (x?)
Jxs _
=g, s=1..,8. (2.20)
axo

Which is the marginal rate of substitution between consumption at date 0 and con-
sumption in the state of natures = 1,...,S at date 1.

As we said before, state prices are the prices that an investor is willing to pay or receive
to exchange wealth between the present and different states of nature in the future. As we
have seen, by computing state prices we conclude that what an investor is willing to pay
or receive in this case is simply the marginal rate of substitution between consumption at
date 0 and the state of nature s = 1,..., S at date 1. This marginal rate of substitution is
represented by the amount of one good that the individual is willing to sacrifice in order
to obtain an additional unit of the good in the future in a given state of nature.

14



3

VALUATION OF INCOME STREAMS

Our goal is to price assets under the CAPM context. One of the main assumptions of the
CAPM model is that preferences only depend on the expected value and variance of the
returns of income streams and then, we need to fix a probability measure to describe our
uncertainty structure.

In this Chapter, we introduce the probability measure over the set of states of nature.
Then we will derive a formula for the equilibrium valuation of an income stream that
belongs to the subspace generated by the assets in the economy.

To obtain the formula we first compute the individual valuation of an income stream
belonging to (V). Then we compute the ideal security of an agent i and finally, we obtain
the equilibrium valuation of an income stream in (V') as a function of the ideal security,
which is the same for every agent in equilibrium, and the risk-free rate. More precisely,
we obtain that the equilibrium value of an income stream in (V') is the expected value of
the income stream times the value of the risk-less asset plus the covariance between the
ideal security and the income stream.

The next chapter will be closely related to this one, where we’ll show that under the
CAPM assumptions, the ideal security is the market portfolio, that is, a linear combination
between the risk-less security and the aggregate endowment of the economy.

(This chapter is based on Magill and Quinzii, 1996 where more detailed information
on the valuation of income streams can also be found).

3.1 Introduction to Probability Concepts

In order to give a brief introduction about probability concepts that are fundamental
to understanding the following sub-chapters, we begin by considering a market with
s=(1,...,S)states of nature, y = (y1,...,Ys, ..., Ys) income streams (the notation y asso-
ciated with income streams is used only in this sub-chapter) and p = (p1,...,ps,-- ., ps),

which represents the probability of occurrence of each state of nature.

We then know that the expected value of Y is given by:
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CHAPTER 3. VALUATION OF INCOME STREAMS

PsYs (3.1)

S
E[Y]=piy1+ -+ psys+---+psys =

s=1

and the variance of Y is given by:

Var[Y] = E[Y=E[Y]P® = E[Y*]-E[Y]* = p1(y1—E[Y])*+- - ~+ps(ys—E[Y])*+- - -+ps(ys—E[Y])?

(3.2)
Thus, the covariance between Y and a random variable Z is given by:
cov(Y,Z) = E[[Y - E[Y]][Z - E[Z]]] = E[YZ] - E[Y]E[Z] (3.3)
The expected value given by the product of Y by Z is:
E[YZ] = p1y1z1 + -+ + psYsZs + - + psyszs (3.4)
Let us consider two inner products,
Y-Z=ypz+ o+ yszs +o +yszs = [V, Z] (3.5)

And:
IY,Z]p = p1y1z1 + -+ + psyszs + - + psyszs = E[YZ] = E[Y]E[Z] + cou(Y, Z) (3.6)

Having presented the basic concepts of probability, understanding these terms is
fundamental to being able to move on to the following sub-chapters and understand
everything. The main idea, wich is fundamental to understand this introduction of
concepts is in relation to the p, which represents the probability of occurrence in each
state of nature, the inner product associated with two assets when considering this new

probability.

3.2 Individual Security Pricing

Individual security pricing is an essential component in the study of an economy. It
allows investors to assess the risk and return associated with a specific asset, which is
very important when making investment decisions. The CAPM model is the most widely
used in these cases and relates the expected return of an asset to its associated risk and
risk-free return. This model is fundamental for pricing assets in efficient markets.

The value that an individual i assigns to an income stream mq = (my,...,mg) € RS
is the amount m that he can give up of the good at date 0 maintaining the same level of
utility. Let us denote the consumption at date 1 by, x1 = (x1, ..., xs). Therefore we are
imposing that ul(xg, x1) = u'(xg—mo, x1+m1). When the utility function u'is continuously

differentiable, 1y may be obtained by solving the linear equation,

dul(=mg, mq) = 0. (3.7)
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3.3. IDEAL SECURITY OF AGENT I

du'(x’)

g (x)mg + [Aqu'(x), m1] = 0 (3.8)

dujic(_m()/ ml) = -

where o
du'(x")

All/li(X) = 8—x1(X), .

‘9” (x )( >) (3.9)

Thus, mg = ¢’(my; x) = [ri(x), m1] where 7 (x) = ( /a” G4 )(x)) Aqu (x).
If the income stream belongs to the subspace (V), that is, if the income stream has a
replica portfolio, then,

dul(x’)
8x0

dul(—mo, my) = — (x)mo + [Avu'(x), m1] =0 (3.10)

where Ayu'(x) is the orthogonal projection of the date 1 gradient Aqu(x) onto (V).

We can now write that mg = c!(my; x) = ﬂn;(x), my] where

dut(x’)

nV( X) = (1/ (x )) Avu'(x), Vmq e (V). (3.11)
In order to make appear means, variances and covariances in the cost of an income
stream, ¢'(imy; x), we are going to use the probability inner product [, ], instead of the
standard inner product [, ] on RS*1.
Let

Afui(x) = (%Bui(xi)

..., 8“1("1)( )) (3.12)

8x1 p

AY u'(x) be the p-ortogonal projection of Afu/(x) onto (V) and npl (1/3” (' )(x)) Al (x).
Then,

mo = ¢(my;x) = [1', mallp, = (el )E(m) + coo(r),my), Vmie (V).  (3.13)
7'(")/’ "is the p-orthogonal projection of nlp’i onto (V), nf,’ Yis unique and lies in (V'), then

can be interpreted as the pricing security of individual i at x.

This sub-chapter provides us with knowledge about individual security pricing, i.e.
after defining a function u’ by imposition and differentiating it, we arrive at a value of mg
and from which, consequently, we can arrive at a state price ni,(x) and from which we
can derive, by making an orthogonal p projection, a value of ng’i(x). Since my is the cost
of an income stream we can then conclude from what it is given, which will be important

knowledge in understanding the next sub-chapter.

3.3 Ideal Security of Agent i

Starting in this sub-chapter by calculating the optimal security of each agent in (V'), and
associating this with the subject studied previously, we will now obtain the equilibrium
valuation of an income stream in (V), as a function of the optimal security, which, as
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CHAPTER 3. VALUATION OF INCOME STREAMS

we can conclude later, is the same for all agents in equilibrium, and of the risk-free rate.
Specifically, we will obtain that the equilibrium value of an income stream in (V) is
the expected value of the income stream times the value of the risk-free asset plus the
covariance between the optimal security and the income stream.

This security has a very important meaning for agent i. We start by considering that

the agent is allowed to change its consumption stream, h:
x' s xi+h
subject to the condition that the increment i = (hg, h1) satisfies:
€V Ihol® + |1allf = K

Since k is a small value we can then assume that u/(x’ + h) =~ u’(x’) + du;l.(h) and so

the objective of agent i is to maximize the following differential:
dul, () = [vu'(x'), b] = [|72' (e 1] cos (v (xT), )

Since we know that ||11|| = k and ||vu!(x')|| does not depend on , then the maximiza-
tion of the differential is such that /* is collinear with vu‘(x’) and hence it follows that h*
is given by:

h* = (hy, 1) = a(vu'(x)) = a(A)(x?), vhu'(x") (3.14)
Definition 3.3.1. The security y'(x') = Z—%, where (hy, h}) is the income stream that maximizes
the change in utility du;,.(h) subject to hy € (V) and |ho|* + ||h1||f) = k2, for a non-zero value of
k, is called the ideal security of agent i at x* € R3*L.

The following proposition relates the pricing security of an agent, defined above, to

the ideal security concept of each agent i.

Proposition 3.3.1 (Equality of Pricing and Ideal Security). For any x' € R$%?, the pricing

security and the ideal security of agent i coincide:
i) = il (x) (3.15)

veu%xﬁ

Jut (xt .
(<)

. ;o
Since y' = 1 =
0

Ao i
:71@ x).

Equilibrium Valuation
Let ((x, z), ) be the equilibrium of the financial economy. In the equilibrium the basic
bonds J, whose redemption date 1 are the columns J, [V, ..., V] of matrix V, are traded
in the market at prices g = (41, ...,4;). Any income stream in the generated space (V)
can be obtained through a portfolio of these securities ]J. The market value of an income
stream y € (V') (here we denote an income stream as y), denoted by c,(y) is the cost of the

portfolio z that generates income stream y:
cq(y)=1q-z (3.16)
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3.3. IDEAL SECURITY OF AGENT I

The function ¢, : (V) — R is called the market equilibrium validation function since
agents trade ] securities in the common price vector, and thus each agent’s personal
validation for each income stream in the market subspace will coincide with the market
equilibrium validation of the income stream. Thus, from the first order equilibrium

conditions (sub-chapter 2.3) we have that for each agenti =1,...,1I:

Gy)=q 2= @Vi;z =[mE),yl, = c'(y,x) (3.17)
s=1

The equilibrium value of an income stream 1 = (1, ..., 1) without risk that defines the

interest rate equilibrium r:

(1) = =y-1 (3.18)

Theorem 3.3.1. Let & = (V, (u, w'), i = 1,...,1) be the economy, if ((x, z), q) is the financial
market equilibrium, then the optimal security of all agents in their consumption equilibrium

1+r

coincides:
Y ==y =y (319)
and the common vector y is called the ideal security at the equilibrium. The market value at the

equilibrium of any income stream y in the subspace (V') is given by:

cq(y) = M =~ +cov(y, y) (3.20)

where r is the equilibrium interest rate and considering that v - y = E[y]E[y] + cov(y, y).

Proof:
Knowing that

cq(y) =c'(y, x') = 7', v, (3.21)
and that through the Proposition 3.3.1.:

ﬂf,’i = yi(xi) (3.22)
then we have that: ‘
[y vl = Iy (), v (3.23)
which implies that:
cg(y) = [y (x"), ylp (3.24)
from which it emerges that:
cq(y) = E[y (x)]E[y] + cov(y, y) (3.25)
we have that: .
Ely) = Iy, 1]y = ¢'(1,2) = 3+ (326)
and so: E[y]
cq(y) = —y +coov(y, y) (3.27)
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CHAPTER 3. VALUATION OF INCOME STREAMS

as we wanted to prove.

The result of Theorem 3.3.1 is very important because it tells us that the optimal security
of all agents, in equilibrium, coincides. Since this is the same for everyone in equilibrium,
it can then be called optimal security in equilibrium. At equilibrium the pricing security
is the same for every agent then the ideal security should be the same. This theorem has

a result that will be useful later on, so it’s important to understand it.
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4

CapriTaL AsseT PriciING MODEL

In this chapter, contrary to what was presented in the previous chapter, we show that
under the CAPM assumptions, also presented in this chapter, the ideal security is the
market portfolio, i.e. it is given by a linear combination between the risk-free asset and
the aggregate endowment of the economy. In addition, in this chapter we will also find

what the market price of an income stream is.

In the following chapters, the aim is to calculate the return (or risk premium) of

financial products, so it is important to present the formula for the CAPM model.

(This chapter is based on Magill and Quinzii, 1996 where more detailed information

on the valuation of income streams can also be found).

The Capital Asset Pricing Model is like a model of an equity economy with risk-tolerant
utility functions, as studied earlier. The similarity between these two models translates into
investors’ attitudes toward risk, and this is modeled by the assumption of mean-variance
preferences. Investors with medium variance preferences do not care about the exact
profile of a random consumption stream at date 1. The income stream is evaluated only by
the properties of the averages summarized in their mean and variance. This assumption
seems acceptable if we consider a typical consumer, for whom the case of no consumption
in some states of nature would be a matter of concern. This insinuates that the model
must be interpreted as one in which agents are institutional investors, and their earnings,

as opposed to their consumption, are qualifiable.

The price formula obtained in the previous Chapter implies that the value of the
covariance of a security is a linear decreasing function with respect to the covariance of
the income stream with aggregate. Thus, we now have a more precise result since in
the previous Chapter the value of the covariance could only be determined through the

income streams, which are positive or negative depending on aggregate output.

When it comes to finance it follows the practice of allowing utility functions to be
defined over the entire R*!, the utility of negative values is reflected in the disutility

assigned to losses because in the CAPM investors rate their gains.
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CHAPTER 4. CAPITAL ASSET PRICING MODEL

4.1 Ideal Security in Equilibrium

As already mentioned, this point shows that the ideal security is the same as the market
portfolio. It is important to make a clear distinction between what is covered in this
chapter and what was covered in the previous chapter. To do this, let’s remember that in
the previous chapter the aim was to explain that ideal security was the term given to the
optimal security of all agents, and that it was the same for everyone. In this case, we're
going to detail the optimal security, which can be given by the combination of the risk-free
asset and the aggregate endowment of the economy.

To do this, we’ll start by defining a mean-variance utility function, which will help us

understand the proof of the theorem later on.

Definition 4.1.1. u : R5"! — R is called a mean-variance utility function if for any x =
(xo, x1), X’ = (x}, x;) € R x RS satisfies the following inequality:

(x0, E[x1], —var(x1)) > (x{, E[x1], —var(x})) 4.1)

then u(x) > u(x’). Which means that x is preferred to x’ if any of the following conditions are
satisfied:
(x0, E[x1]) = (x{, E[x1]) and wvar(x1) < var(x})

(x0, E[x1]) > (xy, E[x1]) and wvar(x1) = var(xy)

Defining which assumptions need to be considered when studying the CAPM model
is very important if we are then to be able to study whether there is equilibrium in the
economy. Although the focus of this dissertation is not on proving equilibrium, in order

to come to plausible and acceptable results, the economy must be in equilibrium.

Definition 4.1.2. An economy & = (V, (u!, w')) satisfies the assumptions of the Capital Asset
Pricing Model (CAPM) if:

(i) There are probabilities in the states of nature

(ii) There is a risk-less security: 1 € (V)

(iii) wi € (V),i=1,...,1

(iv) u' : R5*! — R is mean-variance, i =1,...,1I.

Having defined the assumptions of the model, we are now able to present and un-
derstand the following theorem, which is quite important, since it tells us how the ideal
security in equilibrium is given and what the market price in equilibrium is for an income
stream that is in the space (V). The proof of this theorem is also presented, which allows

you to better understand the whole theorem.

Theorem 4.1.1 (CAPM Equilibrium). If (x,z,9) is a financial market equilibrium of an economy
& = (u, w, V) satisfying the CAPM assumptions with var(w1) > 0, then:
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4.1. IDEAL SECURITY IN EQUILIBRIUM

(i) there exist strictly positive constants ¢” and c, such that the ideal security, y is given by:
y=c'1-can 4.2)

(i) the equilibrium market value of any income stream y in the marketed subspace (V') is given

by:
E[Y
cz(y) = T+7 E_ ; + ccov(wi, y) (4.3)
Proof:

Since w1 € (V), the budget constraints of an agent i can be written as follows:

wowg=-qz ] xp-wp=cq (@) —eq(x) (4.4)
xXi-—wi=Vz,z' eR xj € (V)
Let 7 be the security in (V') such that:
_ Ely] _
ciy) = [7, 4l = T2 + cov(7,y), Yy e (V) (4.5)

1+7

since E[7] = c5(1) = 1+. For each agenti = 1,...,1, let us take £! as the p-projection of
k] in the subspace (1, 71). |

Considering that £; € (1,7) and X; — ] € (I, 7)" we can then write the following
orthogonal relations:

7.7 - fiﬂp =0 c; (%) = c7 () (4.6)

[1%- ﬁﬂ]p =0e=E (%) =E (%) 47)

[#, % - #i] = 0and [1,% - 2] =0 E[%] = E[#]] = cov (£}, % - £}) = 0, which
implies that:

var(fi) = var(a?i) + var(fi - f;) (4.8)

so that var(fi) > var(a?i) if var(fi - 9?;) > (. Since:

1
I - 24|, = ((E [ - #1])” + var (% - ge;))z 49)
Given that E[fi] = E[J?i], it implies that fi - 3?5 = 0 if and only if var(fi - ﬁ;) = 0.
Since both f; and a)i are elements of (V'), and the costs of fi are equal to the costs of fi, it
follows that £ = (9?6, fi) satisfies the budget constraints of all agents.
As the utility function u; is mean-variance, if f; # 3?;, then u(x’) < u(%?) since
E [fi] = E[)?i] and var(fi) > var(a?;), which contradicts the optimally of f;. Therefore, we
conclude that fi = f;, and both are elements of (1, ) fori =1, ..., I, which implies that
i %= w1 € (L, 7).
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CHAPTER 4. CAPITAL ASSET PRICING MODEL

Since var(w1) > 0, w; is not proportional to 1. Consequently, (1, ) has a dimension
of 2, and thus, (1, 7) = (1, w1).
Thus, saying that y € (1, w1) implies the existence of constants ¢’ and ¢ such that

y = 'l - cwy. To establish the positivity of these constants, we begin by examining the
cost formula previously explored, now adjusted to incorporate the newly derived insights:

E(xi,*
Cj (ZI: 3?11) = (?l%;xl) + cov ()7, i fi)
i=1 =1 (4.10)

E(zL %)
=17 cvar (w1)

Since Zle fi = wy and cov (¥, w1) = —cvar(w1). Since var(wy) > 0, if ¢ > 0, then
E[xi]

<+ If this were true, then the

must be some agent for whom var(fi) > 0and c; >
consumption stream defined at the beginning of this proof ¥ = (3?6, E [fi]]l), since it
is less costly than x! belonging to (V), contradicting the optimally of x’. Thus ¢ > 0.
Mean-variances preference implies that if an agent’s maximization problem has a solution
then c;(1) > 0 must be satisfied, since c; = E[y] = ¢’ — cE[w1] > 0, and E[w1] > 0 which

makes ¢’ > 0 and so (i) is satisfied.

Proposition 4.1.1 (CAPM Formula for Equilibrium Risk Premium). Under the assumptions
of Theorem 4.1.1., the equilibrium risk premium on a security y in the marketed subspace (V') is
given by

cov (Ry, Ry)
var (Ry,)

(See the proof in Magill and Quinzii, 1996)

E(Ry)-R= (E(Rm) = R) (4.11)

Using the price formula presented in Theorem 4.1.1, it is possible to arrive at the return
formula presented in Proposition 4.1.1. As we will see later, the formula given by Theorem
4.1.1. is very important and it was considered necessary to introduce it in this Chapter as
it is the return or risk premium associated with a security y in the CAPM model.

4.2 Summary of The Ideal Security in CAPM

There are several important points to retain from the previous sub-chapter. Firstly, the
CAPM model, which is like the basic economics model presented earlier. The two are
similar when they refer to investors’ attitudes towards risk, which is represented by
the assumption that preferences have mean-variance characteristics. Secondly, we must
obviously refer to the ideal security and the fact that it is equal to the market portfolio, i.e.
it is given by the linear combination of the risk-free asset and the aggregate endowment

of an economy.
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4.2. SUMMARY OF THE IDEAL SECURITY IN CAPM

We can then see that the optimal security presented in the Theorem 4.1.1. takes us
a step further than what was presented in the previous chapter. Since in the previous
chapter we were able to equate individual security pricing with the optimal security of
each agent i and then conclude through Theorem 3.3.1. that optimal security is the same
for all agents in equilibrium, this leads us to conclude that it is the same as optimal
security in equilibrium. On the other hand, in this chapter, through Theorem 4.1.1., the
optimal security is equalled to the market portfolio, i.e. it can be represented by a linear
combination, as mentioned above. The ideal security and the price associated with an
income stream y in the space generated by (V) are important in later chapters, so it’s
important to make the whole subject clear.

Associated with a price we can always get a return. In this case, associated with the
price of the income stream y presented in Theorem 4.1.1, we can obtain a return and
through a few calculations we can easily arrive at the formula presented in Proposition
4.1.1. (You can see more in Magill and Quinzii, 1996).

A relevant interpretation to make, related to the result of Proposition 4.1.1., is that
the risk premium of a given individual security is the increase in expected return that
goes beyond the risk-free return obtained by being exposed to the risk of investing in
this security instead of investing risk-free in another safer security. The capital premium
associated with the economy-wide portfolio g, is the reward that is given in addition to
the return achieved by risk-free assets. The result of Proposition 4.1.1 is well known for

evaluating risk premiums in an equilibrium CAPM model.
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5

TaHE FINANCE MODEL WITH TRADING

CONSTRAINTS

In this chapter we are going to explain in detail the model with constraints to be studied,
which we will use in the next chapter to price financial products, adding trading restrictions.
This model has similarities when compared to the CAPM model.

In order to present the model, we begin by presenting the basic concepts, such as time
and uncertainty, since it is important to describe how time and uncertainty occur at any
given moment. In this case, we present a simpler model where there are only two periods
of uncertainty and, like the CAPM, there are finite states of nature in the second period.
Commodities and equities are all goods that are traded on the market. Consumers are an
essential part of the economy, and they are defined by their preferences.

In the case of this model, there are restrictions on transactions, which is the main
difference between this model and the CAPM. Trading restrictions basically mean that
there is limited access to all consumers in the market since consumers are restricted in
their access to certain assets.

To understand all these concepts, the following sub-chapters show us in detail the
model we need to study in order to be able to do the pricing in the next chapter. (This
model is based on the model presented in Eichberger et al., 2014).

5.1 Time and Uncertainty

In this model there are two dates t € 0, 1. Att = 0 there is no uncertainty since there is only
the state of nature s = 0. Att = 1 there is uncertainty since there ares = {1,...,s,...,S}
states of nature.

5.2 Commodities

There is only one commodity being traded on each of the dates in this model. We assume
that there can be negative consumption imposing bankruptcy penalties.
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5.3. EQUITIES

5.3 Equities

In order to achieve the optimal consumption of consumers by adapting to their preferences
agents can trade equities. Att = 0 therearej =1,...,], equities to be traded that at date
t = 1paydividends, y; = (Yi,, ..., Ys,;) € R}. The matrix Sx] ofall payoffs y of the equities
is denoted by Y. The price of these equities at date t = 0is denotedby q = (91,...,4)) € R{r.
All payments for equities are made in units of the commodity concerned by the transaction.
Equities cannot be sold in the short term. Let (zy,z¢) = (zp,21,...,2j,...,2j) denote a

portfolio of assets, being z; the units of the bond and z, the equities portfolio.

5.4 Consumers

There are I agents or consumers. Each agent is characterized by the consumption set
R1*S, a utility function ' : RIS — R that is continuous, continuously differentiable,
strictly increasing and concave and by an initial endowment of the commodity in each
state of nature. We denote by wg the endowment at date t = 0 and by w1 = (a)i, ceny a)g)
endowment vector at date ¢ = 1. The initial endowment related to equities is denoted by
5 €R.

We denote by x' = (xé, xi)e R1*S the consumption bundle of each agent i, i = 1,...,I.

To make the model more useful from an economic point of view, we add sufficient
structure to the model to be able to study equilibrium prices and their changes. Thus,
instead of general preferences, we assume that preferences are defined by a model with a

linear quadratic utility function continuously differentiable:

S
o 1 . N2
ul(xl):aaxf)—iz‘os(a’l—x;), i=1,...,1 (5.1)
s=1

(See more about this utility function in Eichberger et al., 2014).
Deﬁning‘as ap =3, 046, a; =Y, ai the aggregate preference parameters and by
w1 = Zle wy, 6 = ZL] 0" and K = |I|x the aggregate endowments of goods, stocks and

maximum loans.

5.5 Trading Constraints

In this model, trading restrictions will be introduced, agents are no longer allowed to
trade all equities or bonds. Trading restrictions are a widely accepted practice in the realm
of securities trading. Particularly in the case of derivative trading, investors are mandated
to maintain margin accounts, which essentially serve as a performance guarantee. These
transactions restrictions are determined by regulatory authorities, clearinghouses, and
intermediaries. The specifics of these margin requirements may be encapsulated by the
term (CON), and the precise format can vary depending on the margin requirement under

consideration.
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CHAPTER 5. THE FINANCE MODEL WITH TRADING CONSTRAINTS

The trading restrictions we will study are the following (inspired by restrictions on
transactions presented in Elsinger and Summer, 2001 and Gori et al., 2013):

(i) zp > —ao(q): How much we can borrow on the bond is limited, i.e. in this case, we
assume that each agent has only partial access, in a personalizes manner to asset markets.
We suppose that each agent cannot sell, that is, cannot borrow, more than a fixes quantity,
depending on asset prices. More precisely the maximum amount we can sell at prices g
of the bond, is given by a function that depends on the prices of equities multiplied by a
constant a.

(ii) qpzZp > —Vqe * (ze + 61): How much we can borrow on the bond is limited, i.e. in
this case, there is a requirement to maintain an income margin, the maximum amount we
can borrow on the bond depends on the investment on equities and their price multiplied

by a constant v.

5.6 Assumptions

Letu = (u!,...,ul), o = (0!,...,0!),and 6 = (6%, ..., ") be the individual utility, the
initial endowments of the good and of equities, respectively, and denote by V = [1 Y] the
matrix that gives us the payoffs of bond and equities. Let Z = R x ®RL-{6'}),i=1,...,1,
the set where the portfolios are chosen. We denote by & = (1, w, 0, V) the economy. In
this economy we have the following assumptions:

(A.1) (consumption sets) X' is a closed, convex and nonempty subset of RS+,

(A.2) (preferences) u': X' — R is continuous, continuously differentiable, strictly

increasing, and strictly concave.
(A.3) (endowments) o' = (0}, w}) € X' NR and 6" € R .

(A.4) (asset returns) the matrix V = [1 Y] has full column rank.

5.7 Budget Set

Since there is only one commodity in the first period and in each state of nature of second pe-
riod, and assets payoffs are given in units of the commodity, we set (po, p1,...,Ps,---,Ps) =
(1,1,...,1,...,1). We can then define the budget set as follows:

Xo = @y < =62 = e Z } (52)

Bi(g) = (xi’xi’zilzi)eRHSXZi ) ) : 1 '
(9) { 07 X172 Ze X —wl =Y <1zl + Yzl
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5.7. BUDGET SET

Definition 5.7.1 (Equilibrium). The equilibrium of an economy & = (u, w, 6, V) is a collection
of consumption plans, portfolio choices, equity and bond prices (%, Zp, Z., §) € R+ x 7/ x R{rﬂ
such that for all agentsi=1,...,1:

(i) ' € argmax {u’ (x') | (x', Z") € B (§)}, (optimal behavior)

(i1) 25:1 Zé = 0and Zle zi = 0, (asset market clearing)

(i) 25:1 ¥ = Zle @' + Y, (commodity market clearing)

Theorem 5.7.1 (Existence of equilibrium). Under the assumptions of A.1 — A.4 there exists an
equilibrium for the economy & = (u, w, 0, V).

In the specific case of this economy presented without restrictions, we can see the proof of
this theorem in Geanakoplos and Polemarchakis, 1986 and Geanakoplos, 1990. On the other
hand, we can see evidence of equilibrium when there are limits on access to credit, i.e. trading
restrictions in Carosi et al., 2009, Cea-Echenique and Torres-Martinez, 2016, Cea-Echenique
and Torres-Martinez, 2018, Cornet and Gopalan, 2010 and Faias and Torres-Martinez, 2017.

We are now at the point where we have explained in detail the model to be studied in
the next chapter. As we have already seen, this model is very similar to the classic CAPM
model. This model differs from the CAPM and the standard economics, presented earlier
because in that it contains trading restrictions, i.e., consumers have limited access to the
financial products on the market.
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6

PRICING OF FINANCIAL PRODUCTS WHERE
INVESTORS HAVE RESTRICTIONS ON

TRANSACTIONS

In this chapter, the main objective is to explain at the prices associated with the model
described in the previous Chapter, considering account the two trading restrictions that
have been presented and understanding how prices may vary when these restrictions are
added to the model.

In previous chapters we concluded what the price of a financial product associated
with the classic CAPM should be. In this case, where we add trading restrictions, the
aim is to understand how the equilibrium price of an income stream varies when we add
restrictions to consumer transactions in the model. Therefore, we present two propositions
and their respective interpretations, which lead us to conclude that the equilibrium price
varies when restrictions are present.

When we know the price of a financial product, we can then find out the return
associated with this financial product, considering its price. As with the price, the return
of a financial product also varies when restrictions are added to transactions. The return
associated with a financial product when there are restrictions is very similar to the return
of the same product when calculated taking into account the classic CAPM, although in
the case where there are restrictions there is one more term to be considered in the return
equation.

To interpret the variation of these prices we can use the envelope theorem (This can be
seen in more detail in Simon and Blume, 1985), which helps us to interpret how trading
restrictions influence each consumer’s utility function. This interpretation is done through
the Lagrange multipliers used to calculate the price associated with the income stream.

In the next sub-chapter, we will review the envelope theorem, which allows us to
interpret the Lagrange multipliers associated to the trading restrictions. These Lagrange
multipliers will appear in the cost and return of an income stream when the restrictions
are biding.

In order to explain in depth what has been said above, let’s move on to the following

30



6.1. ENVELOPE THEOREM

sub-chapters, where we can see the prices and yields associated with an income stream.
(All the calculations and conclusions presented in sub-chapters 6.2 and 6.3 were based on
the article Almeida et al., 2018).

6.1 Envelope Theorem

Consider the following optimization problem with two variables and a restriction, where

f and h are continuously differentiable functions defined on R?:

maXx(x,y) f(x, y) 6.1)
subjectto h(x,y)=a

Considering a as a parameter that changes depending on the problem at hand. For
any fixed value a, denoted by (x*(a), y*(a)) the solution of problem (6.1) and let p(a) be the
solution to the Lagrange multiplier corresponding to this solution. Thus y(a) measures
the rate of change of the optimal value of f with respect to the parameter g, i.e. the effect

of a unit increase in a on f (x*(a), y*(a)).

Theorem 6.1.1 (Envelope Theorem). Let f and h be two continuous differentiable functions of
two variables. For each fixed value a, let (x*(a), y*(a)) be the solution of problem (6.1) and with
the corresponding Lagrange multiplier u*(a). Suppose that x*, y* and u are functions of a. Then:

d
(@) = L ('), @)

The proof of Theorem 6.1.1 is in the Appendix.

The Lagrange multiplier associated with the restriction represents the change in the
optimal value of the function resulting from a small increase in the parameter 4. Or, in
other words, the Lagrange multiplier represents the rate of change of f(x*(a), y*(a)) with
respect to a. The Lagrange multiplier can also be interpreted as the shadow price related
to parameter 4, that is, it indicates how much the consumer is willing to pay for an increase
in the parameter 4.

In general, the restrictions can be more complex than the one presented in the problem
(6.1), as it is the case of the trading restrictions that we have stated in sub-chapter 5.5.
The envelope theorem also holds to problems where the restrictions are more general

functions of a parameter, h(x;a).

Theorem 6.1.2. Let f : R" — Rand g : R" X R — R be continuously differentiable functions.
Let x*(a) denote the solution of the problem of maximizing f(x) on the constraint set h(x;a) =0,
for any fixed choice of the parameter a. Suppose that x*(a) and the Lagrange multiplier u(a) are a
continuously differentiable functions of a. Then,

df * 8L * .
%(X (a)/ IZ) - %(X (ﬂ), u(ﬂ), a)
where L is the Lagrangian function for this problem.

See the Proof in Simon and Blume, 1985
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CHAPTER 6. PRICING OF FINANCIAL PRODUCTS WHERE INVESTORS HAVE
RESTRICTIONS ON TRANSACTIONS

We are going to use this last theorem in the sub-chapters 6.2 and 6.3 to better understand
the formulas that will be deduced for the cost or return of an income stream.

6.2 Equilibrium Pricing of an Income Stream

It is necessary, for this chapter, to make a connection between what is being done here
and the previous chapters that in some way serve as the basis for the realization of this
chapter. We can start by noticing that the following proposition refers to, as previously
defined, ideal security, but now this y stands for the equilibrium marginal evaluation of
income streams that can be generated with the financial structure given for this economy.

The following proposition gives us a formula for calculating the price of an income
stream m generated by a viable portfolio z™ for a given agent i with the respective

restrictions on transactions.

Proposition 6.2.1. If (X, Z, ) is an equilibrium of the economy & under the restrictions , ZZ >

—ao(g),i=1,...,1, then:
* v = (o, y1) satisfies the following condition: y = (ag, Lay — @1)

e If c(m) is the equilibrium price of an income stream m generated by a linear combination
of the existing | + 1 assets, with z™ = (z}',z;") being the respective portfolio, then c(m)

satisfies the following condition:

c(m)=E n E[m] - icov(m 1) + % (6.2)
ao ao ' a0
where &1 = Yi_ @l + Y6, =Yl uiand pi, i = 1,...,1 are the equilibrium Lagrange

multipliers associated to the restriction.

Proof:
We have the following constraints:

X — wh < —quzp — qe - Ze
Xy — w3 — Y06 < ]lz;7 +Yz,
zp 2 —ao(q)

Consider the following notation, xt = (xé, xi, coxk, xg) and z! = (zll;, zl) =
(zé, Zy e, z;., el Z;). The vector ! = (né, Teees Ty, ng) denotes the Lagrange mul-
tipliers associated to the budget constraints and u' the Lagrange multiplier associated to
the trading restriction.

We saw in sub-chapter 2.3 how we should apply the Lagrangian function and how it
should be constructed. So, the Lagrangian function associated to the consumer problem
is given by, Li(x', 2/, ', u) = u'(x) — mi(x} — wl + qozi + qe - 21) = T3 mi(xl - @l -

ZLl Ys,jé; - zli - 25:1 Ysiljz;) + u(zp + ao(q)).
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6.2. EQUILIBRIUM PRICING OF AN INCOME STREAM

Since X' and z' are the optimal choice of consumer i, the following conditions have to
be satisfied:

Li(gi 51 i i iz ‘
J (JC,Z,H,H):0(:)81,1(x):Z

%0 o ua (6.3)
JLi(x!,z!, m!, u?) oui(x)
= — = =1,... 4
Ix. 0e Ix. Ty, S ,...,S (6.4)
OLi(x 2zt i, il , S ,
(x azzn ‘U)ZOC}—T((Z)qb‘FZT(;-F[LLZ:O (65)
b s=1
aLi(xilzi’ ni/ i) [ = > 1 .
T —0e gy Yy =0, =1, (6.6)
Zj s=1
JLi(x!, z!, i, ul S . _
(X;T” “):o@x;)—w5+qbz;+qe-z;:o 6.7)
0
OLI(xi,z!, mi, i) ' o J | ‘
pr ZO‘:’x;_w;_ZYSJ‘S;'_ZIZJ_ZYSJZ;‘:0'521""'8 (6.8)
j=1 j=1
aLi fi/zl’/ i/ i .
&,z m “):o@z;mo(q):o 6.9)

du
Using (6.3) and (6.4) to replace into the equations (6.5) and (6.6) we then have:

OLE, 2 ) _ o dw'E) >y Jul(x)

0 —u 6.10
0z dxg qv p— 0x; H (6.10)
ILi(x!,z!, mt, ul) dul(F) . < dul(x) .
=0 - i+ Y;:,=0,7=1,..., 6.11
0z 0xo i ; oxs J J (6.11)
Let ) )
Yig - Y1 oo Yy
Y = YS,l e YS,]. .. YS,]
| Vo1 0 s oo Yo |
Taking T, and T; as:
T, = — and T, = e
1 Y
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CHAPTER 6. PRICING OF FINANCIAL PRODUCTS WHERE INVESTORS HAVE
RESTRICTIONS ON TRANSACTIONS

Then from (6.10) and (6.11), respectively, we can conclude that:
(vul(x'), Ty) = -

(vu'(x"), T,) = (0,...,0)

These are the inner product between the gradient of the utility function and the T,
vector and the inner product between the gradient of the utility function and the T, vectors,
respectively.

- [7 b - ﬁ e

Lett=Tz =
1 Y

m
Zp
m

Ze

Making (vu'(x'), t) we then have:

i _ [ouiE) auizl)y  auwieh)| | —db  —qe zy'
(vui(F), 7) = |2 20 20| =
% om N
_ u'(x') = u'(x") u'(x") Ju'(x') = du'(x") u'(x") Zb _
_[_axo qo + dx1 Tt 0xs T T oxg Je + dxq i+t dxs YS] Zm]
e
_ ai—i)_ ai—i ai—i) ai—i)_ ai—i ai(—i
- (2500, 20y ) (20U Uy B
dui(xh) = | dul(xh) ) oul (x%) ) Jul (x7) = ou'l (x%) oul (xh) _
(_ Jx9 qj + ox1 Yl/] Tt dxs YS/]) Z;'ﬂ+. ) '+(_ 2x0 q7 + ox1 Yl/] oot dxs YSJ) Z}ﬂ -
o i iziy\S o o : .
Given that vu!(¥!) = (agig ), (%auag ))5:1) and thatu® (¥') = alxi-1 322, ps (o - f;)z, i=
1,...,1I, then we have that:
du' (%) ; du' (%) A ;
= a} and =ps(a} —%),s=1,...,S.
ax0 0 Ixs pslay = %)
That is,

i

vu'(z') = (af),ai - fi, e, 0y fé).
If we add in all the agents we get:

(Zle g, Sia ay =T, Sia ay - JEZs)
= (g, a1 - X1, X, a1 S fls) = (ag, 011 = (w1 + Y0)).

Finally, we have:

(Tl vul(E), 1) = -l piz © (@, a1l — w1 = Y0), (=c(m), m)) = Sz o
—c(m)ag + {(a1l — w1 = YO),m) = — Zle Wz, <
& —c(m)ag = - Y1 pizl" = (a1l — w1 - Y),m) &
V1

o

1 o bz
E[m] - — , + —.
m [m] ” cov(m, @) ”

S c(m) = ﬂ,m>+#z—m:E
ag
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6.2. EQUILIBRIUM PRICING OF AN INCOME STREAM

The equation 6.2. defines the equilibrium price of an income stream generated by the 1+]
assets in the economy &. In the case of this pricing formula, if we have yi =0,i=1,...,1,
i.e. the restriction is not biding for any consumer, and/or ZIT =0, i.e. the income stream
m is generated by a portfolio in which the bond is not traded, then the pricing formula
would coincide with the classic CAPM formula, already presented above.

If an income stream m is generated by a portfolio where the bond is traded and for
at least one consumer the restriction is binding, that is, yi > 0 for some i, then the term

that differentiates equation 6.2 of the classic CAPM formula, %;l is different from zero. If

m
b

is lower than in the classic CAPM. If the bond is being used for investment, i.e. ZZZ >0,

the bond is being used to make a credit, i.e. z;' < 0, then the cost of the income stream
then the income stream cost is higher than in the seminal case. Therefore, the disutility
of at least one consumer for being constrained (he cannot trade the portfolio that would
be optimal if it were not subject to restrictions) has an impact on the price of any income
stream generated by the financial market, if this income stream involves the trading of the
bond.

Let us apply the envelope theorem with the aim of interpreting the Lagrange multiplier.
The Lagrangian function for the consumer problem with the restriction (i), is given by,
Li(x, z!, 7!, u') = u'(x") - né(xé — a)é + qbzliJ +qe-zl) - Z;S:l s (xl — wl — 25:1 Ys,jéj. — zé —
ZLl Ys,]-z;) + yi(zli7 + ao(q)). If the restriction is biding, from the envelope theorem we
obtain,

ou' i L' i i i i
— x5 a) = x',zh,nt,utha) = po(q).
T (@ha)=—( pha)=u'olq)

Then, we can interpret the Lagrange multiplier yi,i =1,..,1, as the ratio between the

shadow price for consumer i, associated to the parameter « and the function o evaluated
at the assets equilibrium prices. Thus, the additional term in the pricing formula depends
on the shadow price of the parameter a.

Proposition 6.2.2. If (%, Z, §) is an equilibrium of the economy & under the restrictions , §yZp >
—vGe - (Ze +01),i=1,...,1, then:

* v = (o, y1) satisfies the following condition: y = (ag, Lay — @1)

e If c(m) is the equilibrium price of an income stream m generated by a linear combination
of the existing | + 1 assets, with z™ = (z}',z;") being the respective portfolio, then c(m)
satisfies the following condition:

[(qez) +vie - z;")

ag '

c(m)=E [%] E[m] - aiocov(ah,m) + (6.12)

where &1 = Zle a)i + Y6, u = Zle yi and /Ji, i =1,...,1 are the equilibrium Lagrange
multipliers associated to the restriction.

The Proof of the Proposition 6.2.2. can be found in the Appendix.
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CHAPTER 6. PRICING OF FINANCIAL PRODUCTS WHERE INVESTORS HAVE
RESTRICTIONS ON TRANSACTIONS

The first part of this pricing formula is the same as that we have obtained in Proposition
6.2.1 and is equivalent to the formula of the classical CAPM model. However, the cost of
an income stream with the trading restriction (ii) has also an additional term. This term
involves not only the Lagrange multipliers associated with the restriction and the replica
portfolio of the income stream, as it is in the case of restriction (7), but also the prices of
the underlying assets of the economy. Actually, the term 7,2, + v{. - z;' seems like the
value of the income stream but with the prices of the equities being modified through the
parameter of the restriction. If for at least one consumer the restriction is biding, that is,
yi > 0 for some i, and the income stream is such that the portfolio replica satisfies me >0
and z" > 0 then the income stream cost is higher than in the classical CAPM. The opposite
holds when the portfolio replica satisfies §pz;" + v - z;" < 0. In particular, if the bond
and the stocks are being traded to make credit, the cost of the income stream is smaller
when in the case without restrictions. Regarding the parameter v, we can conclude that if
v increases and the restriction still biding for some consumer, then the additional term is
higher. This is related with the great demand for credit.

This leads us to conclude that the price rises when agents have limited access to assets
in these two specific cases.

Applying the envelope theorem to the Lagrangian function for the consumer problem
with the restriction (i7), L'(x’, z', ', u') = u’(x") - né(xé - a)é + qbzé +qe-zl)— Zle il (xl -
wl — 2521 Ysi,jéj. -z} - Z§:1 YS"’].Z;) + 1 (qoz; + ve - (z& + 6.)), we obtain,

du . ; L i PN i i i
E(xzv)—z(xzzzﬂ,/«lﬂ/)—/«l% (Ze+6e)'

The shadow price for an increase in the parameter v is given by the product between
the Lagrange multiplier associated to the restriction and the value invested in the equities.
The higher the value invested in the equities the higher the shadow price associated with
the parameter v.

Notice that the Lagrange multiplier yi’ is the ratio between the shadow price associated
to the parameter v and the value of the portfolio of equities, that is, it represents how much
is the consumer willing to pay, per unit of the value invested in equities, to weaken the
short sales restriction of the bond. The value that investors are willing to pay to weaken
the short sell restriction on the bond is reflected in the price of an income stream. The

higher the value, the higher the cost of an income stream.

6.3 Equilibrium Risk Premium of an Income Stream

In this sub-chapter the goal is to know the return (or risk premium) associated with the
prices we attained in the previous sub-chapter. To understand more about the return or
risk premium, this topic was already covered in Chapter 4.

We define the return per unit of income invested associated with portfolio z™ as

Ry = %, if the price of an income stream m is positive (c(m) > 0) and we define the
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return of the market portfolio z91 a8 Rg, = @1/cz (@1) when ¢; (@1) > 0. The excess return
of portfolio z is the random variable R : S — R defined by R,, = R — R, where R = 1 + 7
and 7 is the risk-free rate. The expected value of R;,;, defined by E (R;;) = E(Ry;) — R,
is called the risk-premium of portfolio z™. Similarly, we define the risk-premium of the
market portfolio as E (Rz,) = E (Ra,) — R

Proposition 6.3.1. If (X, z, ) is an equilibrium of the economy & under the restrictions ZZ >
—ao(g), i =1,...,1, then the equilibrium risk premium of a portfolio z™ associated to the income
stream m generated by the asset returns matrix [1 Y | is:

E[RM] = ,81’11,5)1E[R(7)1] + f(‘u)g(ﬁm,ﬁ?l)
where:
_ cov(Ry, Rg,)
Pman = var(Rg,)
is the beta coefficient associated with the income stream m.
fiz]'R

f(‘u):a - [iz))

and §(Bm,a,) = (1 - ﬁ) - (1 C(wl)) Bm, @, 1S an increasing function of B, ;-

Proof:
Consider the price of an income stream m settled in Proposition 6.2.1.,
Z ~ iz} 7 ~
e(m) = E | 2| Elm] - Leovim, @) + 22 = E | 2| Em] = Leoo(m, @) + K
From where K = %

Considering R the interest rate for a risk-free asset we obtain:

el

Substituting this expression into the initial price formula we then have:
c(m)+%cov(m,(b1)—K

(1+r)+K(:>E[7/1

] 1-K
ao

- 1+7

c(m) = 1+rE[m] —cov(m @)+Ke I =E[m]
< E[m] = 11%17( [c(m) + —cov(m,cbl) - K] S
= C([n":)] = 47 [1 + - C(m)cov(m @1) — C(I;)] =
ol _(147)= 12 [1 + s cou(m, @) - C(m)] _ oK) e
o1 47)= 1 [1 + o cov(m, @) — 5~ (1- K)]
= f([n":} -(1+7) =£% [K + - C(m)cov(m 1) — C(m)] =N
& 2 - (14 7) = 75 cov(m, @) + (1+ 7y (1- )

Rewriting this formula for the market portfolio then gives us:
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Hanl _ (1 4 7) = (Lo 1T var(@1)+(1+f)§<(1— L) e

c(@1) 1-K agc(@n) c(@1)
& ﬁl—v?(%ﬂ = f([a“jll) 1+7) - (1+7)E (1- )
‘:’ﬁ%:v;%})ﬂ[c(zll)]_(l"’r)_(lJrrLK( can )]
And so we have:
ol - (1+7) = el 2 o (14+7) % (1- 5) &
& 7) = COUC(&)@” vfl(rfal,)l) [f([z,’ll)] -(1+7) -1+ ( - ﬁ)]ﬂl#)% (1 -5
‘:’ )= s [ e - e+

-\ _K 1 cov(m,r) c(@n)
+(1+ r)ﬁ [(1 - c(m)) (1 - c((I)l)) c(m) : var(al)l)
We therefore have that:
E[Rm] _ cov(Ry, RNI)E[R(DI]+% [( _ L) (1_ 1 )cov(Rm,R(;,l)]

var(Rg;) c(m) c(@1) var(Raq)
From where we have to: )
_ cov(Rm,Raq) ~ fiz;'R 1 1 cov(Rm,Raq)
E[Rn] = o E[Ray | + ot [(1 - W) - (1 - c(@n) e ] o

E[Rm] = ﬁm,cblE[R(Dl] + f(lu)g(ﬁm,du) (6-13)
cov(Ry,, Rwl)

where o, = =z 0 fl1 )= o yz'" and g (Bm,a1) _( ﬁ) B (“ﬁ)ﬁm":’l'

Taking equation (6.13) into account, we can see that the term f8,, o, E[R, ] is equal to the
term present in the classic CAPM. This risk premium term is the inner product between
two terms, the parameter f,, 5, and the expected risk premium E[R,] that investors
demand from the market portfolio. The f,,, o, can be called the quantity of risk, which
measures the volatility, the systematic risk of a z" portfolio when compared to the market
as a whole. Thus, we can interpret 8, @, as the sensitivity of the expected risk premium of
an income stream m to the market income stream @1. When this term is less than 1 then it
refers to an income stream m with a lower volatility than the market or to income streams
whose price movements are less related to the market. When the term is greater than 1
then generally the z™ portfolio its volatility is more correlated with the market portfolio.

Considering this second term in equation (6.13) we can conclude that it is new and not
present in the classic CAPM formula. In this case, when the restrictions are not active for
all agents, i.e. u' = 0, then the additional term is zero and we recover the risk premium
of the classic CAPM, just as it does when the income stream m is being generated by a
portfolio where the bond is not being traded, i.e. z;' = 0. Conversely, when income stream
m is being generated by a portfolio where the bond is being traded and the restriction is

active for at least one consumer, then the restriction has an impact on the risk premium.

Corollary 6.3.1. When trading constraints are binding the influence of the systematic risk on the
risk premium is greater.

This corollary is the result of what can be concluded from Proposition 6.3.1, since
when there are trading restrictions the risk premium associated with an income stream

has an additional term that also depends on ;-
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Proposition 6.3.2. If (X, z, §) is an equilibrium of the economy & under the restrictions qyzp >
—BGe - (2o +01), i =1,...,1, then the equilibrium risk premium of a portfolio z™ associated to

the income stream m generated by the asset returns matrix [1 Y ] is:

E[Rm] = Bm,a: E[Rar] + f(1)8(Bm,ar)

where:
cov(Ry, Ra,)

P = var(Ra,)

is the beta coefficient associated with portfolio z™,

ﬁR(qbz?R +vqe - 2]")

ao — i(qpzy +vqe - z¢')

flw) =
and §(Bm,a,) = (1 - ﬁ) - (1 - ﬁ) Bm, @, 18 an increasing function of B o, -

As in the previous case, when the restriction is active for at least one of the consumers,
then the restriction also has an impact on the risk premium.

In the same way that it was possible to relate the two propositions presented for pricing,
we can now relate the previous propositions, where we obtained the risk premium in
equilibrium. In these two propositions, we obtained a risk premium result that is similar to
the classic CAPM formula, although in this case we also have a new term that differentiates
the two formulas. So, generalizing from the two propositions presented, we can conclude
that the risk premium associated with models where there are restrictions on transactions
has a part that is identical to the classic CAPM, and a new term that comes from the
restrictions and includes the Lagrange multipliers associated with the restrictions. Thus,
we see that there is clearly a difference between the result of these propositions and the

risk premium result that we showed in Chapter 4.
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7

CoNcLUDING REMARKS

The purpose of this dissertation was to show how the pricing of financial products varies
when investors have trading restrictions and in the context of the CAPM. When there
are trading restrictions, agents have limited access to market assets. In order to derive
closed price formulas, it was necessary to consider that investors have mean-variance
preferences. Therefore, we gradually explained all the concepts needed to understand the
main objective of this dissertation. In addition to the prices, it was also possible to calculate
the return associated with each price, which allowed us to extend our conclusions.

Presenting a standard economy in such detail was very important in order to under-
stand the chapters that follow, and to better understand this topic, we also presented
some examples. We also described the ideal security of an agent i and its result of this
in equilibrium, in the CAPM model. Based on all the concepts that had already been
explained, it was easy to introduce the financial model where we introduced restrictions
and which we used to study pricing and the risk premium.

For this dissertation we considered a model based on the one presented by Eichberger
et al., 2014, with the introduction of restrictions on securities transactions in this instance.
With limited access to securities on the market, we tried to understand how this would
affect their price.

Throughout this dissertation we have been able to realise that the prices associated
with income streams do indeed vary when there are restrictions on transactions and
the same applies when it comes to the return associated with them. As we can see, the
formulae obtained are similar to the results of the classic CAPM model, which allows us
to compare the new prices associated with income streams when there are restrictions

with the prices when there are none.

In a future work, it would be very interesting to study other restrictions. It would be
interesting, for example, to study a model in which two restrictions were included, or
even to combine the two restrictions studied in this dissertation in a single model and see
how the price would change. It would also be interesting to see how the price changes,
not only in comparison to when there are no restrictions, but also in comparison to when

there are fewer restrictions.
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We could also consider a case in which there are endogenous and exogenous restric-
tions in the same model, and to understand, based on models that consider exogenous
restrictions (in this dissertation) and models that consider endogenous restrictions (as in
Sabarwal, 2003, Carosi et al., 2009, Seghir and Torres-Marinez, 2011, Hoelle et al., 2012,
Gorietal., 2014 and Cea-Echenique and Torres-Martinez, 2018), how the price of financial

products varies.
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APPENDIX

This appendix contains calculations of Exercises or Proofs of Propositions presented
throughout this dissertation.

Exercise 2.1.1.

To reach the equilibrium of this economy let us first focus on the maximization problem
of the agent 1:

max In(xg) + %(% In(x1)) + %ln(xz))

- 19 — 19

Xo=% — gz Xo=% —4z
say xp=1+z S xp=1+z

X2=3+0Xz x2=3
Then
max ln(% - qz) + %(% In(1+2z)+ %ln(3))
0 —-q 1 1 —-q 19
<~ = i :0 = —4 —4: _— = =
A bk Tl e A T

19 119 4

0‘(:)_5(]2::4(7_?@2 =m—g

We now turn our focus on the maximization problem of agent 2:

max In(xg) + %ln(x1) + %ln(xz)

_2 _2
Xo=% —qz X0 =% — gz
say x1=5+z S 4 x1=5+2z
X, =3+0Xz x1=3

Then
max In(% - qz) + 1 In(5+ z) + £ In(3)

J —q 1 1 21 21
— =0 + =X =0 -30g-6gz+ — — =0 -7gz=30g - — &
9z Ay, 6 5+2 IRy T ==
,» 21 30
5= — — —
569 7
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1.2 19 4 21 30 1064q +840g 178 1064 + 840
Zi+z2=00 ——t———==08 ————— = — o ————
40g 5 b56g 7 224047 35 %

= 2240 &

Thus we have the following solutions to the problem:
#,7)=(1,1,1,0.17)
(x5, % ‘%,x;, 1) = (2.035,3,3,2)
(xo,x x ,z%) = (2.965,3,3,-2)

Proof of Theorem 6.1.1.

The Lagrangean function associated with the optimization problem (6.1) is as follows:

L(x,y,u,a)= f(x,y) — u(h(x,y) — a) (A1)

with a taken as parameter. Thus, the solution (x*(a), y*(a)) satisfies the following
conditions:

OL(x, 1, 1, d
= ayx ) (x"(a),y*(a), p'(a);a) = 0 & % (x"(a),y'(a), H*(a))—u*(@g—i (x"(a),y"(a), p*(a)) = 0
dL(x,y, u,a) af

3y (x*(a),y*(a), u*(a);a) =0 & 9y (x*(a),y*(a), M*(ﬂ))—u*(ﬂ)z—; (x*(a), y"(a), u*(a)) =0
for all a. Furthermore, since & (x*(a), y*(a)) =g forall a,

dx v
,y)

o
dx

( )=1
for every a. Therefore, using the Chain Rule and equations (4) and (5),

f

2 f )y =

= H” -1
Proof of Proposition 6.2.2.
We have the following constraints:
xé wh < —qpZb — e - Ze,j
xX]— a)l Yo <1zp+ Yz,
qvzp = —vqe - (ze + 6L)

Consider the following notation, xt o= (xé,xi,...,xé,...,xg) and z! = (z;,zé) =

(zé, zi, ... ,z;., .. ,Z;). The vector 7! = (nf), ni, el né, el né) denotes the Lagrange mul-

tipliers associated to the budget constraints and u' the Lagrange multiplier associated to
the transaction restriction.
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The Lagrangian function associated with the consumer problem is givenby, Li(x?, 2, i/, u') =
uf(xl) - (X — 9)6 +’qbz; + e+ Zp) = Yoo Xy — wi — Z;Zl Y505 =z, = Z;Zl ¥s,jz) +
u'(qezy, +vae - (2o + 6;))

Since %! and z' are the optimal choice of consumer i, the following conditions have to
be satisfied:

OLi(x,z!, mil, ) Ju' (%)
_ _ A2
e 0 %0 700 (A2)
oL, 2, 7!, il (&
W2V i) g E) (A.3)
Ixs X
oL(x',z', ', ut) S I
- =0 —mi g + Z nl + uid, =0 (A.4)

s=1

JLi(x!,z, ', i - ZS : - :
( 82‘ ‘u ) = O < _T((Z)qj + T(;YSJ + [UIVQJ' = 0/ ] = 1/ oo r] (A5)
)

s=1

JoLi(%,Z!, !, yi)
87'(0

=0 Xy —w)+qpZ) +Ge -2, =0, (A.6)

8Li(fi,2i,ni,yi)
0Tt

J J
=0 -wl- ) Y 8-z - > Y,Z=0s=1..S (A7)
j=1 j=1

PLIE, 2, )
du
Using (A.1) and (A.2) to substitute into the equations of (A.3) and (A.4) we then have:

=0 & pZ +vie - (2, +0)) =0 (A.8)

JL! oul(x))_  Jul(x') <_
— =0 - + =—u A9
2zp dxg qb X H o (A9)
JdL! du'(x") _ Ju'(x") .
— =0 - + Y, i = —utvg; A.10
0z dxg e sz:; oxs Hva; ( )
Y11 Y1, Y1,
LetY=1| Y;; --- YS,]' e Y
 Ysq o0 Vs oo Yo |
Taking T, and T; as:
_(7b _E]e
Ty = eT, =
b 1 ‘ Y
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Then from (A.8) and (A.9), respectively, we can conclude that:

(vu' ('), Tp) = —u'Gy

(vul(¥), T.) = ~pvie
Zy
z'

Making (vu'(x'), T) we then have:

_(711 —67@
1 Y

Lett =Tz =

o P51y 9y (% i(xi —qp, —q z"
(vul(eh), o = 25 ag 2gm | TR T R =
1 Zp
_ Juwi(r) - oui(E) , | wi(E)  qui(E) - | Jui(x) L aui(E) Zy | _
- [ T T oxg qo + dx1 + + oxs dxo Je + dx1 Y+ + oxs ¥s 2 -
e

_ _aui(ii) — du'(zh) . oul () \ _m _3ui(a?i) - du'(zh) o du'(zh) mo ...
= ( ol L o SRR - o )Zb +( T Nt Nt =Y 2

dul(x) | dul(x)y, dui(x)y, Jul (x) Jul(x) L duiE) m
(— o it Ton Y+ + T YS,]) z]’.”+...+(_ e q}”+ o Yij+--+ T Ys,]) zy' =
—pzy = pvie - zg'

.. iz iziy\ S o . . .
Given that vui(#) = [ 24&) (la” (x )) )andthatul (') = af %) -3 > 1 ps (af —x5)°,i

Ixg Ps dx;s s=1
1,...,1I, then we have that:

ou'(x) ol (%)
X

—af) and — - :ps(ai—fé), s=1,...,S. Thatis,

dxo

vu'(x') = (aé,ai - X, ... ,ai - Xg).

If we add in all the agents we get:
(Zle g, Siat ay =%, Sict ay - JEZs)
= (Oéo, a - Yl x, L a -3 fé) = (ag, 011 — (w1 + Y0)).
Finally we have:
(Niey Y (1), T) = = iy ffiez) = Nimy fvie-zl' & ((ao, arl—w'=Y8), (=c(m), m)) =
—[gpz) = viage - 2" & —c(m)ag + (1l — @' = Y'), m)y = —gpz)" — qvie - z' ©
& —c(m)ag = —{gpz)) — pvie - z;' — (a1l - o' =Y&),m) o

{qp

_ m | _ (A, oMy, =
& clom) = (R, m) + S & B~ [ B Bl - Ficouon, an) + TS

a g

Proof of Proposition 6.3.2.
Consider the price of an income stream m settled in Proposition 6.1.2:

c(m)=E [Z—;] E[m]—aiocov(m, d1)+%(w s c(m)=E [Z—;] E[m]—aiocov(m, 1)+

B(gpz)) +vae-z;")

From where K = m

Considering R the interest rate for a risk-free asset we obtain:
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1=pg2 ](1+R)+K®E[Z;] 1;11:

Substituting this expression into the initial price formula we then have:

c(m)+ai0cov(wl,m)+l<

c(m) = LEE[ m] — icov(zbl,m) +Ke = =E[m] &
< E[m] = 1+R xle(m) + —cov(wl, m)+ K] © -
e C([m) 1+R R[1+ = C( sy cov (@1, m) + (m)] o
o C(m) - (1 +R) = %fﬁ[ ~ C(m)cov(w1,m) + C(m)] 1+R(1 -K)o
= C(m) -(1+R)= %13[ m C(m)cov(w1, m) + (m) -1+K)] e
S C(m) -(1+R) = 1—11_2[ aoc(m)cov(wl,m) + C(m)] =
o C(m) -(1+R)= lK aé:(ﬁ)cov(wl, m)+(1+ R)l_K(l - ﬁ)
Rewriting this formula for the market portfolio then gives us:
E[wﬂ —(1+R) = g2 var(@) + 1+ R (1 - ) ©

1)
1 1+ (@1) _ E[w] 5y K 1
ﬁa_oUZ(er)l = C(Z;]l) —(1+R) - (1+R)Tg(1- @) ©

o R = SO HB (14 R) - 1+ R) £ (1 - 25)]

K ag var(@y) L c(@1)
And so we have:

II

E[m] 1 1+R cov(@q,m) R)_K
c(m) -(1+R)= }K? (~c)(ml)E[~4]_ (1+R)Zg(1 - c(m)) <
cov(y,m) c(@ w 5 5\ K 1
& C(m) —(1+R) = C((iﬂl) )W(r@;)[g%@%—(1+R)—(1+R)1_K(1 c(wl))]+(1+R)ﬁ(1;Tm))) ((:3)
cov(wy,m) c( [ 5 5\ K 1 cov(wy,m) c(
< c(m) ~(1+R) = o sy~ (WHRI+HA+R) 22 [(A-5) - A=) o sar@n
We therefore have that:
_ cov(Rg, ,Ry) KR 1 1 cov(Rg, ,Rp)
E[Rm] = WIQ)E[R J+ (- m) -(1- W)W]
From where we have to:
_ cov(Rap, ,Rm) yqbszﬂthvze 1 cov(Rg, ,Ry) _
E[Rm] = WE[R HW[O_W)_G_W)W] © E[Ru] =
BomERo,] + FG08(Bo) N
COU(Rpq ,m iR R+ e'Ze
Where o, = ==, f(1) = ity and g(Bam) = [(1 - ) - @

)COU(Rﬁ)l /Rnl)
c(@1)’ var(Ra,)
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