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1. Introduction

Government intervention through direct trading is a common way to stabilize financial markets, especially during a financial
crisis or a stock market meltdown. For example, in August 1998, at the peak of the Asian financial crisis, the Hong Kong government
spent HK$118 billion and purchased shares of 33 constituent stocks of the Hang Seng Index (HS) to stabilize the stock market. During
China’s stock market turmoil in 2015-2016, the Chinese government organized a “national team” of securities firms to intervene
in the stock market. To combat the 2007-2009 global financial crisis and the COVID-19 pandemic in 2020 and their aftermaths,
the United States Federal Reserve (Fed), European Central Bank (ECB), Bank of Japan (BOJ), and other central banks purchased
large quantities of government securities, mortgage-backed securities, corporate bonds, and equities. From 2002 through 2018, the
BOJ constantly purchased Japanese stocks through the purchases of exchange-traded funds (ETFs) to stabilize financial markets and
stimulate the economy.! Although the motives and consequences of these trades continue to be intensely debated, how information
disclosure influences the effectiveness of government interventions has received substantially less attention.

In this paper, we develop a market microstructure model of government intervention with information disclosure where a
large player—the government—has two private signals: a price target signal and a noisy signal about fundamentals. Should the
government publicly reveal its own information when making intervention decisions? For example, the government has a price
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target. Investors are uncertain about the target, and their beliefs are described by a normal distribution. The government’s policy
decision is to decide whether and how clearly it should communicate this target. Full disclosure is to announce the precise target
to the public, and partial disclosure is to announce it with noise. This issue has been hotly debated in relation to regulatory stress
tests of financial institutions (e.g., Goldstein and Sapra, 2013; Schuermann, 2014; Goldstein and Leitner, 2018). In particular, there
are different views on whether the results of such stress tests should be publicly disclosed [see Goldstein and Sapra (2013) for a
survey]. In our model, we examine this debate in a scenario of government intervention through informed trading. We explore the
desirability of communications when the government is attempting to stabilize financial markets. For this purpose, we formulate
four scenarios of information disclosure (no disclosure, releasing the price target, releasing the noisy signal about fundamentals,
and releasing both signals) and examine how each one influences the effectiveness of government interventions, especially in terms
of financial stability and market quality.

In our benchmark model without information disclosure, we introduce a stylized government with private information into the
standard Kyle (1985) setting in which the insider trades on information to maximize profits, a government with two independent
private signals trades alongside other market participants to stabilize financial markets, noise traders provide randomness to the
financial market, and the market maker clears the market using the weak rule of market efficiency. We then formulate three scenarios
of full information disclosure (releasing the price target, releasing the fundamental signal, and releasing both signals), in which the
information sets of both the insider and market maker are revised and the equilibrium results are changed accordingly. Finally, in
extended models, we consider partial information disclosure and correlated signals as a robustness check.

We derive three important messages from our analysis. First, information disclosure negatively affects financial stability. In
particular, no communication is better than releasing either of the two independent private signals (e.g., a price target signal and a
noisy signal about fundamentals), and releasing either one is better than releasing both. The intuition is as follows. The Kyle-type
model is well known as a standard setting in which economic agents trade on their private information to achieve their goals. In our
model, by trading on its private information, the government drives asset prices to the price target, shortens the distance between the
price and the target, and stabilizes the financial market. Once private information is disclosed, the government loses its informational
advantage, thus its intervention is less effective. Releasing one signal implies reducing its information advantages, while releasing
both signals is equivalent to abandoning all informational advantages. As a result, the performance of a government intervention
declines. Furthermore, releasing the price target is worse than releasing the noisy signal about the fundamental, since the price
target signal is more closely related to price stability than the fundamental signal. Ultimately, private information is likely to be
an important prerequisite for a successful government intervention. Information disclosures reduce the government’s informational
advantages, deteriorates its stabilizing ability through direct trading, and hence negatively affects financial stability.

Second, under different scenarios of government intervention with communications, there may be potential tradeoffs between
price stability and price efficiency. To explain this result, we identify two different effects of information disclosure on price
efficiency: the noise effect and the information effect. In the scenario of releasing the noisy signal about the fundamentals, the
noise effect removes informational noise in financial markets and hence directly improves price efficiency, while the information
effect reduces private information in financial markets, reveals more of the insider’s information, and hence indirectly improves
price efficiency. Ultimately, both effects improve price efficiency. Adding the negative effect of information disclosure on price
stability, we conclude that the release of the fundamental signal induces tradeoffs between price stability and price efficiency: it
decreases price stability but increases price efficiency.

However, there are no such tradeoffs in the situation where the price target is released, since it simultaneously reduces both
price stability and price efficiency. The release of the price target deteriorates the informational advantage of the government and
decreases price stability. Moreover, the release of the price target removes exogenous noise (i.e., the price target as a noise) in
financial markets, thereby improving price efficiency (noise effect), while it decreases market liquidity, reduces the insider’s trading
intensity on his information, thus decreasing price efficiency (information effect). Since the negative information effect on price
efficiency dominates the positive noise effect, the release of the price target also reduces price efficiency. Thus, price stability and
price efficiency are both reduced, which implies that there are no tradeoffs between them in this situation.

Third, the release of different signals has different implications for market liquidity. Relative to our benchmark model without
information disclosure, releasing the price target removes noise in financial markets, which decreases market liquidity, while
releasing the noisy signal about the fundamentals reduces private information in financial markets, which improves market
liquidity. Releasing both signals has two opposing effects on market liquidity, and the net effects hinge on the extent to which
the government cares about financial stability. Specifically, if the government places an equal weight on both financial stability and
cost minimization, then the positive effect on market liquidity of releasing the fundamental signal dominates the negative effect
of releasing the price target, which deepens the financial market. However, if the government cares more about financial stability
than cost minimization, the negative effect of releasing the price target dominates the positive effect of releasing the fundamental
signal, which lowers market liquidity.

Our paper is related to two strands of literature. The first strand consists of the literature on the financial market implications of
government intervention through direct trading. Four theoretical studies are most related to our study. Pasquariello et al. (2020) find
that government intervention improves the liquidity of financial markets in a static Kyle setting. Yang and Zhu (2021) illustrate that
predictable central bank interventions of purchasing assets (or adjusting the interest rates) interact with strategic trading and produce
a V-shaped price pattern around central bank interventions. Brunnermeier et al. (2022) develop a noisy rational expectations model
and show that by leaning against noise traders, government intervention improves financial stability while negatively affecting
price efficiency. Huang et al. (2022) construct a government intervention model and show that the government trades against
insider trading and simultaneously improves financial stability and price efficiency. These studies examine how government trading
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influences financial markets but do not discuss how information disclosure affects the effectiveness of government interventions. In
our model, we formulate different scenarios of information disclosure and investigate how it affects financial stability and market
quality in financial markets.

Some theorists examine the real effects of government intervention through other policy tools. For example, Subrahmanyam
(1994) and Chen et al. (2024) show that circuit breakers increase price volatility and exacerbate price movements. Bond and
Goldstein (2015) study how government interventions through cash injections or other interventions affect information aggregation
by price. Cong et al. (2020) explore the information externalities of government intervention through direct liquidity injections in
money market issues.

Other studies empirically investigate the effects of government intervention on financial markets. Cheng et al. (2000) and Su et al.
(2002) study the implications of the intervention of the Hong Kong government during the 1998 Asian financial crisis. Pasquariello
(2007) explores the impact of central bank interventions on the process of price formation in the U.S. foreign exchange market.
Veronesi and Zingales (2010) analyze the costs and benefits of US Treasury Secretary Henry Paulson’s plan in the U.S. Pasquariello
(2017) shows that direct government intervention in a market may induce violations of the law of one price in other arbitrage-related
markets. Shirai (2018b), Barbon and Gianinazzi (2019), Katagiri et al. (2022), and Katagiri et al. (2022) study the effects of the ETF
purchase program undertaken by the Bank of Japan on domestic equity prices. Huang et al. (2019) and Allen et al. (2020) show
that government trading in China’s stock market in 2015 both created value and improved liquidity. Bian et al. (2021) show that
China’s price limit rule led to unintended contagion across stocks during the 2015 market turmoil in China.

The second strand is the literature on the multiple dimensions of information disclosure.? Bond and Goldstein (2015) and
Goldstein and Yang (2019) show that in the presence of multiple dimensions of information, the real-efficiency implications of
disclosure might differ depending on what dimension of information is disclosed. Bond and Goldstein (2015) establish that if the
government discloses information about a variable on which speculators have some additional information, then the government
learns less from prices and negatively affects itself because the disclosed information reduces the incentives of speculators to trade
on their information; if, instead, the government discloses information about a variable about which speculators know less than
does the government, then the government learns more from prices and helps itself because the disclosed information reduces the
risk faced by speculators, thus causing them to trade more. Goldstein and Yang (2019) show that if disclosure concerns a variable
about which the real decision maker cares to learn, then disclosure negatively affects price informativeness; if disclosure concerns
a variable about which the real decision maker already knows much, then disclosure always improves price informativeness and
real efficiency. These two studies examine how disclosing different types of information affects price informativeness. Our study
complements this stream of literature by investigating how releasing different information affects the financial stability and market
quality of financial markets.

The rest of the paper is organized as follows. In Section 2, we discuss the baseline model of government intervention without
information disclosure and present the equilibrium results. In Section 3, we formulate three scenarios of information disclosure and
analyze their equilibrium results. In Section 4, we compare the market performance of government intervention under different
scenarios of information disclosure and develop the main results. In Section 5, we consider two model extensions: partial disclosure
and correlated signals. We conclude in Section 6.

2. Baseline model without information disclosure

In this section, we present a baseline model with government intervention by introducing a stylized government with private
information in the static Kyle setting. We then examine how government intervention through informed trading affects financial
markets.

2.1. Kyle model with government intervention

We consider an economy with one trading period. There is a single risky asset traded in the financial market. The final payoff
of the risky asset, v, which we refer to as the economic fundamental, follows a normal distribution with mean p, and variance 0'5.

The economy is populated by four types of traders: a risk-neutral insider (i.e., informed trader), a representative risk-neutral
competitive market maker, a large government player (“national team”), and noise traders. As usual, the insider submits market
orders to maximize profits, noise traders provide randomness to conceal the insider’s private information, and the market maker
sets the price. The new player is the government, which provides regulatory oversight.

Specifically, the government submits a market order, g, to minimize the expected value of the following loss function:

#(a p)* +ec, )

where the parameter ¢ € [0, ) represents the relative weight placed by the government on its policy motives. The first term
(a p)*> = (p — pr)* captures the government’s policy motive, “price stability”,> where p is the equilibrium price and p; is the price

2 Goldstein and Yang (2017) offer an analytical review of information disclosure in financial markets.

3 We use E (p- pT)2 to measure price/financial stability for the following reasons. First, it is intuitive. In this setup, by trading on the target, the government
injects the information of the price target in the equilibrium price, shortens the distance between price and the target, and stabilizes asset prices effectively.
Second, a Kyle model with a stylized government that trades on its target and fundamental signals has a regular solution structure and lays a good foundation
for discussions on information disclosure. Third, it is in accord with the literature (e.g., Edison, 1993; Vitale, 1999; Sarno and Taylor, 2001; Neely, 2005; Engel,
2014; Pasquariello, 2017; Pasquariello et al., 2020). The measure for price volatility, var(p), does not possess the above merits all at once, even though it is
closely related to the measure of price stability, E (p — pT)z.
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target. The second component in Eq. (1), ¢, is the cost of intervention, which comes from the trading loss (negative of trading
revenue). Specifically, we have ¢ = (p—v)g, where g is the government’s order flow, and (p — v)g is its trading loss. The specification
of the loss function in Eq. (1) is similar in spirit to that in Stein (1989), Bhattacharya and Weller (1997), Vitale (1999), Pasquariello
(2017), and Pasquariello et al. (2020). If ¢ = 0, then the government trades just as another insider who maximizes the expected
profit from trading. When ¢ > 0, the government cares about its policy goal. The greater the ¢ value is, the more important the
government’s policy goal (financial stability).

Similar to Kyle (1985), the insider learns liquidity value v at the beginning of the trading period and places market order x.
Noise traders do not receive any information, and their net demand u is normally distributed with mean zero and variance o?2.
The government is endowed with two private signals. First, the government has a price target signal. Other investors are uncertain
about the target, and their beliefs are described by a normal distribution, p; ~ N (ﬁT,o-%). The following two facts motivate us
to introduce the price target signal in the model. In January 2013, the BOJ announced its 2% price stability target and adopted
quantitative and qualitative monetary easing (QQE), including purchases of Japanese stocks as the main strategy through which to
meet the target. Furthermore, on July 5, 2015, the China Securities Regulatory Commission (CSRC) announced that the People’s
Bank of China (PBoC) would help the China Securities Finance Corporation Limited (CSF) stabilize the stock market by providing
multiple types of liquidity support. Second, the government has a noisy signal about the fundamental, s = v+ ¢, where & ~ N(0,02)
is independent of v. The government usually has firsthand economic data. In the digital age, the government can exploit low-latency
economic data that are already available on Big Tech platforms, such as Amazon, Google, and the Alibaba Group. The government
uses real-time economic data to assess economic fundamentals. Because there is no irrefutable evidence to show that the uncertainty
about the target is correlated with the uncertainty in the fundamental value, we assume in the baseline model that the government’s
price target is uninformative about the traded asset’s liquidation value (i.e., cov (s, pp) = cov (v, pp) = 0).* The ownership of the
two private signals by the government is identified as an important feature of direct government intervention in financial markets
in the literature.”

The market maker determines price p at which she trades the quantity to clear the market. The market maker observes the
aggregate order flow y = x + g + u. The weak-form-efficiency pricing rule of the market maker implies that the market maker sets
the price equal to the posterior expectation of v given public information y:

p=E@ly). (2)
2.2. Equilibrium

We characterize the equilibrium of the baseline model in this subsection. A perfect Bayesian equilibrium is a collection of
functions {x(v), g(s, pr), p(y)} that satisfies the following: (1) optimization:

x* € argmax E [0~ pixlol, ®3)

g € argminE [6(p = pr)* + (p — v)gls. pr| , and (€]

(2) market efficiency: p is determined according to Eq. (2).
We are interested in a linear equilibrium in which the trading strategies and pricing function are all linear. Formally, a linear
equilibrium is defined as a perfect Bayesian equilibrium in which there are five constants: (8,7, a, 5, ) € R, such that:

x = (v —py)s G))
g = y(s —py) +alpr — pr) +n, (6)
p=po+Ay—n),withy=x+g+u o)

Egs. (5) and (6) indicate that both the insider and the government trade on their respective private information.® The pricing Eq. (7)
states that price is equal to the expected value of v before trading, adjusted by the information carried by the arriving aggregated
order flow. In Appendix A.1,” we prove the following:

Theorem 1. A linear pure strategy equilibrium is defined by five unknowns B, y, a, n, and A, which are characterized by five equations
(A.3), (A.6)-(A.9), together with one SOC (A.2). The system of equations can be transformed into a polynomial of A. Specifically, A solves
the following polynomial:

agh® + ash + a, it + a2+ a2 +ajA+ay =0, )

4 In Section 5, we relax this assumption and discuss the more complicated case with correlated signals.

5 The following recurring features of direct government intervention in financial markets are identified in the literature: (1) governments tend to pursue
nonpublic price targets in those markets; (2) governments often intervene in secret in targeted markets; (3) governments are likely to have an information
advantage over most market participants about the fundamentals of the traded assets; (4) the observed ex post effectiveness of government intervention is often
attributed to that informational advantage; (5) those price targets may be related to governments’ fundamental information; and (6) governments are sensitive
to the potential costs of their interventions (e.g., Edison, 1993; Vitale, 1999; Sarno and Taylor, 2001; Neely, 2005; Engel, 2014; Pasquariello, 2017; Pasquariello
et al., 2020).

6 The linear forms are motivated by Bernhardt and Miao (2004) and Yang and Zhu (2020), who specify that the trading strategy of an informed agent is a
linear function of each piece of private information.

7 All the proofs are located in Appendix and Appendix B.
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where the coefficients a}s are given by:
ag = 4¢* (2 - 6)* 02, a5 = 4¢° (2 - 6) (8 — 36) 02,
ay = $*0% (46 —4) +4¢*6%6% + 49" 2 - 6)* o2 + [(8 — 36)* +4(4 - 5) 2 - 8)] ¢*0?,

ay = (—26% + 145 — 16) ¢’ 62 + 4¢°6%62 + 4¢° (2 - 6) (4 — 6) 02 + 20> (8 — 36) (4 — ),
ay = (—46% + 185 — 24) ¢?6? — 3¢?6%6% + (4 — 6)*¢02 + (4 — 6)°c?,
a = (=26% + 105 — 16) o> — 25°02, ay = (26 — 4) 62 + 6707

All other variables can be solved as expressions of A as follows:

5= 29A+2-5 he 9
4pA2 + 44— (A+20A0)5° 1+ ¢
1 -2¢4)¢ _
= n=2 - Do)»
VS eR i (it 2giy T PP TR
_ covwslpr) _ o2 . e
where § = — - o) = il Then, the measure of price stability is solved as

E[(p = pr)*1 = 2P +1)o, + (1 = 227 + (py = r)’.
The measure of price discovery/efficiency is:
var(v|p) = var(v|y) = [1 — A(B + y)lo2.
The expected profit of the insider and expected cost of the government are:
E(m)=[1-AB + e, E(c) = [Af +7) - Llye> + ir*c? + 1a’c2.
The correlation coefficient of the trading positions between the insider and the government is:
2

pro;

VP [ (o3 +07) + o]

corr(x,g) =

2.3. Numerical results and economic intuitions

In this subsection, we simulate the equilibrium of the benchmark model and examine how government intervention without
information disclosure affects financial markets. We also summarize the numerical results and develop the associated economic
intuitions.

Optimal trading. In this model, the government has two goals: one is price stability, measured by E (p - pT)z, and the other is
cost minimization, measured by (p — v) g. The government trades on its private information to achieve these two goals and trading on
either signal directly and indirectly affects both goals. As shown in Fig. 1, as the government cares about price stability (i.e., ¢ > 0),
it trades more intensively on the price target than on the fundamental signal (i.e., « > y). In other words, the government optimally
relates financial stability more with the price target signal and cost minimization more with the fundamental signal when making
intervention decisions. Intuitively, by trading on the price target, the government incorporates the information of the target into
asset prices, shortens the distance between the price and the target and hence stabilizes asset prices; however, government trading
on the fundamental signal indirectly affects price stability through the equilibrium price, the effect of which is relatively small
because the two signals are independent.

Furthermore, if the government cares more about the policy goal (i.e., ¢ is larger), then its trading intensity in the price target (a)
is larger, while that in the fundamental signal (y) is smaller. As a result, its intervention costs are higher and the equilibrium price
is more stable. Intuitively, the larger values of ¢, on one hand, indicate further deviations from its motives for profit maximization,
which results in more intervention costs, on the other hand, represent greater intervention effort, which leads to more stable prices.

We also examine two extreme cases (i.e., ¢ = 3 and ¢ = 0). If the government cares more about its policy goals (i.e., ¢ = 3), then
it will trade against the insider (i.e., corr(x, g) < 0), and this will induce higher intervention costs. Intuitively, since the insider has
precise information about the fundamentals, he trades on his precise information and earns profits in financial markets (i.e., # > 0
and E () > 0 ). Although the government trades on the price target and against the fundamental signal (i.e., « > 0 and y < 0),
the latter trading position dominates the former. Hence the government and the insider trade against each other.® Moreover, more
policy concerns imply less cost considerations, which leads to more intervention costs. Conversely, if the government does not care
about its policy goals (i.e., ¢ = 0), it trades only on its fundamental signal as another informed trader and ignores the target signal
(i.e., y > 0 and a = 0). With less precise fundamental information than the insider, the government trades less intensively on its
fundamental signal and earns less money than the insider (i.e., y < §, —E (¢) < E (n)).

8 This kind of reversed trading strategy between the government and insider is also derived in Huang et al. (2022), which is a dynamic Kyle-type government
intervention model without the price target signal.
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Fig. 1. The baseline model without information disclosure. In each panel, the dotted line represents the standard Kyle setting without government intervention,
the dotted line represents the case with ¢ = 0, the dashed line represents the case with ¢ = 1, and the solid line represents the case with ¢ = 3. The parameter
values used in this model are: 62 =62 = 6% =1, and (p, — pr)* = .

If the government cares more about its policy goals (i.e., ¢ is larger), the insider trades more intensively on his precise information
and earns more profits (i.e., f and E (x) are larger). With larger policy motives, the government trades more intensively on the
price target and injects more noise into financial markets, which improves market liquidity and decreases price efficiency. Hence,
the insider more easily conceals his information and trades more on his precise information. However, if the government does not
care about its policy goals (i.e., ¢ = 0), then the insider trades less intensively and earns less profits than that of the insider in
the standard Kyle model. In this situation, the government trades like another informed trader and ignores the price target signal.
Facing competition from another informed trader, the insider will trade less and earn less.

Market liquidity. Market liquidity (ML) is measured by the inverse of Kyle’s lambda (1/4), with a lower 4 value meaning
that the market is deeper and more liquid. Government intervention affects market liquidity through two different channels: the
noise channel and the information channel. On the one hand, government trading injects new noise (0'% and o-g) into financial
markets, which play roles similar to that played by the noisy trading and improve market liquidity. On the other hand, government
trading enhances private information (through s) in financial markets, reinforces the degree of adverse selection, and lowers market
liquidity. As shown by subfigure A7 in Fig. 1, the solid line, the dashed line and the dotted dashed line are all below the dotted
line. That is, relative to the standard Kyle setting, government intervention definitely increases market liquidity, which establishes
that the positive noise effects of government intervention always dominate its negative information effects.

Furthermore, market liquidity increases in the policy weight of the government. Intuitively, if the government cares more about
its policy goal, it trades more aggressively on the price target, the dominating positive effect through the noise channel is larger
and thus deepens financial markets.” Additionally, the theoretical results about the improved market liquidity through government
intervention are in accord with the empirical findings of Huang et al. (2019), Allen et al. (2020), and Pasquariello et al. (2020).

Price stability and price efficiency. Government intervention through informed trading stabilizes financial markets effectively.
Intuitively, government trading on the price target incorporates the information on the target, drives the equilibrium price to its
target level, and stabilizes asset prices directly. Moreover, trading on the fundamental signal affects price stability (PS) indirectly
through the equilibrium price, although its effects are relatively small. As shown in Fig. 1, price stability increases in the policy
concerns of the government. Intuitively, if the government attaches more importance to its policy goals (i.e., ¢ is larger), then it
trades more aggressively on the price target, through which the government incorporates more information on the price target into
the equilibrium price, shortens the distance between the price and the target, making asset prices more stable.

Since price aggregates all information and noise in financial markets, in this baseline model, government intervention also affects
price efficiency (PE) through two different channels: the noise effect and information effect. Government intervention through direct
trading injects two new noises into financial markets: the price target and informational noise (i.e., 5% and ¢2), which play similar
roles to noisy trading and reduce price efficiency. By contrast, government trading based on the fundamental signal releases more

9 Numerically, holding other exogenous parameters fixed, increasing c2

7 raises 1/A.
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Table 1
Information structures for four scenarios.
Insider’s information MM’s information Government’s information
Benchmark (v} {y} {pT’ 3}
Release {pr} {o.pr} {vrr} {pr.s}
Release {s} {v,s} {y,s} {p»,-,x}
Release {py,s} {v.pr.s} {».pr.s} {pr.s}

information about the fundamentals and raises price efficiency. Moreover, due to the increased market liquidity, the insider trades
more intensively on precise information about fundamentals and improves price efficiency. In other words, the noise effect on the
price efficiency of government intervention is negative, while the information effect is positive. When it is more concerned with
its policy goals, the noise/information effect becomes stronger/weaker and the noise effect increasingly dominates the information
effect, resulting in less efficient asset prices. Therefore, price efficiency decreases in the policy concerns of the government, as shown
in Fig. 1.

Combining the above results on price stability and price efficiency, we find that price efficiency decreases while price stability
increases in the policy concerns of the government, which demonstrates that there are tradeoffs between them in this model.
Intuitively, if the government imposes more weight on its policy goals, then it trades more intensively on the price target and
more effectively stabilizes the price of the financial asset; moreover, the noise effect of government intervention on price efficiency
comes to dominate its information effect, which makes the equilibrium price less efficient. Brunnermeier et al. (2022) derive similar
tradeoffs between financial stability and price efficiency in a Grossman-type government intervention model.'°

3. Government intervention with information disclosure

We next examine whether information disclosure is helpful for government intervention. Since the government has two
private signals, we investigate three scenarios: releasing the price target {pr}, releasing the noisy signal about fundamentals {s},
and releasing both signals {p;,s}. Information disclosure changes the information sets of other market participants in financial
markets, thereby altering the performance of the government intervention, although the government’s own optimization problem
is unchanged. In this section, we formulate three different disclosure scenarios, present their equilibrium results, simulate all four
scenarios, and provide the basic features of them. The information structures of these scenarios are summarized in Table 1.

3.1. Releasing the price target

In the case of releasing the target, we assume that the government releases the realizations of the price target signal before
trading. With the enlarged information set {v, p;}, the insider’s maximization problem is changed as follows:

max E[(v - p)x|v,pr]. ©

Moreover, the market maker also sees the signal released by the government, { pT}, and uses the new information set { V, pT} to
update the conditional expectations about the fundamentals. Thus, the pricing rule of market efficiency is transformed into:

p=Ely,pr). (10)

We propose the decision rules for the insider and the government and the pricing rule for the market maker as follows:

x = Br(v—py) +ér(pr — Pr)s amn
g = rr(s = po) + ar(pr — pr) + 1y, (12)
p = py+Arly— EQlpp)l, with y=x+g+u, 13)

where:
EQlpr) = (&0 + ar) (pr — Br) + 1y

We solve the model in Appendix A.2 and summarize the equilibrium in Proposition 1.

Proposition 1. If the government releases the price target signal { pr}, then a linear equilibrium is defined by six unknowns
(Br»&r» v» arsnirs Ar) € RS, which are characterized by six equations (A.14)-(A.19), together with the SOC, Ay > 0. The system of equations
can be solved as the following fourth-order polynomial of Ap:

(4 — 2626227, + 42 — 8)(4 — 8)02 43 — [4p6%67 + (8 + 267 — 68)o21 Ay
+[(4 - 6)% 62 + 4475202 — 4¢*(1 — 8)0214% + 6762 +2(5 — 2)02
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Fig. 2. Comparisons among four cases with full disclosure (¢ = 1). In each panel, the dotted line represents the case with no disclosure, the dashed line represents
the case with releasing s, the solid line represents the case with releasing p;, and the dotted line represents the case with releasing both signals. The parameter
values used in this model are: 67 = 62 =62 =1, and (p, — jy)* = 1.

e v

All other endogenous parameters can be solved as expressions of Ay as follows:

2pAp +2-5
br = s = 0,07 =29,
T 42 4 4dp — Gy + 292208 "
(1 -2¢4r)s _
rr = N7 =2¢(br — po),
T 4ga2 v 4y — G +202208" T
2
where § = 625”52. The measure of price stability is solved as:

El(p = pr)*lr = Ar(Br + ?’T)Ug + 572- +(py — pr)’*-

The measure of price discovery/efficiency is:
var(vlp)y = [1 = APy + J’T)]Ug-

The expected profits of the insider and expected costs of the government are as follows:
E(xp) = [1 = Ar(By + yp)lbroy. Eer) = [Ar(By +vp) = Uypo, + drrjor.

The correlation coefficient of the trading positions between the insider and the government is:

Prrro? + 5T“T‘772~

Vit +&oif1i (02 +02) +ajo;

Compared to the benchmark model, the government now releases the price target signal before trading. As shown in Figs. 2
and 3, the government trades more aggressively on the price target signal (i.e., a; > @), which stems from the government’s
reduced marginal intervention costs and weakened information advantages. The release of the price target removes noise in financial
markets and decreases market liquidity, which compels the insider and the government to trade less intensively on their respective
fundamental signals (i.e., gy < B, yr < y)'' and deters price discovery. Then, the marginal trading revenues of the insider
(i.e., (v—p)) are increased, which implies that the marginal intervention costs of the government (i.e., (p — v)) are decreased.

With less marginal intervention costs, the government trades more intensively on the price target. By contrast, with the enlarged
information set {y, PT}, the market maker uses the filtered order flow (i.e., y — E (yl pT)) to evaluate the economic fundamentals,

corr (x,8)r =

10 In a closely related model, where the government has only the fundamental signal, Huang et al. (2022) show that government intervention improves
financial stability and price efficiency simultaneously.

11 We provide a sufficient condition for y; <y in Appendix A.3. Numerically, the inequality always holds.
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Fig. 3. Comparisons among four cases with full disclosure (¢ = 3). In each panel, the dotted line represents the case with no disclosure, the dashed line represents
the case with releasing s, the solid line represents the case with releasing p;, and the dotted line represents the case with releasing both signals. The parameter
values used in this model are: 67 = 62 =62 =1, and (p, — jy)* = 1.
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namely, p = E(uly.pr) = E [vly—E (ylpr) .pr] = E [vly— E (ylpr)]."* To counteract the market maker’s pricing behavior, the
government with less information advantages trades more aggressively on the price target, even if it is of no avail.

In this case, the insider trades less aggressively on his precise information about the fundamentals and ignores the price target
signal (i.e., pr < f, & = 0). Intuitively, the release of the price target removes noise and hence decreases the liquidity of financial
markets. To lessen information leakage, the insider diminishes his trading intensity on his precise information. Moreover, the insider
ignores the price target signal and places no position on it. Since the price target signal has no correlation with the fundamentals,
the market maker who knows the target perceives the trading positions related to the price target and more effectively evaluates
the fundamentals by utilizing the filtered market order (i.e., y— E ( ¥ pT)). The pricing decisions of the market maker counteract the
government’s trading on the price target; hence, the equilibrium price reveals no information about the target. Rationally expecting
this, the insider optimally ignores the released price target signal and places zero position on it.'*

Compared to the benchmark model, releasing the price target removes noise (i.e., 0'72.) in financial markets and thus decreases
market liquidity (i.e., 1/4; < 1/4). The release of the price target has two opposite effects on price efficiency: (1) it diminishes
exogenous noise (i.e., a%) in financial markets and directly improves price efficiency (i.e., noise effect); and (2) facing lower market
liquidity, both the insider and the government trade less aggressively on their fundamental information, which decreases price
efficiency (i.e., information effect). In other words, the noise effect on the price efficiency of releasing the price target is positive
while the information effect is negative. Since the information effect dominates the noise effect, the release of the price target
reduces the price efficiency (i.e., var(v|p)y > var(v|p)).

Releasing the price target increases the expected price instability of financial markets (i.e., E[(p — pr)*ly > El(p — pr)*]), as
shown in Figs. 2 and 3. In the benchmark model, by trading on the price target (and the fundamental signal), the government
incorporates the information about the price target into the equilibrium price, drives the equilibrium price to approach the target
level, and effectively stabilizes asset prices. Once releasing the price target, the government loses its information advantage and has
no effective tools to affect the price of the financial asset, because in this situation the market maker’s pricing decision effectively
offsets the effect on the asset prices of government trading based on the price target. Therefore, if the government releases the price
target signal, the price becomes more unstable.

We summarize these results in the following Corollary 1. The proof is in Appendix A.3.

12 Imagining that the market maker is also optimizing, she trades against the price target signal and offsets the effect on the market price of government
trading based on the price target.

13 Furthermore, if the government cares more about its policy concerns (i.e., ¢ = 3), the government and the insider still trade against each other
(i.e., corr(x, g) < 0). Intuitively, ignoring the price target, the insider trades on his precise information (with less trading intensity); meanwhile, the government
trades more intensively on the target, but its negative trading on the fundamentals still dominates.
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Corollary 1. Compared to the benchmark model, if the government releases the price target signal, then (i) the insider trades less aggressively
on his private information and ignores the price target signal; (ii) the government trades more intensively on the price target and trades less
on the fundamental signal; and (iii) the equilibrium price is more unstable and less efficient, and the financial market is less deep.

3.2. Releasing the noisy signal about the fundamental

Now, let us suppose that the government releases its noisy signal about the fundamental before trading. With the enlarged
information set {v, s}, the insider’s maximization problem is transformed as follows:

r{la}x E[(v - p)x]|v, s]. (14)

Moreover, observing the signal released by the government, {s}, the market maker uses the information set {y,s} to update her
conditional expectations about the fundamentals. Thus, the pricing rule of market efficiency is transformed into:

p=EQly.s). (15)

Let us conjecture, instead, the decision and pricing rules as follows:

x = Py(v—pg) + (s — po)s (16)
g = v5(s = py) + ay(pr — Pr) + 15, 17)
P = po+6(s—pp)+ Aly— E(yls)], withy =x+g+u, (18)
where
52

v

EWls) =ns + (B8 + & +r)(s —po)d = ——.
o, to;

We solve the model in Appendix A.4 and summarize the equilibrium results in Proposition 2.

Proposition 2. If the government releases the noisy signal about the fundamental {s}, then a linear equilibrium is defined by six unknowns
(Bys Eg» V5» Xys Mgs A;) € RO, which are characterized by six equations (A.21)—(A.26), together with one SOC, A, > 0. The system of equations
degenerates to the following fourth-order polynomial of A,:

4926212 + 802 42 + [4¢%02 — ¢ (1 — 6)%02 + 6%07) + 42| A2 o
—26 [(1 = 8262 + 6262] 4, — [(1 - 6)62 + 6%67] o
All the other variables can be solved as expressions for i as follows:

1 4
‘5: =57V = —2¢5,a5 =

L M5 =2¢(Pr — po)s

_®
1+ @A

o2
where § = .
+og

oy

The measure of price stability is then:
2 2
E[(p - pr)ly = [ABy + (1= AB,) 8] o2 + (1 - A,8,)" 6°c?
+(Agag — D202 + 2262 + (py — Br)*.

The measure of price discovery/efficiency is:

2 2 2.2
(1=6)" 0, +26%0; o2
2(1+82%) 62 +28%2 °

var(v|p), =

The expected profit of the insider and expected cost of the government are, respectively,
E(n)=(1-8) (1= Ap,) (B, + EDo? — (1= A,B,) 68,62, E(c) = Aga’o?.
The correlation coefficient of the trading positions between the insider and the government is:

(B, + &) 7,02 + &y 07

corr(x,g) = .
(B, +¢ 262 4 £2624 /72 (62 + 02) + 202
s N O-U s O-s y_y GU O-s as UT

The government now releases the noisy signal about the fundamental before trading. In this situation, the government trades
against the fundamental signal (i.e., y, < 0 < y). Intuitively, releasing the fundamental signal improves price efficiency in financial
markets and increases the marginal intervention cost (i.e., p—v),'* hence the government trades less intensively on the fundamental

14 Seeing the released fundamental signal, the market maker more efficiently evaluates the economic fundamental by using the aggregate order flow. Thus,
the equilibrium price approaches the economic fundamental even better, which implies that the marginal trading profit (i.e., (v — p)) decreases and the marginal
intervention cost increases ((i.e., p — v)).

10
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signal than in the baseline model (i.e., 7, < y). Knowing that the insider’s fundamental signal is better than its released one, the
government will trade against its released fundamental signal (i.e., y, < 0(< 7)). Moreover, releasing the fundamental signal erodes
the information advantage of the government, and it trades more intensively on the price target (i.e., a, > «) to stabilize asset prices.

From the viewpoint of the insider, releasing the fundamental signal reduces private information in financial markets and increases
market liquidity, thus the insider trades more intensively on his precise fundamental information (i.e., f; > #). Furthermore, in order
to exploit his relative information advantage, the insider trades against the released noisy fundamental information (i.e., & < 0).

Compared to the benchmark model, releasing the noisy signal about the fundamental diminishes private information in financial
markets, lowers the degree of adverse selection and thus increases market liquidity (i.e., 1/4, > 1/4). The release of the fundamental
signal improves price efficiency through the noise effect and information effect. The noise effect removes noise (i.e., 62) in financial
markets, which directly improves price efficiency. The information effect improves price efficiency through two channels: (1) facing
deeper financial markets, the insider trades more aggressively on his precise information, and the equilibrium price reveals more
information about the fundamentals; and (2) equipped with an enlarged information set {y, s}, the market maker more easily
uncovers the economic fundamentals and the price becomes more informative. Therefore, the release of the fundamental signal
improves price efficiency, namely, var(v|p); < var(v|p). As shown in Figs. 2 and 3, we know that E[(p — PT)Z]s > E[(p — pT)Q] for
any values of 6 and ¢, which implies that asset prices become more unstable when the government releases the fundamental signal.
Similar to the case of releasing the price target signal, releasing the fundamental signal erodes the information advantage of the
government and deteriorates its ability to stabilize the financial markets.

We summarize the above results in Corollary 2. The proof is similar to Corollary 1, and we omit it here.

Corollary 2. Compared to the benchmark model, if the government releases the noisy signal about the fundamental, then (i) the insider
trades more aggressively on his precise information, trades against the released noisy signal about the fundamental, and earns less profits;
(ii) the government trades more intensively on the price target and less intensively on the fundamental signal; and (iii) the equilibrium price
is more unstable but more efficient, and the financial market deepens.

The government releasing its noisy fundamental signal to the insider with precise information about the fundamental is similar to
Goldstein et al. (2023), who demonstrate that a less informed investor optimally chooses to share information with a well-informed
investor. Comparing this disclosure scenario with Goldstein et al. (2023), we know that they draw similar conclusions on the trading
behavior of the well informed investor and price informativeness of the financial asset. First, both models indicate that the well-
informed investor trades against the released noisy signal about the fundamental and earns less profits in equilibrium. The intuition
is also similar: relative to the economy without information disclosure in which the well-informed investor obtains the highest
profits, any adjustments in the price schedule driven by releasing the noisy fundamental signal will harm the well-informed investor.
Second, the price informativeness of the financial asset is improved. Intuitively, in both settings, releasing the noisy signal about the
fundamentals injects new information into financial markets, and the equilibrium price aggregates more fundamental information.
Moreover, these two models have different equilibrium effects on market liquidity and welfare implications for coarsely informed
investors. For example, market liquidity is dampened in Goldstein et al. (2023) but improved in our model. In Goldstein et al. (2023),
the coarsely informed investor releasing his noisy signal to the well-informed investor (but not to the market maker) increases the
informed trading in the total order flow, while the market maker raises the price impact to manage the increasing adverse selection
risk, which dampens the market liquidity of the financial market. However, in our model, the noisy fundamental signal is released
to both the insider and the market maker, which diminishes private information in the financial market, reduces adverse selection
risk, and improves market liquidity. On the other hand, the welfare implications for the coarsely informed investor are different.
In Goldstein et al. (2023), the less informed investor benefits from sharing the fundamental information, since the information
release has the well-informed investor trade against him, offsetting his price impact and making him trade more aggressively. In
our model in which the government (as the less informed trader) has multiple signals and multiple goals, the welfare effects on the
less informed government of releasing its noisy fundamental signal are more complex. Although releasing the fundamental signal
negatively affects price stability unambiguously, its effects on trading revenues/costs are ambiguous and hinge on other parameter
values.

3.3. Releasing both signals

Let us suppose that the government releases the price target and its noisy signal about the fundamental before trading.'> With
the enlarged information set {v, pr, s}, the insider’s maximization problem is transformed as follows:

r?a}x E[(v - p)x|v, pr, s]. (19)

15 In Online Appendix S3, motivated by Deng et al. (2023), we examine another disclosure scenario where the government discloses its trading plan {g} rather
than both signals {pT, s} before trading. Relative to the baseline model without communication, both disclosure policies draw similar conclusions for financial
stability and price efficiency. Specifically, both disclosure policies negatively affects price stability due to reduced information advantages and improve price
efficiency because the market maker with more information (i.e., {y,g} or { y, pT,s}) uncovers the economic fundamentals more easily. As shown in Section 3.3,
the effects on market liquidity of releasing both signals rely on tradeoffs between the noise effect and the information effect. However, disclosing the trading
plan decreases market liquidity definitely, since in this case the negative noise effect dominates the positive information effect.
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In this case, the market maker sees both signals released by the government and uses her new information set { Y, Drs s} to update
her conditional expectations about the fundamentals. Then, the pricing rule of market efficiency is transformed into:

p=EQly,pr,s). (20)

Let us conjecture the decision and pricing rules of the economy:

x = Byr=po)+ &0 = po) +E.or — ), ©30)
& = Ysr(s —po) + asr(pr — Pr) +ns71» (22)
p = py+6(s—py)+ A rly— EQls, pp)l, withy=x+g+u, (23)
where:
EGls.pr) = (Burd + &8 + 1) 5= po) + € + a)or = 5r) + 1o
= 6127 .
ol +o?

In Appendix A.5, we derive the model equilibrium, which we summarize in Proposition 3.

Proposition 3. If the government releases two private signals {pr,s}, then a linear equilibrium is defined by seven unknowns
(ﬁSWT,521%,522},yS’T,aS’T,nS’T,AS’T) € R, which are characterized by seven equations (A.28)-(A.34), together with one SOC, A,y > O.
The system of equations can be solved explicitly as follows:

o, 60,
ﬂsT - u ) _ u 2) :0’

o o1
\/(1 = 8?62 + 5262 \/(1 = 6)%62 + 6262
\/(1 = 6)%62 + 6262

20,

u

Yo = 206, a57 =2¢, 057 =2¢(pr — po)s AT =
The measure of price stability is then:
Elp - pr)Plyr = 5(1+8)0% + 63 + (g = pr -
The measure of price discovery/efficiency is:
(1 - 6)* 62 + 26252 2
2(1+62) 02 +282%2

var(v|p), 7 =

The expected profit of the insider and expected cost of the government are, respectively,

0,4/ (1 = 6)%62 + 6262
E(x) = 5 ,E(c)=0.

The correlation coefficient of the trading positions between the insider and the government is:

corr(x,g) = 0.

As shown in Propositions 1 and 2, releasing the price target reduces market liquidity, while releasing the fundamental signal raises
the marginal intervention cost, both of which diminish the government’s trading intensity on its fundamental signal. Hence, releasing
both signals unambiguously reduces its trading intensity in the fundamental signal (i.e., v, < y). Moreover, since the government
loses all of its information advantage, it will trade more intensively on the price target to stabilize asset prices (i.e., a;7 > @), even
though it is of no avail.

As shown in Propositions 1 and 2, the insider decreases his trading intensity on his precise information if the government releases
the price target but increases it if the government releases the noisy signal about the fundamental. Now, if the government releases
both of its signals, compared to the benchmark model, the insider’s trading intensity on his precise information will hinge on the
relative weight placed by the government on its policy motives. In particular, if the government places an equal weight on both
goals (i.e., ¢ = 1), the insider trades more aggressively on his precise information about the fundamental (i.e., f; 7 > f), since now
the financial market is more liquid than in the baseline setting (i.e., 1/4,7 > 1/4); conversely, if the government places more weight
on its policy goals (i.e., ¢ = 3), the insider trades less intensively on his precise fundamental information (i.e., f; 7 < f), since market
liquidity is lower than that of the baseline model (i.e., 1/4;7 < 1/4). Endowed with two fundamental signals, the insider trades
positively on the precise fundamental signal but negatively on the noisy signal (i.e., f;7 > 0, 551; < 0), since the insider’s goal is
to exploit his information advantage to maximize profits, which requires him to trade on precise information and against the error.
Similar to the case of releasing the price target, rationally expecting that price does not incorporate any information about the price
target, the insider does not trade based on the price target signal (i.e., 522; = 0) either.

Releasing the price target removes noises in financial markets and hence reduces market liquidity, while releasing the
fundamental signal diminishes private information in the financial market and hence improves market liquidity, as shown in

12
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Table 2
Comparisons for four disclosure scenarios.
¢=1 $=3
E(4p)* < E(4p)} < E(4p); < E(4p), E(4p)* < E(4p)? < E(4p);. < E(4p)%,
1 1 1 1 1 1 1 1
PR idn PR ragn
var (v|p)sp = var (v|p); < var (v|p) < var (v|p)y var (v|p); = var (v|p); < var (v|p) < var (v|p)y

Propositions 1 and 2. The total effects on market liquidity of releasing both signals rely on the relative weights placed by the
government on its policy motives. Specifically, if the government places an equal weight on both goals (i.e., ¢ = 1), the positive
effects on market liquidity of releasing the fundamental signal dominate, and the financial market is deeper (i.e., 1/A;7 > 1/4);
conversely, if the government places more weight on its policy goals (i.e., ¢ = 3), the negative effects on market liquidity of releasing
the price target dominate, and market liquidity is less than that of the benchmark setting (i.e., 1/4;7 < 1/4).

From Propositions 2 and 3, we know that var(v|p); r = var(v|p); < var(v|p). The logic for the inequality is given in Corollary 2.
The equality shows that once the fundamental signal is released, the marginal effect on price discovery of releasing the price target is
trivial. The intuition for this result is as follows. When the fundamental signal has already been released, releasing the price target
has two counteracting effects on price efficiency: it diminishes noise and improves price efficiency; moreover, it reduces market
liquidity, decreases the insider’s trading intensity on his precise information and lowers price efficiency. Since these two opposite
effects on price efficiency are canceled out, the marginal effects on price efficiency become trivial.

For any values of  and ¢, we have that E[(p—pr)?] st > El(p— pr)*], which implies that if the government releases both signals,
the financial market is less stable than that of the benchmark setting. Releasing both signals implies that the government abandons
its information advantage as a useful tool to stabilize asset prices. Actually, it will be more difficult for the government to stabilize
the financial market through direct trading than in the cases of releasing either signal.

We summarize the above results in Corollary 3 and omit its proof.

Corollary 3. Relative to the benchmark model, if the government releases both signals, then (i) the government trades more intensively on
the price target and less intensively on its fundamental signal; (ii) when the government places an equal weight on both goals, the financial
market is deeper and the insider trades more intensively on his precise information; however, when the government places more weight on
its policy goals, the financial market is thinner and the insider trades less intensively on his precise information. The insider trades positively
on his precise fundamental information but negatively on the released fundamental signal and ignores the released price target signal; and
(iii) asset prices are more unstable but more efficient.

4. To release or not to release and which signal to release

In this section, we compare the market performance of government intervention under four different information disclosure
scenarios: the benchmark model without information disclosure, releasing the price target signal, releasing the noisy signal about
the fundamentals, and releasing both the price target and the noisy signal about the fundamentals. We discuss how government
intervention and information disclosure affect financial stability and market quality. We report the numerical results of two
important cases: ¢ = 1 (the government places an equal weight on its policy goal and profit maximization) in Fig. 2 and ¢ = 3
(the government cares more about its policy goals) in Fig. 3. In Table 2 we summarize the ranks for all those measures among
different cases.

Market liquidity. In Section 3, we show that relative to the benchmark model without information disclosure, releasing the
price target removes noise in financial markets and hence decreases market liquidity, while releasing the noisy signal about the
fundamentals reduces private information in financial markets and hence raises market liquidity. Thus, we have 1/i; < 1/4
and 1/4; > 1/4, respectively. The rank between 1/4 and 1/, hinges on tradeoffs between the two opposite effects, which
relate to the policy weights of the government. Specifically, if the government places an equal weight on policy goals and profit
maximization (i.e., ¢ = 1), then the measure of market liquidity of releasing both signals is larger than that of the benchmark model
without information disclosure (i.e., 1/4,7 > 1/4), which establishes that the positive effect on market liquidity of releasing the
fundamental signal dominates the negative effect of releasing the price target, and hence the financial market is deeper. However,
if the government places larger weights on its policy goals (¢ = 3), then the negative effect of releasing the price target dominates
the positive effect of releasing the fundamental signal and market liquidity is lower (1/4 > 1/, 7). Combining the above results,
we conclude that if ¢ = 1, then the ranks of market liquidity among these four cases are 1/4; > 1 /4,5 > 1/A > 1/Ar; if ¢ = 3, then
the ranks are 1/4; > 1/A> 1/A;r > 1/A7, as shown in Figs. 2 and 3.

Price stability. For any parameter values of § and ¢, as shown in Figs. 2-3, we know that E(4p)?, > E(4p)*; > E(4p)*, >
E(4p)?, (note that Ap = p — py), which displays that no information disclosure is better than releasing either of the two signals, and
releasing either signal is better than releasing both signals. That is, no information disclosure is the best policy for price stability,
releasing both signals is the worst policy, and releasing the fundamental signal is better than releasing the price target. In other
words, information disclosure negatively affects financial stability.

The intuition is as follows. The Kyle-type model is well known as a standard setting in which economic agents trade on their
private information to achieve respective goals. In our model, by trading on its private information, the government drives asset
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prices to approach the price target and stabilizes the financial market from its own perspective. Once private information is disclosed,
the government loses its information advantage to stabilize the financial market and asset prices become less stable. Releasing one
signal implies reducing its information advantages, and releasing both signals implies abandoning all information advantages. As a
result, the performance of the government intervention declines. The inequality E(4p)?>; > E(4p)?, shows that releasing the price
target is worse than releasing the noisy signal about the fundamental, since the price target signal is more related to price stability
than the fundamental signal.

Altogether, private information is likely to be an important prerequisite for a successful government intervention. Information
disclosure reduces the government’s information advantages, deteriorates its intervention ability through direct trading and hence
negatively affects financial stability.'®

Price efficiency. Combining the above theoretical and numerical results, we find that var (v|p);r = var (v|p); < var(v|p) <
var (v|p)r for any values 6 and ¢. Proposition 1 shows that relative to the benchmark setting, releasing the price target has two
opposite effects on price efficiency. The noise effect reduces noise in the financial market and thus improves price efficiency, while
the information effect decreases market liquidity, reduces the insider’s trading intensity on its precise fundamental information and
thus reduces price efficiency. Since the information (and negative) effect dominates the noise (and positive) effect, the release of the
price target lowers the price efficiency (i.e., var (v|p) < var (v|p);). As shown in Proposition 2, releasing the noisy signal about the
fundamentals improves the price efficiency (i.e., var (v|p), < var (v|p)) through the noise effect and information effect. The noise effect
of the release of the fundamental signal is to remove noise (i.e., o-f) in financial markets and improve price efficiency. Moreover,
the information effect improves price efficiency through two channels: (1) by reducing private information in financial markets,
it increases market liquidity, enlarges the insider’s trading intensity on his precise information, and improves price efficiency; and
(2) it makes the market maker evaluate the economic fundamentals more easily by using the aggregate order flow. The equality
var (v|p); 7 = var (v|p), displays that once the fundamental signal is released, the marginal effect on price discovery of releasing the
price target becomes trivial. The intuitions is as follows: when the fundamental signal has been released, there are two counteracting
effects on price efficiency of releasing the price target: (1) it removes noise in financial markets, which directly improves price
efficiency; and (2) it reduces market liquidity, depresses the insider’s trading intensity on its precise information, and indirectly
lowers price efficiency. Since these two opposite effects on price efficiency of releasing the price target are canceled out, the marginal
contribution of releasing the price target signal is zero.

Information disclosure may affect price stability and price efficiency in the same direction. In particular, the release of the
price target simultaneously decreases price stability and price efficiency. Releasing the price target diminishes the information
advantage of the government and hence reduces price stability. Although the noise effect of the release of the price target improves
price efficiency while the information effect reduces it, the latter information effect dominating the former noise effect determines
that the net effect is negative. Combining them displays that the release of the price target decreases both price stability and
price efficiency. However, information disclosure may bring about possible tradeoffs between price stability and price efficiency.
Specifically, releasing the fundamental signal negatively affects price stability due to the weakened information advantage. Both the
noise effect and information effect of the release of the fundamental signal positively affect price efficiency. Therefore, the release of
the fundamental signal decreases price stability but increases price efficiency, leading to tradeoffs between price stability and price
efficiency. Furthermore, as shown in Figs. 2-3, releasing both signals is the worst approach for price stability but the best approach
for price efficiency; releasing nothing is the best approach for financial stability but is not advantageous for price efficiency; and
compared to releasing the price target signal, releasing the fundamental signal positively affects both financial stability and price
efficiency.

5. Extensions

In this section, we examine two important extensions and variations to demonstrate the robustness of our key results and explore
other dimensions that shape government intervention with information disclosure. In the first extension, we extend full information
disclosure to partial disclosure. The second extension is that we assume that the government has correlated signals. Both extended
models include the baseline model as a special case.

5.1. Partial disclosure

To show our results more clearly, in the baseline model, we assume that the government fully discloses its private information.
Here we relax this assumption and consider the more general case in which the government releases noisy versions of its two private
signals. For this purpose, we also consider three disclosure scenarios: releasing a noisy signal about the price target, pr = pr + ¢,
releasing the noisy signal about its fundamental signal, ¥ = s+¢,, and releasing both of them, where e; ~ N (0, afl ), g~ N (0, 032 s
and {v, Prs € U, €1, 52} are mutually independent. Parameters af and 032 controls the qualities of these released signals. The models
with full disclosure are nested by assuming that the released information precision is infinity (i.e., 0-8‘12 = 0;22 = 4o0). All of our
other assumptions remain unchanged from the models with full disclosure.

16 The literature has identified that governments tend to pursue nonpublic price targets when intervening financial markets. The non-desirability of information
disclosure for financial stability may explain why the price target should be nonpublic.
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Fig. 4. Comparisons among four cases with partial disclosure (¢ = 1). In each panel, the dotted line represents the case with no disclosure, the dashed line
represents the case with releasing 3, the solid line represents the case with releasing p;, and the dotted line represents the case with releasing both signals. The

parameter values used in this model are: o7 =0} = 0] =0} =0} =1, and (py —pr)* = 1.

Based on the equilibrium results,’” we numerically simulate the extended economy in Fig. 4 (for ¢ = 1) and Fig. 5 (for ¢ =3 ).
Comparing Figs. 4 and 5 with Figs. 2 and 3, we find that the model predictions for full disclosure are robust with partial disclosure.
In other words, not only the ranks of the measures of market liquidity, price stability, price efficiency, trading intensities on any
signals, and trading profits (or costs) are almost the same as before, but also the numerical changes in a quantitative sense are
miniscule.

If paying more attention to comparisons between the baseline model with full disclosure and the setting with partial disclosure,
we draw some further conclusions as follows. First, in the extended scenarios with partial disclosure, the relative differences in
price stability between partially releasing the price target and partially releasing the fundamental signal are less than that in the
baseline model with full disclosure, although their relative ranks remain constant. This is because the informational noises shorten
the distances between releasing different signals. Second, different from the baseline model with full disclosure in which releasing
the fundamental signal has the same expressions for the posterior variance of v given p as releasing both signals, partially releasing
the fundamental signal has a similar expression for price efficiency to releasing both signals but with different endogenous parameter
values. However, they are close to each other numerically. Third, there are some discrepancies on government trading. On the one
hand, the government trades on two signals in the scenarios with full disclosure (i.e., {pT,s}), while it trades on four signals in
the scenarios with partial disclosure (i.e., {py, s, pr.5}). On the other hand, it seems that there are large differences in the trading
intensities on the two signals { Prs s} between the scenarios with full disclosure and the ones with partial disclosure. If we sum the
trading intensities on p; (or s) and py (or 3) in any case with partial disclosure, we find that their sum is very close to the trading
intensity on py (or s) in the corresponding case with full disclosure.

5.2. Correlated signals

To more clearly develop the insights and intuitions, in the baseline setting, we assume that the government’s two signals
are uncorrelated. We relax this assumption in this subsection and examine the more general case in which its two signals are
correlated. Specifically, we assume that the liquidation value v and price target p; follow a bivariate normal distribution, namely,
(v, pr) ~ N(py, ﬁT,ag, 0'7%, p), and thus the government’s two private signals follow a bivariate normal random distribution, namely,
(s, pr) ~ N(py, br> 05 +a§, a%, p). The models with uncorrelated signals are nested by assuming that the correlation coefficient is zero
(i.e., p =0). All of our other assumptions remain unchanged from the models with uncorrelated signals.

Based on the equilibrium results,'®* we numerically simulate the model economies and create Fig. 6 (¢ = 1,p = 0.1), Fig. 7
(¢ = 1,p = 0.5), Fig. 8 (¢ = 3,p = 0.1), and Fig. 9 (¢ = 3,p = 0.5), respectively. Compared to Figs. 2 and 3 for the cases with
uncorrelated signals, we find that most of the results for uncorrelated signals are robust with correlated signals. The main changes
are discussed as follows.

17 In Online Appendix S1, we state Propositions S1-S3 with proofs to summarize the equilibrium results in this extended economy.
18 In Online Appendix S2, we give Propositions $4-S7 to summarize the equilibrium results in this extended setting.
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v

First, if the government releases the price target in the setting with correlated signals, the insider will trade against the released
price target signal (i.e., & < 0, .’;gz% < 0),'° rather than ignoring it (in the setting with uncorrelated signals). The intuition is as
follows: if the government releases the price target signal, the market maker not only recognizes the market trading on the price
target and uses the market order to infer the fundamentals but also utilizes the price target to deduce the information about the

19 Using the expressions for & and ff_z} in Proposition S5 and Proposition S7 in the Online Appendix, we can easily prove that & <0 and 522.; <0.
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fundamentals and hence decreases the marginal trading benefits of the insider. To hedge this situation, the insider trades against
the price target even though it is of no avail.

Second, if the fundamental signal has been released, then the marginal effects on price efficiency of releasing the price target
signal are not trivial, namely, var (v|p);r # var (v|p),. Different from the baseline setting with uncorrelated signals, in which the
insider ignores the price target signal and the offsetting effects on price efficiency of releasing the price target are canceled out, in
this general case with correlated signals, the insider trades against the released price target signal and breaks the balances between
these two opposite effects. As shown in Proposition S6 and Proposition S7 in the Online Appendix, even though var (v|p), and
var (v|p); 7 have similar expressions but with different market liquidity parameters 1/4; and 1/, they are not equal generally.
Numerically, when the correlation coefficient between the government’s two signals is small (i.e., p = 0.1), they are very close to
each other; conversely, when their correlation coefficient is relatively large (i.e., p = 0.5), the differences between them become
larger and their relative size hinges on the policy weight of the government. Specifically, if the government places an equal weight
on both its goals (i.e., ¢ = 1), then var (v|p), 7 < var (v|p);, and if the government places more weight on its policy goals (i.e., ¢ = 3),
then var (v|p); 7 > var (v|p),.

6. Conclusion

We develop a theoretical model of government intervention with information disclosure in which a government with two private
signals trades directly in the financial market to stabilize asset prices. Government intervention through informed trading stabilizes
financial markets and affects market quality (market liquidity and price efficiency) through a noise channel and an information
channel. Information disclosure negatively affects financial stability by deteriorating the information advantage of the government,
while its final effects on market quality hinge on the relative sizes of the noise effect and the information effect. Under different
information disclosure scenarios, there are potential tradeoffs between financial stability and price efficiency. The theoretical
predictions of the baseline model are robust to extended settings with partial disclosure or correlated signals.

Many related questions should be deeply explored in the future research. First, market participants in the simple Kyle (1985)
setting are risk neutral. Thus, we cannot examine the risk-sharing effect in financial markets. Combining the risk-sharing effect with
the information/noise effect may lead to discussions of more dimensions of financial markets and enrich current results. Second,
investors in this model have exogenously given information sets. Endogenizing their information sets through information acquisition
or other institutional channels may deepen current analyses and provide new insights, especially for the government’s target signal.
Third, another research line may extend the one-period trading Kyle (1985) setting to multiple-period ones and explore the dynamics
of government interventions.
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Appendix

A.1. Proof of Theorem 1

First, we solve the insider’s problem. Let 7 = (v — p)x denote the insider’s profit that is directly attributable to his trade. The
insider has information {v} and chooses x to solve (3). Using Egs. (6) and (7) and the projection theorem, we can compute:
E[(v-p)x|v] =[(1 - 4y) (l) - po) — Ax]x.

Taking the first-order condition (FOC) results in the following solution:

1- 4y
X=— (v = py)- (A1)
The second-order condition (SOC) is:
A>0. (A.2)

Comparing the FOC (A.1) with the conjectured strategy (5), we have:
1- 4y
==
Second, we solve the government’s problem. Endowed with information set {s, pT}, the government chooses g to solve (4). Using
Egs. (5) and (7), we can compute:

(A.3)

2¢AP(py — pr — An + Ag)E(v — pyls, pr)+
E[¢p(p—pr) +(p—v)gls.pr] =4 Spo — pr — An+A)* + (4B — DEE® — pols. pr) ¢ (A4
+$pA262 + PA2F2E[(v — py)*ls, pr] + Ag: — ng
where:
cov(v — po, S|pr)

varGslpn) [s — E(slpr)] = 6(s — po),

E( - pyls,pr) = E(v = pylpr) +

2
E[(w = po)*|s. pr] = [E( = pols, pr)]” + var(v = pols., pr) = 6*(s = pp)* + (1 = 8) o2,

2
cov(v, slpr) _ 0,

var(s|pr) o2 +0? '
The FOC for g yields:
. (1 = AB = 20A2B)8(s — py) + 2 A(pr — pr) + RPA% + D + 20 A(Br — pg)

6

A5
20042 +2A (4-5)
Comparing the FOC (A.5) with the conjectured trading strategy (6), we have:
B — b2
_ 1 — 48 —2¢A ﬁ5 (A.6)
2072 422
¢

= A.
Ty er (A7)
n=2¢ (pr—po)- (A.8)

The SOC for the government 2¢A% 4+ 24 > 0 holds accordingly if the SOC for the insider (A.2) holds.
Third, we examine the market maker’s problem. The market maker observes the aggregate order flow y and sets p = E[v|y].
Using Egs. (5), (6), and (7) and the projection theorem, we have:

B +1)02

= 252 4 252 252 2" (A9)
(B+7)o;+y7o; +a‘or +o,

Fourth, we solve the system composed of equations (A.3), (A.6), (A.7), (A.8), and (A.9). Substituting equation (A.3) into (A.6),
we have:

(1-2¢A)6
= . A.10
T M aA— (At 2905 (A.10)
Plugging equation (A.10) into equation (A.3) yields:
p 204+2-6 (A11)

T AP A dA— (At 29225
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Combining equations (A.10) and (A.11) leads to:
_ 24+ 2¢p4—2¢48

42+ 40— (A +2¢12)8
Substituting equation (A.12) into equation (A.9) and rearranging them gives rise to the polynomial concerning A in Proposition 1,

(8.

Finally, we compute those moments listed in Proposition 1. The expected price instability can be computed by:

B+y (A.12)

E{(py + AP = py) + v(s — py) + alpy — br) +ul — pr)*}

E{[A(B +y)(v = pg) + Aye + (Aa = 1)(py — r) + Au+ py — pr1*)
2P+ 7P El(v = p)*] + A2y%6% + (Aa = D2E[(pp — pr)*1+

:( ﬂﬁ+ﬂw+mM—Dﬂw—mWrﬁﬁH@mﬁﬁz>

= 2B+ 702 + 1226 + (Aa — 1202 + 4262 + (py — Br)*

El(p - pr)*]

= 2[62 +a%62 + 7262 + (B +7)*02] + (1 = 2Aa)02 + (py — Br)*
= A+ 7)o + (1 = 24a)02 + (py — br)*,
where the sixth equality comes from plugging in equation (A.9). Using the projection theorem and equation (A.12), we have that:

[cov(v, y)1

var(vlp) = var(vly) = var(v) - T(y) = 65 — Acov(v, y)
= ag — Acov(v, f( = pg) + y(s — py) + a(pr — pr) +n+u)
= o, —AB+1)o, = [1 = 4B+ Plo;.

The expected profit of the insider and the expected cost of the government are:

E(rz) = E[(v—p)x]

E{(v—py— AP = py) + y(v + € — py) + alpr — pr) + uDB(v — py)}
E{[(1 = A8 = 4y)(v = py) — Are = Aa(py — pr) — Aulp(v — py)}

[1 = A(B + MIBEIW — py)*1 = AaPEL(w — po)(pr — br)]

[1— A8+ r)1po?,

E(c) = El(p—v)gl
= E{(py + AlB(v = py) + (s — po) + alpr — pp) +ul — V)[y(s = py) + alpr — br) + nl}
= E{[(48 + Ay — (v = py) + Ave + Aalpy — pr) + Aully(s — py) + a(py — pr) +nl}
= [AB +7) = Ny El(v — pp)*1 + Ay’ E(e*) + 4a® E[(pr — pr)’]
+(AB + 24y — DaE[(v — po)pr — br)]
= [MB +7) = Llyo? + Ay*c? + Aa’c2.

The correlation coefficient between the trading positions of the insider and the government is:

cov (x,g) cov (B = py), ¥(s = po) + alpr — py) + 1)
corr(x,g) = =
\/U‘" (X)\/U‘” (€3] \/Uar (ﬁ(u — po)) \/Uar (y(s —po) +alpr — pr) + 11)
Byo?

\/ﬂzog [r2 (62 +02) + azo'%]
A.2. Proof of Proposition 1

Given his information set {u, pT}, the insider solves the problem (9). For this purpose, using Egs. (12) and (13), we compute:

E[(v - p)x|v, pr]
v = py— Aplx +rp(s — po) + ap(pr — Pr)
E x|v, pr
+np +u— (& +ar) (pr — br) — 7]

[(1 = Aryp)(W = po) = Apx + Apér(pr — Br)] x.

The FOC for x yields:

1= Apy £ _
x=-—3ﬁ}1w—pw+~§@T—pﬂ. (A.13)
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The SOC is 4, > 0. Comparing the FOC (A.13) with the conjectured strategy (11) leads to:

_ 1= Apyr

b=

& =0.
Using Egs. (11) and (13), the loss function of the government is derived as:
El¢(p = pr)’ + (p = v)gls, pr]

GE [(po + 47180 = po) + Er(pr = )+ 8 +u— & +ap)or = bp) =) = pr)’ 15 pr | +

E [py + Ar (Br(v = po) + &r(pr — br) + g +u— & + ap)pr — pr) —nr) — vls,pr| g
& [po = pr — Arar(pr — br) + Arg — dpnr|” + $A2P2Ew — po)?ls, pr]
+2¢ArBrlpy — pr — Arar(pr — br) + Arg — ApnplE( — pols, pr)+ |
$A262 + [(Arpr — VEW = pols, pr) + Arg — Apny — Arag(pr — br)lg

where:

E(v = pyls, pr) = 6(s = po)s

_ 2 2 2
cov (v = po. slpr) [l
var(v = pols, pr) = var (v = polpr) — ==,
var (slpr) o, +0;
) 2.2
E [(v=po)’ls,pr] = [E@ = pols, pp)]” + var(w = pyls, pr) = 8*(s = po)* + .
o, +0'6

The FOC for g yields:
(1= AgBr = 2A2B)5(s — po) + [(1 + 2¢Ap) Ay + 27| (pr — Br)
+Q2¢ A% + Ap)ng + 207 (Br = po)
2032 + 247

g=
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(A.14)

(A.15)

The SOC is 2¢12T+2/1T > 0, which holds accordingly if 4, > 0 holds. Comparing the above FOC of the government with its conjectured

trading strategy (12), we have:

1= Ay fr — 2022 By
yr=—————""5

2042 + 247
2047 + (1 +2¢Ar) Apar
ay = . =2¢,
2045 + 207
(24”»%- + Apny + 2¢Ar(pr — po) 205 )
nr = =2¢(pr — po)-
T 2012 + 27 o
By the projection theorem, Eq. (10) gives rise to:
couv(v, y|pr)
= E(lpy) + —————[y — E(ylpp)]
p lpr varlpr) y ylpr
cov(v, y|pr)
= E()+ —————[y - E(yIpp)]
var(ylpr)
cov(v, y|pr)
=p+——F—y-EQlpp)]
°" “var(ylpr) T

Combining the above equation with equation (A.16) yields:

_ cov(v,ylpr) _ (Br + rr)o;
var(ylpr) (B +vr)?02 + r2o? + o2

(A.16)

(A.17)

(A.18)

(A.19)

By a procedure similar to that used to derive the polynomial in Proposition 1, we change the system composed of equations
(A.14)-(A.19) into the polynomial about A; presented in Proposition 2 and solve other endogenous parameters as functions of ;.

The measure of price stability is derived as follows:

El(p— pr)*1 = E [py + A (Br(v = po) + 7 (s = po) +u) = pr ]
= )% [(Br + }’T)zo'g + }’72-652 + oﬂ + 6% + (po — Pr)*
The measure of price discovery/efficiency is:
[cov(v, p)I*

var(v|p) = var(v) — oar(p)
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cov (U,po + Arlpr(v = py) + v7(s — po) + u])2
var (pg + Ar[Br(v — po) + v (s — pp) +ul)
o e
© Al + el +rpol + o))
[y (Br + vr)o2T?
2 v 2
- = 1= A (Br + )0l
iz By + 1110 v(Br + vr)lo;,

The expected profits of the insider are:

var(v) —

- E (1 —}q"}’T)2

E(r) = E [E(z|v, pp)] v
T

(U —po)z = ATﬂ%ag.

The expected cost of the government is:

El(p-v)gl

E ([Po —v+Ap (ﬁT(U = po) +rr(s — py) + u)] lyr(s = po) + agp(pr — pr) + WT])

E{ [MT(ﬂT +yr) — 1w —py) + Aryre + )»TM] lyr (s = po) + ar(py — br) +nrl}
[ArBr +vp) = Uypo? + Apy2o?.

E(c)

The correlation coefficient between the trading positions of the insider and the government is:
cov(x, g)

Vvar (x)y/var(g)

cov (Br(v = po) + Er(pr = Br)s vr(s = po) + ar(pp — pr) + 17

corr(x,g) =

\/ﬂT(U = po) +ér(pr — IjT)\/UW (?/T(S = po) +ap(pr — pr) + VIT)
ﬁTyTag + fTaTO'%
VB0t + ot \[17 (o2 +02) + o]

A.3. Proof of Corollary 1

We provide an intuitive proof of Corollary 1. Releasing the price target signal diminishes noise in financial markets and decreases
market liquidity (i.e., 1/4 > 1/47).2° As shown in Theorem 1 and Proposition 1, § and f have similar expressions, as functions of

A and A, respectively. Define f(4) = %. Due to 0 < A < Ay, if we can prove g (4) is a decreasing function of 4, then

the proof will be complete. Taking derivatives w.r.t A on both sides of f (1) leads to:
26 [ApA2 + 44— (A +2¢4%)5] — 2pA+2 = 5) [8pA +4 — (1 + 4¢1)é]
[4642 + 44 — (A +2p2)5]
_ 4P R =812 —4p(2-8)A—(2-5)(4-6) <0
[4642 + 44 — (A +2p2)8]

B (D

>

2
in which we use § = 2‘1’ 5> € (0,1). From Proposition 1, we know that & = 0.
D-U UE
2
We have a = % in Theorem 1 and a; = 2¢ in Proposition 1. Since a; —a = 2¢ — %ﬁm = d’*fd’f > 0, we know that a; > a.
As shown in Theorem 1 and Proposition 1, y and y; have similar expressions, as functions of A and A, respectively. Define
y(A) = ) — Taking derivatives w.r.t 4 on both sides of y (1) gives rise to:

1P AA—(+27)5
oy o 220 [42% + 44 = (A+2022)8] — (1 = 24) 5 [4A + 4 — (1 + 4 )5]
[4642 + 44 — (A +2p42)5]
82 =8)(1-2p1)% - 56 - 26)
- [4622 + 44— (A+2022)8]°

Then, 7’ (1) and its numerator 5 (2 — §) (1 — 2¢1)*>—5(6—25) have the same signs. It is easy to prove that § (2 — ) (1 — 204)—5(6-26) <
. . 835 8-35 ’ ; ;
0( or > 0), if and only if 1 € (O, 2¢(2—5)) ( or € (2¢(2_5),+oo)). Thus, y' (1) < 0(> 0), if and only if y; < >) yp.
Comparing the expression for E[(p— pr)?] in Theorem 1 and that of E[(p— py)*]y in Proposition 1, we find that another negative
term (i.e., —Zlaa%) in the expression for E[(p— pr)?]. Numerically, the negative term dominates the possible indirect effects brought

about by 1 and thus, E[(p — pr)*1 < E[(p — pr)?1z-

20 1t is very difficult to provide a formal proof of 4 < 4, since 4 and 4, are determined by sixth-order and fourth-order polynomials, respectively. Furthermore,
the intuitive results can be verified by numerical solutions.
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Note that var(v|p) and var(v|p); have similar expressions in Theorem 1 and Proposition 1. If we can prove that A(f + y) >
Ar(Br + yr), then we have that var(v|p) < var(v|p)r. Moreover, A(f +y) and Ay(fy + yy) also have similar expressions, as functions
of 1 and A, respectively. Using equation (A.12), we define:

24+ 2pA — 2948
y) = = A).
CH0= G agira—n - AW
Taking derivatives w.r.t A on both sides of A (1) yields:
—2¢4(3 - 5)
[2—8)2¢4+ @ - D
Since A < Ay, we know that A (8 +y) > Ap(Br + ) and var(v|p) < var(v|p)y. O

A Q)=

A.4. Proof of Proposition 2

Given his information set {v, s}, the insider solves the problem (14). Using Egs. (17) and (18), we compute
E[(v = p)x|v, 5]
x+y (s — + g = pr) +ng+
O P LA | PP
u— (B + & +v,)(s — po) — 1y
[v=po — AgX + (4,6 + A& — 8)(s — po)] x.
The FOC for x yields

isﬂs(s + }'555 -6
22

The SOC is 4, > 0. Comparing equation (A.20) with the conjectured strategy (16) leads to:

L
T2,

s
APb+ A —6 5
R L L . A.22
s 22 2 ( )

s s

1
x= g 0=p)+ (s = po)- (A.20)

s

(A.21)

Using Egs. (16) and (18), the objective function of the government is derived as:
Elp(p— pr)* + (p — v)gls, pr]
2
¢ [p() —Pr— As"x + )“sg + (5 - )“Sﬂs‘s - /153/5) (s— p())] +
2¢Asﬁs [p() —Pr— }'sr]s + Asg + (5 - Asﬁsa - Asyx) (s— p())] Elv - P()lS, prl
+pA262 + GA2PEE[(w — p) s, pr] + A8 — Agnsg+
(6 = AsBs6 — Agyy) (s — po)g + (A, — DE (v = pyls, pr) &
where:
E[v = pols, pr] = (s — po)
The FOC for g yields:
_ 1 (A= A,8, — 2¢i§ﬁs)5 + (1 +2¢2A) (4386 + Agys—3)1(s — po)
2045 + 24, +20A(pr = Br) + QA + A, + 204 (Pr = po) ’

The SOC is 247/1? + 24, > 0, which holds accordingly if 4, > 0 holds. Comparing Eq. (17) with the FOC w.r.t g, we obtain:

4

_ 1= 4,6, — 2¢/1§ﬂs)6 + (1 +2¢A)(A,6,6 + Agy—06)

A.23
2022 + 22, (A.23)

s
204,
&= a2t
2022 + 24,

_ 20A,(br = po) + QDA + An,
s 2602 + 22,

(A.24)

=2¢(pr — po)s (A.25)

By the projection theorem, Eq. (15) gives rise to:

couv(v, y|s) couv(v, y|s)

p= E(ls) + oSy = EG1s)] = py 60— po) + =0 s

ly— EQIs],

where:
cov(v, y|s)
var(y|s)
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_ cov(v— E(ls),y — EGIs))
var(y — E(y|s))
cov(v — py — 6(s — py), Bs(V — py) + a;(pr — pr) +u — f6(s — py))
var(fy(v — py) + ay(py — py) +u — f6(s — py))
B,(1 = 6’62 + B,5°62

2 2 52 25252 2.2 27
Bz(1 = d)*c; + f56 6. +a;op 0,

Combining Eq. (18) and the above equation gives us:

_ cov(v,yls) B,(1 = 8)%02 + B, 5202

— - 5 . (A.26)
var(y|s) P2(1 = 6262 + p25262 + aZoy. + o2

s

We change the system composed of equations (A.21)-(A.26) into a polynomial about A, solve other parameters as functions of
A, and compute the associated moments listed in Proposition 2. []

A.5. Proof of Proposition 3

Given his information set {U, Prs s}, the insider solves the problem (19). Using Egs. (22) and (23), we compute:

E[(v - p)x|v, pr, 5]
E [(v —po+ [AS,T (ﬂ”a n 5“}) - 5] (s = po) + A rE2pr — ) — Aygx— ASYTu> x|o, pr s]

(0= ro+ [Aur (Burs +&5) = 8] = o) + 470 pr = ) = Ay ) .

The FOC for x yields

x= = (0= po+ A& r = o)+ [Gorbor = D5+ 478 | = pp)). (A.27)
s, T

The SOC is 4, > 0. Comparing equation (A.27) with the conjectured strategy in Eq. (21) leads to:

1
_ , A.28
ﬂs T ZA’S,T ( )
1
) (l:,Tﬁs,T -1Ds+ AS,T&;’])' )
) __ ’ (A.29)
s, 2ls,T 2’1s,T
1 5(2)
2) sTosT
= —0. A.
s, T ZAS,T 0 ( 30)

Using Egs. (21) and (23), the objective function of the government is derived as:

E[¢p(p — pr)? + (p — v)gls, prl =
P o2
& [po = Pr — Asriisr + Asrg + (1= AgpBr)s = Agrysr) (s — po)— (1 + Agragr) (pr — Br)
+022 B2 ELw = po)?ls, pr] + §42 o2+
po=pr = Asritsr = (1+ Agragr) (or = pr)
2¢1SYTﬂS,T
+AS’Tg + ((1 - ASvTﬁS,T)é - As,T}'s,T) (S - p())
(srBsr = DE (0= pols. pr) = Agragr(or = br)

+ (1= 27108 = Asvs7) (5 = PO) + A58 = Asiler

] Elv - pols, prl ,

where:

2
v

2 2"
t71)+¢76

E (U—p0|s,p—[~) =6(s — py), 6 =

The FOC for g yields the following:

(=2¢02,76 + (1 + 204, 1) A 751) (s = Po)

+ (24,7 + (1 + 204, 1) A ras 1) (pr — Br)
+(2¢/‘lir + }'S,T)VIS,T + 2¢/‘ls,T(13T - P())

1

g -_-
2042, + 24,7

The SOC is 2¢/1f’T + 24, > 0, which holds accordingly if 4, > 0 holds. Comparing Eq. (22) with the FOC w.r.t g, we obtain:

=204 76 + (1 +2¢0A, ) Asr7r
2‘7”131 + 247
2pAgr + (1L + 20 ) A a1
- 2047 + 2,7

= —2¢3, (A.31)

YsT =

a1 =24, (A.32)
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2¢A, 7Py — po) + (ZW%,T + Ay
2047 1 + 24,7

s = = 2¢(pr — po)- (A.33)

By the projection theorem, Eq. (20) gives rise to

cov(v, y|pr, 5)

p = E(Qlpr,s) + [y = EQlpr. sl
4 var(ylpr. ) 4
cov(v, y|pr, 5)
=py+é(s—p)+ —————y— EQlpr, 9],
0 O “var(ylpr, 5) lPr
where

cov(v, ylpr,s) _ cov(v — E(lpr,s),y— EQlpr,s)) Bsr [(1 - 5)20'3 + 520'52]

var(ylpr, ) var(y — E(y|pr, 5)) 2, [(1= 6262 + 8262 + 02

Combining Eq. (23) and the above equation gives rise to:
_covw.yls.pr)  Bor [(1=8Y0) +8%07]

- = . (A.34)
T varGlsopr) 2L [(1 - 6)%62 + 6%62] + 02

Substituting equation (A.28) into equation (A.34) leads to the expression for A, presented in Proposition 3. Through

substitutions, we have those expressions for (ﬂsyr,.fil%, e:?}, Y51 %15 s7)- We then find those moments listed in Proposition 3. []

Appendix B. Supplementary data
Supplementary material related to this article can be found online at https://doi.org/10.1016/j.finmar.2024.100897.
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