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The growth of the financial sector

Alexi Savov NYU Stern 2/15



The role of the financial sector

The allocation of capital
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Trading volume (annual turnover)
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The allocation of capital

Valuation

Investment

Earnings
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Framework 1: Exogenous information (q − theory)

Two firms, A and B:

iA − iB =
qA − qB

γ
=

E [zA]− E [zB ]

γ (1 + r)

1 Tobin’s q predicts future earnings z

2 Investment i is explained by q

3 Investment i predicts future earnings z
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Framework 1: Welfare

• Wealth is increasing in the standard deviation of the predictable
component of earnings σE [z]:

V ≡
∫
i

vi =
1

2γ

[(
z

1 + r
− 1

)2

+

(
σE [z]

1 + r

)2
]

vi : value of firm i
z : average earnings

AAA

• Information ⇒ the option to invest.

AAA

• Links price dispersion and welfare.
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S&P 500 versus all firms

Ei,t+3

Ai,t
= at log

(
Mi,t

Ai,t

)
× 1t + bt

(
Ei,t

Ai,t

)
× 1t + cs(i,t),t (1SIC1)× (1t) + εi,t .

E/A dispersion log M/A dispersion

Coefficients, at Predicted variation, at × σt (M/A)
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Framework 2: Endogenous information (Kyle model)

• What is the link between financial development and the standard
deviation of the predictable component?

AAA

• What does an increase in firm uncertainty imply about information
production?

AAA

• What is the right measure of financial sector efficiency?
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Regress future earnings on current prices

σs : signal strength σu: noise trader demand
σv : overall volatility ψ: cost of information

Linear Exogenous Endogenous If If
regression information information σv ↑ ψ ↓

Predicted variation 1√
2
σs

1√
2
σv −

√
ψ
2

(
σv

σu

)
↑ ↑

Price dispersion 1√
2
σs

1√
2
σv −

√
ψ
2

(
σv

σu

)
↑ ↑

R2 1
2

(
σs

σv

)2
1
2

(
1−

√
ψ

σvσu

)2

↑ ↑

Info expenditure N/A
√
ψσvσu − ψ ↑ ↑↓
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S&P 500 firms: Forecasting earnings with equity prices

Ei,t+3

Ai,t
= at log

(
Mi,t

Ai,t

)
× 1t + bt

(
Ei,t

Ai,t

)
× 1t + cs(i,t),t (1SIC1)× (1t) + εi,t .

Coefficients, at Predicted variation, at × σt (log M/A) Marginal R2

k = 1 k = 1 k = 1

k = 3 k = 3 k = 3
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S&P 500 firms: Forecasting earnings with bond spreads

Ei,t+3

Ai,t
= at log (yi,t − y0,t)× 1t + bt

(
Ei,t

Ai,t

)
× 1t + cs(i,t),t (1SIC1)× (1t) + εi,t .

Coefficients, at Predicted variation, at × σt (yi,t − y0,t) Marginal R2

k = 1 k = 1 k = 1

k = 3 k = 3 k = 3
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S&P 500 firms: Forecasting R&D with equity prices

R&Di,t+k

Ai,t
= at log

(
Mi,t

Ai,t

)
× 1t + bt

(
R&Di,t

Ai,t

)
× 1t + ct

(
Ei,t

Ai,t

)
× 1t

+ds(i,t),t (1SIC1)× (1t) + εi,t .

Coefficients, at Predicted variation, at × σt (log M/A) Marginal R2

k = 1 k = 1 k = 1

k = 3 k = 3 k = 3
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Financial sector efficiency

AAA

• Based on our model, back out the cost of information ψ assuming
constant noise trader demand.

AAA
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Conclusion

AAA

• The finance industry has grown.

AAA

• We find little evidence of increased predictability.

AAA
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Dispersion

logM/A E/A

R&D/A CAPX/A
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