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> We get Cov[AV, D] = U‘Q/% and Var [D] = J‘Q/% + 012J
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» Performance needs to be evaluated, this costs investment banks C

» Investment banks obtain trading profits, pay the wages to informed traders only,
and face costs of evaluating trader performance

> Profits: IIp = E[[I] — yw — C
Investment banks will only operate a trading desk if I >0
> This requires ooy > 2C\/(1+7f) 2 (1 + f) — (1 + 7))
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Performance needs to be evaluated, this costs investment banks C
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Investment banks obtain trading profits, pay the wages to informed traders only,
and face costs of evaluating trader performance

Profits: TIp = E [II] — yw — C

Investment banks will only operate a trading desk if I >0

This requires ooy > 25/ (1+7/) 21+ f) = (1 +7f))

Only if the uncertainty is large enough can informed traders generate enough
profits to cover the costs of monitoring
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» If many informed traders are present, the costs of fixed wages are low as few
uninformed traders are rewarded, making fixed wages more attractive
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» If many informed traders are present, the costs of fixed wages are low as few
uninformed traders are rewarded, making fixed wages more attractive

> If the uncertainty is high, uninformed traders will make more losses
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» If many informed traders are present, the costs of fixed wages are low as few
uninformed traders are rewarded, making fixed wages more attractive

> If the uncertainty is high, uninformed traders will make more losses, making the
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