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Q: WHO BENEFITS FROM FINANCIAL
INNOVATION?

Faster and cheaper computing has led to lower:
* Costs of stock market participation |
*  Search costs for suitable funds |
 Information costs |

Yet, stock market participation has been declining since 2001.

A: The explosion of financial technologies for retail

investors does not guarantee broad increases 1n household

wealth. Instead, the sophisticated investors who already
have relatively high levels of wealth are most likely to
benefit from many of the new technologies.

Main Contribution

Contribution: Build a unified theory that reconciles
financial innovation with the decrease in stock market
participation and increase in inequality obs. In last
decades.

Equilibrium

p(Wo,j)

1. Portfolios: max E; A j]
dj

> Var]- [Wl,]]

St.Wy ;=W — F — ﬂ[w —f]] —qj(z—1rp)

2. Asset markets clear: rp = a + bz — cx

0

3. Management fees determined through Nash bargaining:
maX(U]l.nfO —yrmnio _ fi)Xf;

J

o

: T
s,jm wsea ch

0

5. Investors optimally choose between:

4. Managers optimally choose precisions:
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Equilibrium properties

* Returns to scale in asset management = only managers
acquire private information about assets

Impact on investors
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Theoretical predictions

INEQUALITY AND THE EQUITY PREMIUM
P3. Lower particip. costs: (¢) lower premium & inequality.
I3. Lower 1nfo. costs: (¢) higher premium, higher inequality.
S3. Lower search costs: (¢) higher premium higher inequality.
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WHY DON’T FUNDS EQUALIZE RETURNS?
H1. Informed outperforms uninformed (before/after fees)
H2. Wealthy investors achieve higher Sharpe ratios.

Sharpe ratios by fund type Sharpe Ratios by Wealth Quintile

Participation costs | imply (1) more participation, less info, (2)
more managers, higher fees, (3) lower inequality.
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Fiction 1: Participation is costly: fee F
Friction 2: Finding a suitable manager is costly, @

When they meet, they negotiate a management fee, f;
Friction 3: Information is costly, K(O’S_Z)

Signals: Sim = X + €, where e,~N(0, Ug,z,j,m)
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Cost of information: K(O’S’ m) = €003, i m
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COMPETITION AND FUND FEES
P2. Lower particip. costs imply (b) more managers, higher fees.
I12. Lower 1nfo. costs imply (b) more managers, lower fees.

S2. Lower search costs imply (b) fewer managers, lower fees.
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* Incentive fees per rate of return

Who benefits?

e Before 2000, the gains were going to low-wealth investors
because lower participation costs allowed them to enter and benefit
from the equity premium

e After 2000, the gains started going to high-wealth investors.
Better data technologies disproportionately help wealthier investors.

* And technologies that make it easier to search for funds do not
solve the problem. In fact, they amplify 1t.
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