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Abstract

We study a model of dynamic adverse selection in which a large group
of sellers sell an asset of uncertain quality to a larger group of buyers. The
quality is known to the sellers but unknown to the buyers. There is, however,
the possibility that if the asset is of low quality, this will be revealed via public
news at a random time. We show that there is a unique equilibrium satisfying
forward induction. In this equilibrium a bubble develops. Even a worthless
asset is traded at rapidly increasing prices. This is because in the absence
of bad news, buyers become more and more optimistic– they exhibit rational
exuberance.

1 Introduction

In June 2020, the Nikola Motor Company– a startup aimed at manufacturing trucks
powered by alternative fuels– went public. Interest in its forthcoming products was
intense. By August, Nikola’s share price had risen so steeply that its market value
exceeded that of Ford Motors. But doubts about the company’s products began to
emerge soon thereafter. In September 2020, it was reported that a promotional video
of a prototype Nikola hydrogen-electric truck driving down a highway was actually
filmed while the truck rolled down an incline without any power! Within two days,
the price of Nikola’s stock fell 36% and never recovered.1

∗The research reported here was supported by a grant from the National Science Foundation
(SES-2048806). We thank John Conlon, Antonio Doblas-Madrid, Manuel Santos and other paric-
ipants of the "Greater Fool Bubbles" seminar for their comments and suggestions. We are also
grateful to Ryuichiro Izumi, Ryo Jinnai and Kozo Ueda for their comments as well. Special thanks
are due to Gadi Barlevy and Narayana Kocherlakota for their guidance.
†Department of Economics, University of Rochester, E-mail: yuawaya@gmail.com.
‡Department of Economics, Penn State University, E-mail: vkrishna@psu.edu.
1The company later acknowledged that in fact there was no working prototype. The founder and

CEO of Nikola was convicted of fraud in 2022. The saga of Theranos, similar in many respects, is
well-known and even the subject of a movie.
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A bubble occurs when the price of an asset exceeds its fundamental value– the
discounted sum of future dividends. Typically, this over-pricing– the gap between
prices and fundamentals– grows over time as traders become more and more opti-
mistic. Eventually, this exuberance must face reality and the bubble then collapses.
Often, as in the case of Nikola, the collapse is triggered by the arrival of public news
that the asset is overvalued. But whether or not there is a bubble can only be assessed
ex post. Much like the price of Nikola’s stock, the stock price of another electric ve-
hicle manufacturer, Tesla, also rose very quickly when it was fledgling manufacturer.
Today, of course, Tesla is one of biggest car manufacturers in the US and looking back,
one would be hard pressed to describe the high price of its stock in early days as a
bubble. The fact that bubbles are diffi cult to recognize has troubled policy makers.2

The increasing optimism that drives bubbles is usually attributed to irrationality
on the part of traders. Shiller (2015) coined the term "irrational exuberance" to
describe this phenomenon. In this paper, we introduce a model of dynamic adverse
selection in which exuberance is rational. An asset of uncertain quality is traded over
time. If the asset is of low quality, there is the possibility that news, revealing this
fact, will arrive. Such news comes stochastically and so in its absence, buyers become
more and more optimistic. This rational exuberance leads to a speculative bubble
that bursts only when, and if, bad news arrives. The rapid growth in prices is not
due to any growth in fundamentals; rather it stems from buyers’exuberance.
In our model, a large group of sellers, each of whom holds one unit of an asset,

faces a large group of short-lived buyers. The quality of the asset is uncertain– it may
be valuable or worthless. The sellers themselves know the true, common quality but
this is unknown to the buyers. Buyers value the high-quality asset more than sellers
do– there are gains from trade– while the low-quality asset is worthless for all. Each
seller decides when to sell over an infinite horizon but may be hit by a shock that
compels her to liquidate her holdings immediately. At any instant, the market price
of the asset is competitively determined. Past and current prices may be observed by
buyers, but quantities are not. Finally, as mentioned above, if the asset is worthless,
there is the possibility that this will be revealed to all at some random time, thereby
collapsing the bubble.
Our main result is that for all parameter values3:

Theorem There is a unique equilibrium satisfying forward induction.4 A bubble
develops– even a worthless asset trades at exponentially increasing prices until bad
news arrives. The bubble has a maximum life span that is endogenous.

In equilibrium, a worthless asset is gradually sold over a time interval [0, T ] where

2Bernanke and Gertler (2012) write: "Trying to stabilize asset prices per se is problematic for a
variety of reasons, not the least of which is that it is nearly impossible to know for sure whether a
given change in asset values results from fundamental factors, non-fundamental factors, or both."

3See Propositions 3.1 and 4.2 for precise statements.
4Specifically, we use the "never-a-weak best response" (NWBR) refinement of Kohlberg and

Mertens (1986) or the D1 refinement of Cho and Kreps (1987). In our model, these are equivalent.
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T > 0 is endogenously determined. These sales are comprised of both planned sales
and forced sales due to liquidity shocks. A valuable asset is intentionally sold only at
time T but again there are always some forced, liquidity driven, sales prior to this.
The equilibrium price path is the same regardless of whether the asset is valuable
or worthless. Thus, prices do not reveal the asset’s quality. As time goes on and
no bad news arrives, buyers become increasingly optimistic that the asset is, in fact,
valuable. Thus, they are willing to pay more for the asset and this causes the market
price to rise. Buyers’exuberance is completely rational.
The key to the equilibrium is that while all sellers discount future profits at

a common rate, say r, when the asset is worthless sellers face the additional risk
that bad news will arrive. If the Poisson arrival rate of such news is λ, then sellers
effectively discount future profits at the risk-adjusted rate λ+ r. Thus, sellers are less
patient when the asset is worthless than when it is valuable. Put another way, when
the asset is valuable, sellers are willing to wait longer to sell than when it is not.
In equilibrium, sellers "ride the bubble" unless forced to bail out because of liq-

uidity needs. When the asset is valuable, all sellers wait until T as there is no risk
that prices will collapse earlier because of bad news. When the asset is worthless,
however, the incentive to wait is mitigated by the risk that the bubble will collapse
because of bad news. In this case, sellers gradually bail out of the market before T .
Can the bubble last forever? In other words, can T = ∞? The answer is no.

If sellers are willing to wait indefinitely when the asset is worthless, then by the
argument above it must be that sellers are also willing to wait indefinitely when it
is valuable. Since liquidity shocks ensure that there are positive sales at any instant,
buyers must believe that there is at least some chance that the asset is valuable. Thus,
prices must also be positive at any instant. But this means that it is dominated for
sellers to wait forever.
Conversely, why must there be a bubble at all? In other words, can T = 0? Indeed,

there may be no-bubble equilibrium in which all sellers sell at time 0 regardless of the
asset’s quality. This is sustained, for example, by buyers’out-of-equilibrium beliefs
that if any sales are observed after time 0, then the asset is deemed worthless. Such
beliefs discourage sellers from waiting to sell. But such beliefs are implausible because
as argued above, the incentive to delay sales is greater when the asset is valuable then
when it is not. Forward induction, based on the idea that all deviations are purposeful
rather than mistakes, then requires that on observing a delayed sale buyers assign high
probability to events where such deviations are more profitable. Thus, on observing a
delayed sale buyers should in fact believe that the asset is valuable, thereby disturbing
the no-bubble equilibrium. As the result claims, in fact, forward induction rules out
all but one equilibrium. Interestingly, the size of the bubble in the selected equilibrium
is "bigger" than in any other equilibrium– the time horizon T of the bubble is longer
and the prices are higher.
Relative to the literature, our model of bubbles captures many appealing features

simultaneously in a simple set up. The information structure is rather straightforward
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and captures the fact that many real-world bubbles collapse because of public news.
There is a unique (refined) equilibrium with the feature that a bubble emerges for
all parameter values. Thus, the bubble is a robust phenomenon. Moreover, not only
is a worthless asset over-priced but the over-pricing grows over time driven solely by
rational exuberance. This last feature is unique to our model.
In our model, the bubble delays trade and so results in an ineffi ciency.5 The fact

that there is a unique (refined) equilibrium allows us to consider the implications of
various "bubble-bursting" policies that have been proposed. Chief among these are
interest rate policies as well as policies that result in more information about the true
asset value.
We find that an increase in the interest rate decreases the maximum duration T of

a bubble and so also the probability that it will burst before T. But an increase in the
interest rate also increases the cost of delayed trade. In fact, because of this second,
negative effect, an increase in the interest rate actually decreases welfare. Indeed,
Bernanke and Gertler (2001) have argued that when considering interest rate policies
to fight bubbles, one should take into account other economy-wide consequence of
such policies. Our stark model is inadequate to address economy-wide consequences
but nevertheless, in a limited sense, echoes this sentiment.
A related question is whether high interest rates mitigate asset price bubbles by

deterring the creation of worthless assets. In Section 6, we extend our basic model to
include a prior stage in which assets can be created by investors at some fixed cost.
Again, it is assumed that investors know whether or not the asset is valuable prior
to investing. If the asset is created, then it is traded in the same fashion as outlined
above. We show that this two-stage model has a unique (refined) equilibrium as
well. In this equilibrium, for intermediate levels of costs, there is positive investment
regardless of quality but is lower if the asset is of low quality. Not surprisingly,
increasing the interest rate decreases the level of investment in the low-quality asset.
This positive effect on welfare must now be weighed against the finding that in the
second, trading stage, high interest rates decrease welfare because they reduce the
present value of gains from trade. Examples show that the overall effect on welfare
is now ambiguous.
Policies that increase transparency– that is, those that result in greater scrutiny

of asset values– have an unambiguous benefit. In our model, one may think of such
policies as resulting in an increase in the arrival rate of bad news. We show that this
increase is beneficial not only at the trading stage but also in the two-stage model
with investment.

Other literature There is a vast literature on bubbles with different mechanisms,
surveyed ably by Brunnermeir (2009) and Barlevy (2018). Our paper falls into the
category where asymmetric information is the key driver.

5This is in contrast to many other models of bubbles where worthless assets, such as fiat money,
improve effi ciency by facilitating trade. See Section 5 for details.
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Allen, Morris and Postlewaite (1993) develop a model of so-called "greater-fools"
bubbles. Traders are asymmetrically informed with information partitions that be-
come finer over time. In specific circumstances, prices exceed fundamentals. This is
because given his or her information, a trader is willing to buy the asset in the hope
of selling to a greater fool later. There may be situations– called a strong bubble–
in which it is mutual, but not common, knowledge that the asset is overpriced. In
the work of Allen et al., the no-trade theorems of Milgrom and Stokey (1982) and
Tirole (1982) are circumvented by introducing positive gains from trade, sometimes
via insurance motives and sometimes via heterogeneous priors. Interestingly, Conlon
(2004) shows that such bubbles can arise even when traders’knowledge of over-pricing
is of higher orders than being simply mutual. A different model of greater fools was
introduced by Awaya, Iwasaki and Watanabe (2022) in which an asset is traded from
a seller via a chain of middlemen to a final buyer. There is a common prior and pos-
itive gains from trade. The information of middlemen closer to the ultimate buyer is
finer than that of those who are further away in the chain. For all parameter values,
there is a unique equilibrium in which even a worthless asset is traded at positive
prices. These increase over time as the asset is traded up the chain.
Abreu and Brunnermeir (2003) initiated research on "riding-the-bubble" models.

Their seminal paper studies a situation in which holders of an asset decide when to
optimally bail out of the market in the face of exogenous, rising prices. If suffi ciently
many traders bail out, however, the market crashes. Ideally, one would like to bail
out just before a crash but there is uncertainty about exactly when this will happen.
Traders receive private signals that conclusively reveal that the asset is overpriced
but these signals are dispersed over time and so the over-pricing is not common
knowledge. In the unique trading equilibrium, rational traders hold the asset even
when they know it is over-priced. An obvious critique of the Abreu-Brunnermeir
model is that the increase in asset prices is due to the presence of behavioral traders
and so is exogenous.
In important work, Doblas-Madrid (2012, 2016) addresses the exogenous-price

critique of the Abreu-Brunnermeir model by adding an explicit trading mechanism
which determines prices. There is a second source of uncertainty– the possibility
that an asset holder will be forced to sell because of liquidity needs. Doblas-Madrid
delineates circumstances in which a bubble grows– prices rise– until, at a random
time, it collapses. Rather than exuberance, in his model asset prices increase because
of the exogenous growth in buyers’wealth. Typically, there are multiple equilibria– in
some cases, an equilibrium with a bubble can coexist with one without.
In our model asset prices are endogenously determined. But, in our work, the rise

in prices is not due to any change in the fundamentals– they rise solely because of in-
creased optimism on the part of buyers– what we call exuberance.6 A second feature
of our model is that in the unique (refined) equilibrium, a bubble must necessarily

6This growing optimism is also present in the symmetric information model of Zeira (1999),
where there is uncertainty about how long fundamentals will continue to grow.
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arise and this conclusion holds for all parameter values.7

While our work does not fall neatly into either of the two categories of models–
"greater fools" or "riding bubbles"– it is closer to the latter. As in those models, the
information traders get consists of conclusive news that the asset is overpriced. An
important difference is that in our model the news is public rather than private.
Allen, Morris and Postlewaite (1993) postulate two different kinds of bubbles. A

bubble is "strong" if the price of the asset not only exceeds its fundamental value
but this fact is mutually known among all traders. A weaker concept is that of an
"expected bubble" where the price exceed the expected value of asset as assessed by
any trader. The bubble in our model satisfies neither condition since the price at
any time equals the expected value as assessed by the buyers. But whether or not a
bubble is strong or expected cannot be ascertained by an outside observer and even
more important, by a policy maker. In our model, the price of a low-quality asset
always exceeds its fundamental value, which is zero. Moreover, the price rises rapidly.
Both of these features can be ascertained by an outside observer or a policy maker.
The basic structure of our model resembles those of dynamic adverse selection as

in the work of Hörner and Vieille (2009), Hwang (2018) and Kaya and Kim (2018).
One key difference is that in these papers buyers’information is private or absent,
while in ours it is public. Dynamic adverse selection models all have delayed trade
mainly because high-quality sellers have higher reservation values than low-quality
sellers and so are willing to wait longer to sell. This kind of delay occurs in our model
as well but for entirely different reasons. Unlike low-quality sellers, high-quality
sellers do not face the risk that public news will expose them and so are willing to
wait for high prices. The paper of Daley and Green (2012) is particularly close, as in
their work adverse selection is also mitigated over time by public signals that arrive
during the course of trading. The nature of the news is quite different, however. It is
modelled as a Brownian process and so is not conclusive. As a result, prices go up and
down and there are even episodes of no trade. In our work, prices rise monotonically,
and trade takes place continuously. Daley and Green look at stationary equilibria
and show that more informative news processes may in fact decrease welfare. 8In
Section 6 of their paper, Daley and Green (2012) brie‡y consider a model like ours
with Poisson news. But there are no liquidity shocks and the nature of equilibrium
in the two models is quite different– there may be intervals of no trade.

The remainder of this paper is organized as follows. The next section formally
introduces the basic model. Section 3 exhibits an equilibrium in which there is a bub-
ble of endogenous duration. Section 4 shows that all equilibria must have the same
basic structure. Prices rise at an exponential rate. When worthless, the asset is sold
gradually over a finite interval of time. We then show that only one equilibrium–

7Matsushima (2013) studies a variant of the Abreu-Brunnermeir model in which traders do not
have any private information but are uncertain whether other traders are rational or behavioral. He
identifies conditions under which there is a unique Nash equilibrium.
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the one constructed in Section 3– survives forward induction restrictions on out-of-
equilibrium beliefs. Section 5 then examines the effects of "bubble-bursting" mea-
sures, notably interest rate policies and those that promote greater transparency. In
Section 6 we extend the basic model in order to consider the incentives to create
assets, worthless or not. This allows us to consider the effects of policies on these
incentives. In Section 7 we show that the analysis is robust to there being positive
gains from trade when the asset is of low quality as well as to the possibility of good
news as well as bad news. Two appendices contain detailed proofs of the uniqueness
argument of Section 4.

2 Model

Time runs continuously and there is an infinite horizon. There is a continuum of
long-lived sellers of mass one, each of whom holds one unit of an indivisible asset– a
single share, say. Each seller decides on the time t ∈ [0,∞) when she wants to sell the
asset. At any instant t, there is a continuum of short-lived buyers with mass greater
than one.8 Thus, at any instant the mass of buyers is greater than the mass of sellers.
The asset is of uncertain quality. Specifically, there are two states of nature ω,

either H or L, and the prior probability of H is ρ ∈ (0, 1) . In state H, the asset is of
high quality and pays a flow dividend of uH ≥ 0 to each seller and a flow dividend of
vH to any buyer that purchases it. It is the case that vH > uH and so that in state
H, the asset has greater value to buyers than to sellers– there are gains from trade.
In state L, the asset pays no dividend and so is worthless for all.9 Note that in each
state, the asset has a common value to all sellers while they hold it and a, perhaps
different, common value to all buyers who buy it.
All agents discount future payoffs at the rate r > 0.

Liquidity shocks Each seller may suffer from a "liquidity shock" that causes
her to sell immediately at the current market price (as in Diamond and Dybvig, 1983
or Doblas-Madrid, 2012). Liquidity shocks are independent across sellers and arrive
according to a Poisson process with parameter θ > 0. Thus, the probability that a
seller will be forced to liquidate her asset holdings before time t is 1− e−θt.

Information All sellers know the true state of nature, H or L, while buyers
are initially uninformed about the state. In state L, however, a public signal is
generated, according to a Poisson process with parameter λ, so that the probability
that the public signal will arrive before time t is 1− e−λt. In state H, no public signal

8By "short-lived" we mean that each buyer interacts with the market only at a single instant.
9In Section 7, we allow for the possibility that there are positive gains from trade in state L as

well.
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is generated.10 Thus, the signal carries conclusive "bad news" about the state. If bad
news about the state arrives at time t, the state L becomes commonly known to all
traders, buyers and sellers, at t and at all subsequent times.
Buyers at t can observe prices but not trade volumes, past or present.

Prices At any time t, the price of the asset is competitively determined. Since
demand always exceeds supply, the competitive price equals the willingness to pay of
buyers.11

Short sales Sellers cannot engage in short sales.

Behavior Rather than describing the strategies of the sellers explicitly, we will
capture the sellers’decisions via a distribution function Fω (·) : R+ → [0, 1] that, in
state ω, determines the fraction Fω (t) of sellers who plan to sell before time t in the
absence of liquidity shocks.12

From this we can determine the fraction of sellers who sell before time t as

Sω (t) = 1− e−θt (1− Fω (t)) (1)

To see this, note that the fraction of sellers who sell after t is 1−Sω (t) and this equals
the fraction e−θt of sellers who have not been hit by a liquidity shock as yet times the
fraction 1 − Fω (t) who plan to sell after t. Thus, Sω is a stopping-time distribution
in state ω.
Note that while Fω (·) is the distribution of planned selling times, Sω (·) is the

distribution of actual selling times, in the absence of any news. Sω takes into account
the possibility that liquidity shocks may force a seller to sell before her planned
selling time. Of course, Fω stochastically dominates Sω. Since there is a one-to-one
relationship between Sω and Fω, there is no loss in supposing that the sellers behave
according to Sω which includes both planned and forced sales.
Similarly, there is no need to explicitly specify the strategies of the buyers either.

All that is important is the resulting market price of the asset at any instant. Since
the mass of buyers exceeds the mass of sellers at any time t, the market price p (t)
at t must equal the expected present discounted value of the asset to the buyers. In
other words,

p (t) = β (t)× vH
r

(2)

10In Section 7, we allow for the possibility of a public signal in state H as well.
11Buyers are thus rationed at random. They know that the relative likelihood of purchasing a

unit of the asset in the two states depends on the relative "number" of units up for sale in the two
states.
12The same distribution function Fω could result from different behaviors on the part of the sellers.

For instance, it could be that each seller follows the same mixed strategy Fω or it coud be that each
seller with label Fω (t) sells with probability one at t.
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where β (t) is the posterior belief of the buyers at time t that the state is H, given
their information at t. In other words, prices are determined solely by the beliefs of
buyers.

Beliefs The buyers’posterior beliefs β (t) are determined by the sellers’behavior,
SL and SH . When forming these beliefs, a buyer knows (i) whether or not bad news
has arrived; (ii) past prices (but not trading volumes). Even though trading volumes
are not observable, a buyer conditions on the event that he will be able to obtain
the asset given SL and SH . This last feature is to avoid any ex post regret– in any
"market for lemons," buyers condition on the event that their offer will be accepted,
again to avoid ex post regret. Note that since each unit of the asset is indivisible,
each buyer can only condition on the coarse event: whether or not he was able to
obtain a unit.
In the absence of news, the belief must be the same in either state H or L. The

reason is that past prices are themselves determined by the past beliefs of buyers via
(2) and so cannot carry any information not available to buyers. Thus, in the absence
of news, beliefs cannot depend on the state.
Precisely, if no news has arrived by t, then the beliefs are formed as follows. If

both SL (·) and SH (·) have densities sL (t) > 0 and sH (t) > 0 at t,

β (t) =
ρsH (t)

ρsH (t) + (1− ρ) e−λtsL (t)
(3)

Note that this is based on the fact that since the supply at time t in state ω is just
sω (t) dt and in state H there is no possibility of bad news, the relative likelihood of
being able to obtain a unit of the indivisible asset at time t is sH (t) /e−λtsL (t) . Note
that while buyers do not observe sH (t) or sL (t) directly, these are known from the
strategies of sellers.
If SL (·) has a mass point at t, that is limτ↑t SL (τ) < SL (t) , while SH (·) does not,

then β (t) = 0. Similarly, if only SH (·) has a mass point at t, then β (t) = 1. Finally,
if both have mass points mL and mH at t, then

β (t) =
ρmH

ρmH + (1− ρ) e−λtmL

Note that these definitions are valid only if t is in the union of the supports of SL
and SH . Outside the union of the two supports, beliefs are arbitrary. In later sections,
forward induction will place restrictions on beliefs.
If bad news has arrived by t, and so it is commonly known that the state is L,

then β (t) = 0.

Equilibrium A (Nash) equilibrium is a price path p : R+ → R+ and distributions
SH (·) and SL (·) such that
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1. Given p, Sω maximizes the expected payoff of the sellers in state ω.

2. Given SH (·) and SL (·) , the buyers’beliefs β (t) are formed as above and prices
are

p (t) = β (t)× vH
r

Two features of the definition should be noted. First, it specifies only the path
of prices in the absence of news. If conclusive news arrives before t, then the price,
of course, falls to zero after that. Thus the path of actual prices is random. Sellers
maximize payoffs taking the price path p as well as the possibility of news into account.
Second, the definition takes into account the fact that in the absence of news,

the prices in the two states must be the same. This in turn follows the fact that
beliefs β (t) must be the same in these circumstances. Thus, buyers as well as outside
observers cannot infer the state from the prices.

3 Bubble Equilibrium

In this section, we exhibit an equilibrium with a bubble in which prices rise exponen-
tially because of rational exuberance. There exists a time horizon T ∗ such that all
sales are completed by then. In state L– when the asset is worthless– sellers slowly
sell between 0 and T ∗, some early, some late. Precisely, a positive density plan to sell
at any t ∈ [0, T ∗] . In state H– when the asset is valuable– all sellers plan to wait un-
til T ∗ before selling and sell before then only if compelled by liquidity needs. As time
goes by and no news arrives, buyers become increasingly optimistic that the asset is
valuable. This rational exuberance results in prices rising at a pace that exceeds the
interest rate. The price path is the same whether or not the asset is actually valuable.

Proposition 3.1 There exists a unique T ∗ > 0 such that the following constitute an
equilibrium:
(i) in state H, sellers sell according to the distribution

SH (t) =

{
1− e−θt t < T ∗

1 t ≥ T ∗

(ii) in state L, sellers sell according to SL with support [0, T ∗] and density

sL (t) =
ρ

1− ρθ
(
e(λ+r)T ∗e−(r+θ)t − e(λ−θ)t) (4)

(iii) in the absence of news, the price path is

p (t) =

{
e(λ+r)(t−T ∗) × vH

r
t < T ∗

vH
r

t ≥ T ∗
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Proof. Case 1: λ 6= θ.
First, note that if sL has the form given in (4), then

SL (t) =

∫ t

0

sL (τ) dτ

=
ρ

1− ρθ
(
e(λ+r)T

(
1− e−(r+θ)t

r + θ

)
+

1− e(λ−θ)t

λ− θ

)
(5)

where T is treated as an unknown. There is a unique T ∗ such that SL (T ∗) = 1, or
equivalently, T ∗ is the unique solution to

ρ

1− ρθ
(
e(λ+r)T

(
1− e−(r+θ)T

r + θ

)
+

1− e(λ−θ)T

λ− θ

)
= 1 (6)

This is because the left-hand side of the equation above is 0 when T = 0 and un-
bounded as T →∞. Moreover, it is increasing in T. Thus there is a unique T ∗ such
that SL (T ∗) = 1.
Second, we show that given (iii), it is a best response for the sellers in state H

to play according to SH . The expected discounted payoff of a seller in state H who
plans to sell at t < T is

πH (t) =

∫ t

0

θe−θτ
((

1− e−rτ
) uH
r

+ e−rτp (τ)
)
dτ

+e−θt
((

1− e−rt
) uH
r

+ e−rtp (t)
)

The term with the integral is the payoffto a seller from a forced sale, due to a liquidity
shock, before t. This includes the stream of dividends prior to the sale. The second
term is the payoff from selling at t.
Routine calculations show that π′H (t) > 0 and so for sellers in state H, it is better

to postpone sales until T ∗. Moreover, waiting after T ∗ is suboptimal because the
prices after T ∗ are the same as those at T ∗.
Third, we show that given (iii), selling at any t < T ∗ is optimal for sellers in state

L. The payoff of a seller in state L who plans to sell at t < T ∗ is

πL (t) =

∫ t

0

θe−θτe−(λ+r)τp (τ) dτ + e−θte−(λ+r)tp (t)

This is similar to πH (t) except that in the low state there are no dividends and there
is the possibility of bad news arriving before t. Since prices increase at the rate λ+ r,
πL (t) is a constant. Moreover, selling after T ∗ is suboptimal in state L again because
prices after T ∗‘ cannot be higher than those at T ∗.
Finally, given (i) and (ii), the beliefs of the buyers at any t < T ∗

β (t) =
ρθe−θt

ρθe−θt + (1− ρ) e−λtsL (t)
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and substituting for sL (t) from (4) results in

β (t) = e(λ+r)(t−T ∗)

and so the price path must be

p (t) = e(λ+r)(t−T ∗) × vH
r

At T, there are no sellers in state L while there is a positive mass of sellers in state
H and so

β (T ∗) = 1

so the price at T should be
p (T ∗) =

vH
r

Case 2: λ = θ
The analysis for this case is parallel where from (4), we have

sL (t) =
ρ

1− ρθ
(
e(λ+r)T ∗e−(r+θ)t − 1

)
and so

SL (t) =
ρ

1− ρθ
(
e(λ+r)T ∗

(
1− e−(r+θ)t

r + θ

)
− t
)

It is useful to see the workings of Proposition 3.1 in an example.

Example 1 Suppose that the prior probability ρ = 1
2
, the interest rate r = 0.05, the

arrival rate of bad news λ = 0.5 and the arrival rate of liquidity shocks θ = 0.01. If
the unit of time is one year, then these parameters correspond to a situation in which
the bad news arrives every 2 years on average and liquidity shocks arrive every 10
years on average.

For these parameters, the maximum duration of the bubble T ∗ ' 6 years. The
probability that the bubble bursts before T ∗ is 1 − e−λT ∗ ' 0.95 and the expected
duration of the bubble is approximately 1.6 years.
If vH = 1, then the resulting path of beliefs β (t) , in the absence of news, is

depicted in Figure 1. Since prices are proportional to beliefs, the same figure also
represents the path of prices p (t) . The two selling-time distributions SL and SH are
depicted in Figure 2.
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Figure 1: Path of Beliefs and Prices in Example 1

4 Uniqueness

In this section, we show that while there are many other Nash equilibria, the one de-
rived in Proposition 3.1 is the only "plausible" equilibrium. Precisely, other equilibria
can only be supported by "implausible" out-of-equilibrium beliefs. A particularly sim-
ple Nash equilibrium (already discussed in the introduction) is a "no-bubble equilib-
rium" where in both states L andH, all sellers sell at time 0 at a price p (0) = ρ×vH/r.
As long as uH < ρvH , the equilibrium can be supported by buyers’out-of-equilibrium
beliefs that if there are any sales after time 0, then the asset is worthless and so the
price at any t > 0 will be 0.
In what follows, we will use a specific forward induction notion of what plausible

beliefs are. We begin with a characterization of all equilibria.

4.1 Structure of equilibria

Our first result, Proposition 4.1, shows that all equilibria have essentially the same
structure as the one in Proposition 3.1: there is a bubble, the price grows at the
rate λ+ r and all sales end by an endogenously determined terminal date T. In state
L, sellers plan to sell gradually over the interval [0, T ] , while in state H they wait
until the price reaches its maximum at T. Different equilibria have different time
horizons– the terminal date T differs across equilibria.

13



······························································································

··
···
···
···
···
···
···
···
···
···
···
···
···
···
···
···
·

c

s1

0

SL

SH

T ∗t

Figure 2: Selling-time Distributions in Example 1

Proposition 4.1 If (p, SL, SH) constitute an equilibrium, then there exists a T <∞
such that
(i)

SH (t) =

{
1− e−θt t < T

1 t ≥ T

(ii) SL (·) has a positive density on [0, T ) and (possibly) a mass point at T ;
(iii) p (t) grows at the rate λ+ r until T and p (T ) < vH/r if SL (·) has a mass point
at T.

Note that in the equilibrium derived in Proposition 3.1, SL (·) does not have a
mass point at the terminal date T ∗ while in other equilibria there may be such a
mass point. The presence of such a mass point means that even at date T, buyers
are unsure about the state and so the price at T is lower than vH/r. Appendix B
explicitly constructs the entire set of Nash equilibria.
All equilibria have the same structure because given any price path, the incentive

to wait is greater in state H than in state L. There are two reasons. First, in state
H, sellers who wait receive a non-negative dividend of uH while waiting. Second, and
more important, in state L there is the possibility of bad news arriving and this adds
to the cost of waiting. Precisely,

Lemma 4.1 Given any price path p, if the payoff of sellers in state L from planning
to sell at t+∆ when evaluated at t is positive, then the corresponding payoff of sellers
in state H is strictly greater.

14



Proof. The payoff of a seller in state L from selling at t+ ∆ evaluated at t is

πL (t+ ∆, t) =

∫ ∆

0

θe−θτe−(λ+r)τp (t+ τ) dτ + e−θ∆e−(λ+r)∆p (t+ ∆) (7)

Since πL (t+ ∆, t) > 0, it must be that either there is an open interval in [t, t+ ∆]
with positive prices or p (t+ ∆) is positive.
The corresponding payoff in state H is

πH (t+ ∆, t) =

∫ ∆

0

θe−θτ
((

1− e−rτ
) uH
r

+ e−rτp (t+ τ)
)
dτ

+e−θ∆
((

1− e−r∆
) uH
r

+ e−r∆p (t+ ∆)
)

and because uH ≥ 0,

πH (t+ ∆, t) ≥
∫ ∆

0

θe−θτe−rτp (t+ τ) dτ + e−θ∆e−r∆p (t+ ∆)

Finally, since λ > 0,
πH (t+ ∆, t) > πL (t+ ∆, t)

While the formal proof of Proposition 4.1 is in Appendix A, the basic argument
is rather simple and runs as follows.
Suppose that the price path p together with SL (·) and SH (·) constitute an equi-

librium where, as above, Sω (t) denotes the fraction of sellers who sell before time t
in state ω. As before let Fω (t) denote the fraction of sellers who plan to sell before t.
Recall that the distribution of planned sale times and actual sale times is related via
(1).
For ω = L,H, let suppFω denote the support of the distribution Fω, let T ω =

min suppFω and T ω = sup suppFω. Note that T ω = ∞ is possible. Further, given
an equilibrium (p, SL, SH) , let β (t) denote the belief of the buyers at time t derived
from SL and SH .
First, in any equilibrium, TL ≤ TH . Since sellers in H have a greater incentive to

wait than those in L, they plan to sell at later times than sellers in L. Next, TL = TH
because after all the sellers in L have sold, there is no point for those in state H to
wait any longer. Thus, since TH = TH it is the case that in state H all sellers plan
to sell at the same instant.
The second step is to show that in any equilibrium, the support of FL is

[
0, TL

]
.

This is done in two steps. If TL > 0, then in the interval [0, TL] all sales come solely
from those who have experienced a liquidity shock and it can be argued that the
resulting beliefs and prices are such that it is better to sell at time 0. The second step
is to show that there are no gaps in the support. The reason is similar because again,
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in the gap, sales come solely from those with liquidity needs and it is better to sell
before the gap.13

Third, FL, and hence SL, cannot have a mass point at any t < TL. The reason is
that any such mass point would reveal that the state is L and then the belief at that
point would fall to zero.
Finally, prices must rise at the rate λ+r to keep sellers in L indifferent on

[
0, TL

]
.

If SL has a mass point at TL, then the beliefs of the buyers β
(
TL
)
< 1 and so the

price p
(
TL
)
< vH/r.

4.2 Forward induction

The game studied here has features in common with a dynamic signaling game as
in Noldeke and van Damme (1990). As in their paper, all but one of the equilibria
are vulnerable to forward induction arguments. Since all equilibria terminate at some
time T and there is a positive density of sales at any time prior to and including T, the
only out-of-equilibrium events are "delayed" sales that take place after T. Thus, for
instance, equilibria could be sustained by out-of-equilibrium beliefs such that delayed
sales result in low prices. In other words, buyers "threaten" sellers via beliefs that
attribute any delayed sales to the state being L. A priori such out-of-equilibrium
beliefs seem implausible because the incentive to delay sales is stronger in state H
than in state L. In fact, it seems plausible that delayed sales should cause buyers to
believe instead that the state is H.
To formalize "plausible" beliefs in our setting we use a property of stable sets

of equilibria (Kohlberg and Mertens, 1986)– invariance to elimination of strategies
that are never-a-weak best response to any equilibrium in the stable set (NWBR). In
what follows, we use the definition of NWBR as formulated by Cho and Kreps (1987)
for signaling games. This requires out-of-equilibrium beliefs to be concentrated on
those types that have the strongest incentive to deviate. To apply this in our context,
suppose that T is the terminal time in an equilibrium and let p̃ : (T,∞)→ R be an
"out-of-equilibrium" price path– that is, p̃ (t) is the price that would emerge if there
were delayed sales at a time t > T. Define

DL = {p̃ : π̃L (t, T ) > p (T )}

as the set of out-of-equilibrium price paths that, in state L, yield a payoff π̃L is strictly
higher than the equilibrium payoff. Note that the payoff π̃L depends on the particular
price path p̃ (see (7) for a definition of πL (t, T )). DH is defined similarly.
Also, define

D0
L = {p̃ : π̃L (t, T ) = p (T )}

13The possibility that sellers will be hit by liquidity shocks (θ > 0) is crucial to this argument.
Without liquidity shocks all equilibria have the feature that all sellers, regardless of the state, sell
at some fixed time.
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The NWBR criterion requires that if

D0
L ⊆ DH

then buyers must believe that any sales after T occur only in state H.
SinceD0

L ⊆ DH is guaranteed by Lemma 4.1, in any equilibrium satisfying NWBR,
prices after T must equal vH/r. But in any equilibrium where SL has a positive mass at
its terminal date, the highest price in equilibrium p (T ) < vH/r and the discontinuity
in prices at T means that in either state, sellers would, for a small ∆, prefer to delay
selling to T + ∆ rather than selling at T. Thus, we reach the conclusion that any
equilibrium with a positive mass of sellers at T in state L fails NWBR.
The equilibrium of Proposition 3.1 is not vulnerable to NWBR because the ter-

minal price p (T ) = vH/r and there is no discontinuity. Sellers have no incentive to
delay sales after T since prices are already as high as possible. We summarize this
as:

Proposition 4.2 The equilibrium of Proposition 3.1 is the only equilibrium satisfying
NWBR.

NWBR is a demanding requirement and it is reasonable to wonder if weaker
refinements also rule out equilibria other than the one from Proposition 3.1. The Cho
and Kreps (1987) D1 criterion, for instance, requires that if

DL ∪D0
L ⊆ DH

then buyers must believe that any sales after the equilibrium T occur only in state
H. It is easy to verify that in the game studied here, D1 and NWBR are equivalent.
A still weaker criterion is belief monotonicity. This property underlies the "di-

vinity" concept of Banks and Sobel (1987) and requires that since the incentive to
delay is greater in state H than in state L, any delayed sales should cause buyers to
believe that H is no less likely than before. This, of course, is weaker than NWBR
and D1 which require that delayed sales cause buyers believe that the state is H for
sure. It can be shown that the belief monotonicity requirement is unable to rule out
equilibria where in state L, there is a small mass of sellers at the terminal date. Thus
belief monotonicity does not select the equilibrium of Proposition 3.1 uniquely.14

In Appendix B it is shown that the equilibrium of Proposition 3.1 is also the one
with the "biggest" bubble– of longest duration and with the highest peak price.

5 Bubble policies

It is commonly argued that rapid and unwarranted increases in asset prices– bubbles–
destabilize the economy and governments should try to prevent or shorten the dura-
tion of such bubbles (see for example, Barlevy, 2018). While our bare-bones model
14The "intuitive criterion" of Cho and Kreps (1987) is diffi cult to apply in our game because of

its dynamic and stochastic nature.
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does not address the economy-wide effects of a bubble, it is nevertheless useful in
that we can analyze whether and how policy can counter rapid asset price increases.
Here we examine two channels. The first, commonly suggested, channel is for the
central bank to raise interest rates. The second is greater transparency, that is, im-
proving the information available to buyers. Here we are assuming, of course, that
the policymaker does not know the state H or L either.
Before examining the role of policy, it is worth noting that in our model bubbles

delay trade and so are ineffi cient. This is counter to what happens in most OLG-
based models where worthless assets with a positive price facilitate trade and so
bubbles can be Pareto improving.15 The same is true in some "greater-fools" models
where overpriced assets are beneficial for risk-averse agents as they provide insurance.
Barlevy (2018) has criticized models in which bubbles are beneficial since they suggest
that policy makers should fuel bubbles rather than puncture them.
In our simple model, welfare equals the present value of the gains from trade. In

state L, there are no gains from trade. In state H, there are gains from trade and a
bubble causes a delay in reaping these gains. If trade takes place over time according
to the distribution GH , then the resulting welfare, in flow terms, is∫ ∞

0

((
1− e−rτ

)
uH + e−rτvH

)
dGH (τ) (8)

If GH and GH are two distributions of trading times such that GH (first-order) sto-
chastically dominates GH , then the planner would prefer GH .
Since the equilibrium of Proposition 3.1 is the unique equilibrium satisfying for-

ward induction, in what follows, we study how the various policies affect this partic-
ular equilibrium and the resulting welfare.

Interest rate policies Recall from (5) that the (maximum) duration T ∗ of the
bubble in the unique (refined) equilibrium is the solution to

ρ

1− ρθ
(
e(λ+r)T ∗ − e(λ−θ)T ∗

r + θ
+

1− e(λ−θ)T ∗

λ− θ

)
= 1

Some routine calculations then show that16

dT ∗

dr
= −

(r + θ)T ∗ −
(
1− e−(r+θ)T ∗

)
(λ+ r) (r + θ) (1− e−(r+θ)T ∗)

< 0 (9)

Thus, T ∗ is decreasing in the interest rate r and limr→0 T
∗ <∞. The probability that

bad news arrives before T ∗, thereby causing the bubble to burst, is just 1−e−λT ∗ and
15Notable exceptions are Grossman and Yanagawa (1993) and Guerron-Quintana et al. (2022).

The source of ineffi ciency in these models is that asset bubbles crowd out investment. In Allen,
Barlevy and Gale (2022) bubbles are ineffi cient because they cause costly defaults.
16Details of these calculations are available from the authors.
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this probability also increases as r increases. In this narrow sense, an increase in the
interest rate decreases both the size and duration of a bubble.
But how does r affect overall welfare? An increase in the interest rate has two

effects:

1. As above, raising r decreases the delay T ∗ in reaping the gains from trade and
this effect is positive.

2. On the other hand, for any time t where the asset changes hands, raising r has
a negative effect on welfare because the gains from trade, reaped after t, are
discounted at a higher rate.

We now show that the net effect is negative: an increase in the interest rate r
decreases welfare.
Note that in the equilibrium of Proposition 3.1, in state H trade takes place

according to the distribution SH . Using SH in place of GH in (8) we obtain

wH =

∫ T ∗

0

θe−θτ
((

1− e−rτ
)
uH + e−rτvH

)
dτ + e−θT

∗ ((
1− e−rT ∗

)
uH + e−rT

∗
vH
)
(10)

where the first term represents expected gains from trade resulting from unplanned
sales before T ∗ whereas the second term represents the gains from trade from sales
at T ∗. We then have

wH = uH +
θ

r + θ
(vH − uH) +

r

r + θ
e−(r+θ)T ∗ (vH − uH)

Then
dwH
dr

=
∂wH
∂r

+
∂wH
∂T ∗

dT ∗

dr

and using (9), it may be verified that

dwH
dr

= −
(

θ

r + θ

(
1− e−(r+θ)T ∗

)
+ rT ∗e−(r+θ)T ∗

)(
vH − uH
r + θ

)
+
r
(
(r + θ)T ∗ −

(
1− e−(r+θ)T ∗

))
(λ+ r) (1− e−(r+θ)T ∗)

e−(r+θ)T ∗
(
vH − uH
r + θ

)
Some tedious calculation establish that dwH/dr < 0, that is, an increase in the
interest rate decreases welfare.17 This suggests that while raising the interest rate
decreases the delay in reaping the gains from trade, this positive effect is wiped out
by the fact that the gains from trade are discounted at a higher rate. If we consider
the discounted present value of flow welfare, that is, WH = wH/r, then of course this
"stock" measure of welfare falls as well.
17Details of these calculations are available from the authors.
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Bernanke and Gertler (2001) have cautioned that raising interest rates has other
detrimental effects in dampening economic activity and so perhaps central banks
should not raise interest rates in a knee-jerk manner in response to bubbles. Our
finding echoes, in a limited sense, this sentiment.

Information policies A startup that wishes to go public is subject to detailed
scrutiny by the Securities and Exchange Commission (SEC). This process is cumber-
some and time consuming– taking up to 18 months. In recent years, startups have
avoided this detailed scrutiny by being acquired by, or merging with, an existing pub-
lic company whose only purpose is to acquire the startup! This vehicle, appropriately
called a Special Purpose Acquisition Company (SPAC), thus offers a legal channel
to avoid detailed scrutiny. For instance, instead of going public itself, in 2020 Nikola
merged with the publicly traded SPAC called VectolQ Acquisition Company.
In the context of our model, the existence of vehicles like SPACs can be roughly

translated into a decrease in the amount of information available to the market, that
is, a decrease in λ.
The effect of a change in λ on the maximum duration T ∗ is rather obvious. Since

bad news causes the bubble to collapse, if such news arrives earlier, this can only
decrease the maximum duration of the bubble. Now from (10) it follows immediately
that an increase in λ increases welfare as well.
Our bare-bones model thus suggests that instead of using interest rates to combat

bubbles, policies that lead to greater transparency of asset quality may be better.
The effects of improved public information are also studied by Asako and Ueda

(2014) in a "riding-the-bubble" context. They show that depending on its nature,
sometimes public warnings of a bubble may fail to prevent one. Conlon (2015) and
Holt (2019) study such policies in the "greater fools" context and shows that infor-
mation policies designed to burst bubbles may be detrimental, sometimes because
they prevent mutual insurance.

6 A model with asset creation

In a bubble an asset is traded at prices that exceed its fundamental value. This may
result in another kind of ineffi ciency– over-investment in the creation of such assets
such as a worthless startup. Policies that discourage investment in low-quality assets
will be socially beneficial. The model studied in previous sections can be extended
to address this second source of ineffi ciency.
Suppose that prior to any trading, there is a stage in which agents can create an

asset by incurring some costs. The sequence of events is as follows. First, the state
H or L is determined according to the prior probabilities ρ and 1 − ρ, respectively.
Second, knowing the state, investors decide whether or not to start a new company at
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a cost c > 0.18 After this, shares of the new company are traded– sold by the initial
investors to buyers– over an infinite horizon exactly as in the model of Section 2. If
the asset is traded, then buyers know, of course, that it was created but are unaware
of the amount of investment.
As before, in state L the asset is worthless. But as we will see, in the unique

equilibrium of this extended game, there will be investment in creating a worthless
asset. One goal of a planner may be to prevent or reduce such ineffi cient investment.

6.1 Equilibrium with asset creation

Suppose that in state L the fraction of sellers who invest in creating the asset is αL
and in state H, this fraction is αH . Knowing this, prior to trading, the buyers update
their beliefs so that the probability that the state is H at the beginning of trade
becomes

µ ≡ ραH
ραH + (1− ρ)αL

(11)

provided at least one of αL and αH is not zero.
We then have the following:

Proposition 6.1 There is a unique equilibrium of the two-stage game that satisfies
NWBR.19 If c < vH

r
, then in state H, all sellers invest, that is, αH = 1 while in state

L, a fraction αL > 0 invest.

Proof. Let Γ (µ) denote the trading game of Section 2 where µ is the probability of
H. Let πL and πH denote the resulting profits in state L and H, respectively.
First, there cannot be an equilibrium in which αL = 0, that is, there is no in-

vestment in state L. If αL = 0 and αH > 0 then µ = 1 and so πH = vH/r > c.
Now in state L, if a seller invests it can also get a profit of vH/r since buyers are
sure that the state is H. So there cannot be an equilibrium in which there is positive
investment only in state H. Now suppose αL = 0 and αH = 0 as well, that is, there is
no investment in either state. Note that for all µ > 0, in the game Γ (µ) the profit of
a seller in state H exceeds the profit in state L. Thus, after observing that a positive
measure of sellers are in the market, NWBR requires that buyers believe that the
state is H. This will cause sellers in both states to invest. Thus, there cannot be
an equilibrium with the NWBR property such that there is zero investment in both
states.
Next, we argue that in any equilibrium, αH = 1. Again, the profit of a seller in

state H exceeds the profit in state L and this is true no matter what µ is. Since
αL > 0 means that πL ≥ c, we have πH > c and so in state H, all investors invest.

18For simplicity, we are assuming that the cost is independent of the state. This is easily amended
so that the costs are cH and cL with cH > cL > 0.
19Again, in this model NWBR is equivalent to the D1 criterion.
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We now show that there is a unique αL > 0 such that αL and αH = 1 are part
of an equilibrium. As before, let T ∗ be the maximum duration of the bubble in the
game Γ (ρ) , that is, T ∗ is the unique solution to

ρ

1− ρθ
(
e(λ+r)T − e(λ−θ)T

r + θ
+

1− e(λ−θ)T

λ− θ

)
= 1

as in Proposition 3.1.
Case 1: c ≤ e−(λ+r)T ∗ × (vH/r)
Note that the sellers’profit in Γ (ρ) when the state is L is e−(λ+r)T ∗ × (vH/r) .

Thus, if c ≤ e−(λ+r)T ∗ × (vH/r) then the unique equilibrium is for all sellers in both
states to invest.
Case 2: e−(λ+r)T ∗ × (vH/r) < c < (vH/r)
For any αL ∈ (0, 1], let T (αL) be the unique solution to

µ

1− µθ
(
e(λ+r)T − e(λ−θ)T

r + θ
+

1− e(λ−θ)T

λ− θ

)
= αL

where µ is determined as in (11). This condition is analogous to (6) and ensures that
the total mass of sellers in state L is αL. Using (11), this can be rewritten as

ρ

1− ρθ
(
e(λ+r)T − e(λ−θ)T

r + θ
+

1− e(λ−θ)T

λ− θ

)
= α2

L

As before, the left-hand side is an increasing and continuous function of T that is
zero when T = 0 and unbounded as T increases. Thus there is unique T (αL) . Notice
also that the solution T (αL) is a continuous and monotonic function of α.
We claim that there exists a unique αL such that

e−(λ+r)T (αL) × vH
r

= c

This is because when α = 1, T (1) = T ∗ and we have assumed that

e−(λ+r)T ∗ × vH
r
< c

Moreover, as αL → 0, T (αL)→ 0 and

vH
r
> c

Thus there exists an αL ∈ (0, 1) such that

e−(λ+r)T (αL) × vH
r

= c (12)
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6.2 Policies to discourage worthless assets

Using the equilibrium derived in Proposition 6.1, we can study how different policies
affect (a) investment in low-quality assets; and (b) the gains from trade. It is clear
that policies that discourage asset creation in state L are beneficial. We now examine
how interest rate policies and information policies fare along these lines.

Interest rate policies with investment It is easy to see that an increase in the
interest rate discourages wasteful investment in state L. In the equilibrium derived
above in Proposition 6.1, in state H these profits are strictly greater than the cost
of investment and so a small change in r does not affect investment in state H. In
state L, however, profits are exactly the same as costs and only a fraction αL ∈ (0, 1)
invest (assuming costs are moderate). In state L, a small increase in the interest rate
r decreases profits and so decreases αL as well. To see this, note that a decrease in αL
causes profits to rise because buyers are now more optimistic about the state and so
profits are higher. To maintain indifference between investing and not in state L, an
increase in r is compensated by a decrease in αL. Thus, an increase in r discourages
wasteful investment in state L.
But interest rate increases have other effects as well. As in the previous section,

an increase in r reduces the duration and size of the bubble. But as we saw, this
benefit is not enough to compensate for the decrease in the present value of the gains
from trade.
To summarize, in the game with investment, interest rate increases have the fol-

lowing effects:

1. As above, raising r decreases the delay T ∗ in reaping the gains from trade and
this effect is positive.

2. On the other hand, for any time t where the asset changes hands, raising r has
a negative effect on welfare because the gains from trade, reaped after t, are
discounted at higher rate.

3. Raising r reduces the profits of investors/sellers in state L and so discourages
wasteful investment when the asset is worthless. It has further indirect posi-
tive effect as well. By discouraging wasteful investment, it makes buyers more
optimistic that the state is indeed H. This reduces the duration of the bubble.

The first two were already identified in Section 5 where it was shown that their
net effect was negative. The third effect is new, and one may wonder whether the
positive effect of discouraging worthless investment is enough to wipe out the negative
consequences of the first two.
Note that expected welfare in flow terms is

w = ρ (wH − rc)− (1− ρ)αLrc
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The first term is the net welfare from trading (see (10)), and this occurs only in state
H. The second term represents wasteful investment, and this occurs only in state L.
The overall effect on welfare is ambiguous, as shown in the example below.

Example 2 Suppose that the prior probability ρ = 1
3
, the arrival rate of bad news

λ = 0.7 and the arrival rate of liquidity shocks θ = 0.5 Further, suppose that the flow
dividend vH = 1 and the cost of investment c = 1.

It can be shown that if r < 0.17, then αL = 1, that is, all investors invest in both
states. If r > 1, then no one invests in either state. If 0.17 < r < 1 the unique
equilibrium is such that αL ∈ (0, 1) . In other words, there is positive investment in
state L but only a fraction αL invest.
For small values of r in the relevant range, say r = 0.2, a small increase in r results

in a decrease in welfare.
For very high values of r in the relevant range, say r = 0.8, a small increase in

r results in an increase in welfare. When r is very high, the welfare is negative. In
other words, society would be better-off if there were no investment and hence no
trade in this asset. An increase in r now increases welfare (which is negative) as the
gains from decreasing wasteful investment are high.
The qualitative results are unchanged if we consider welfare in present discounted

terms W = w/r.

Information policies with investment The effects of increased scrutiny– so that
bad news arrives sooner– are unambiguous. We have already seen that in the trading
game Γ (ρ) , an increase in λ decreases maximum duration T and improves welfare in
state H. It can be shown that an increase in λ also decreases the profit of sellers in
state L.20

Thus, greater scrutiny naturally decreases the incentive to invest when the asset
is of low quality. This has direct benefit as wasteful investment is lower. The decrease
in wasteful investment also has an indirect effect– it decreases the probability that
buyers will face a low-quality seller. This increase in the posterior probability that
the state is H is a further benefit as also decreases T .
Once again, increasing λ thus has an unambiguously positive effect on overall

expected welfare.

Cost of investment Finally, we consider the effect of an increase in the cost of
investment c on welfare. Increasing c slightly has two effects when c < vH/r. First,
it has a direct negative effect in increasing the cost of creating even valuable assets.
Second, an increase in c discourages investment in worthless assets and this is a posi-
tive effect on welfare. It has a further indirect positive effect as well. By discouraging
wasteful investment, it makes buyers more optimistic that the state is indeed H,

20Again, details of these calculations are available from the authors.
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thereby reducing the duration of the bubble. As is the case with interest rates, the
overall effect is ambiguous. An example similar to Example 2 demonstrates this fact.

7 Other extensions

Here we show that the model and results stay intact if we relax two of our simplifying
assumptions: (1) the asset is worthless to all in state L; and (2) the only news that
arrives is bad news.

Gains from trade In the analysis so far, we have assumed that vL = wL = 0, that
is, there are no gains from trade when the asset is of low quality. This assumption
can be easily relaxed with no qualitative changes to the analysis. So suppose that
vL > wL = 0 so that buyers derive positive dividends even in state L.
With this change, the price at time t

p (t) = β (t)
vH
r

+ (1− β (t))
vL
r

that is, the expected value of the asset to buyers with belief β (t) that the state is H.
This results in only a minor change to Proposition 3.1 in that the expression for

sL, the density of sales in state L, becomes

sL (t) =
ρ

1− ρθe
(λ−θ)t

(
(vH − vL)

e(λ+r)te−(λ+r)TvH − vL
− 1

)
Everything else remains unchanged. In particular, prices still grow at the rate λ+ r.
It is routine to verify that an increase in vL decreases the maximum duration of

the bubble.

Good news and bad news We have assumed that the only news that comes is
conclusive bad news that the asset is of low quality. Suppose that in addition of bad
news, there is also the possibility of conclusive good news that the asset is of high
quality. Specifically, suppose that as in previous sections, in state L a conclusive
signal arrives at the Poisson rate λL > 0 but in addition, in state H there is a distinct
signal that arrives at a Poisson rate λH > 0. Suppose also that λL > λH .
This means that in the absence of any news, good or bad, the beliefs are

β (t) =
ρθe−θt

ρθe−θt + (1− ρ) e−(λL−λH)tsL (t)

Of course, if bad news arrives, then β (t) = 0 thereafter, and if good news arrives,
then β (t) = 1 thereafter. Again Proposition 3.1 needs to be amended only slightly.
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The expression for sL, the density of sales in state L, becomes (assuming again that
vL = 0)

sL (t) =
ρ

1− ρθ
(
e(λL+r)T e−(λH+r+θ)t − e(λL−λH−θ)t

)
Once again, everything else remains unchanged. Prices grow at the rate λL + r.
The behavior of sellers in state H remains the same– the incentive to wait increases
because of the possibility of good news.
The possibility of good news (λH > 0) leads to an increase in the maximum

duration of the bubble.

A Appendix: Proof of Proposition 4.1

Suppose that the price path p together with SL (·) and SH (·) constitute an equilibrium
where, as above, Sω (t) denotes the fraction of sellers who sell before time t in state
ω. As before let Fω (t) denote the fraction of sellers who plan to sell before t. Recall
that the distribution of planned sale times and actual sale times is related by

Sω (t) = 1− e−θt (1− Fω (t))

For ω = L,H, let suppFω denote the support of the distribution Fω, let T ω =
min suppFω and T ω = sup suppFω. Note that T ω = ∞ is possible. Further, given
an equilibrium (p, SL, SH) , let β (t) denote the belief of the buyers at time t derived
from SL and SH .

Lemma A.1 In any equilibrium, the payoff in state L is positive.

Proof. First, suppose min
(
TL, TH

)
> 0.

At any time t ≤ min
(
TL, TH

)
, there is at least a positive density of sellers who

are compelled to sell for liquidity reasons regardless of the price. Thus, at any such
t, β (t) > 0 unless in state L there is a mass of sellers at t. But since in state L there
can be at most a countable number of instances where there is a mass of sellers, there
is an open set of times less than min

(
TL, TH

)
where β (t) > 0 and hence p (t) > 0 as

well. By selling at any such time in state L, sellers can guarantee a positive payoff
and so their equilibrium payoff must also be positive.
Next, suppose TH = 0. This means that in state H all sellers sell at time 0 and

so the price p (0) > 0. Thus, by selling at 0 in state L sellers can guarantee a positive
payoff. So again their equilibrium payoff must be positive as well.
Finally, suppose that 0 = TL < TH . This means that if there are sales at some

t > 0, then β (t) = 1 and again in state L, sellers can deviate and sell at t > 0 and so
there cannot be such an equilibrium.

Lemma A.2 In any equilibrium,

TL ≤ TH
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Proof. Suppose, by way of contradiction, that TH < TL.
Lemma A.1 guarantees that πL

(
TL, TH

)
> 0 and so from Lemma 4.1, the payoffin

state H from selling at TL evaluated at TH is strictly greater than the corresponding
payoff in state L, that is, πH

(
TL, TH

)
> πL

(
TL, TH

)
.

It is also the case that selling at TH is a best-response in state H and so

p (TH) ≥ πH
(
TL, TH

)
Finally, selling at TL is a best response in state L and so

p (TH) ≤ πL
(
TL, TH

)
which is impossible since πH

(
TL, TH

)
> πL

(
TL, TH

)
. Thus, TL ≤ TH .

Lemma A.3 In any equilibrium,

TL = TH

that is, in state H all sellers sell at TL.

Proof. From Lemma A.2 above we know that TL ≤ TH and hence TL ≤ TH as well.
Suppose, by way of contradiction, that TL < TH .
Let t ∈

(
TL, TH

)
and note that the belief at t, β (t) = 1 since in state H there

is a positive fraction of seller who sell after t while in state L no sellers sell after
t. But now, in state H, selling at t is better than selling at any t′ > t such that
t′ ∈

(
TL, TH

)
.

Lemma A.4 In any equilibrium,

suppFL = [0, TL]

Proof. First, we will show that TL = 0. Suppose that TL > 0. Now there are two
possibilities: either (i) 0 < TL = TL; or (ii) 0 < TL < TL.
Case 1: 0 < TL = TL.
Now in both states, there are only involuntary sales at any t < TL and sL (t) =

sH (t) = θe−θt. Thus, from (3) the buyers’belief at any t < TL is

β (t) =
ρ

ρ+ (1− ρ) e−λt

Moreover, from Lemma A.3, in state H all sellers sell at TL = TL and in state L all
sellers sell at TL as well. Thus, the belief at TL is

β (TL) =
ρ

ρ+ (1− ρ) e−λTL
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and a routine calculation shows that given the resulting price path p (t) = β (t)×vH/r,
it is better to sell at 0 than at TL, that is, πL (0, 0) > πL (TL, 0) .
Case 2: 0 < TL < TL.
Now in both states, there are only involuntary sales at any t < TL and sL (t) =

sH (t) = θe−θt. Thus, from (3) the buyers’belief at any t < TL is

β (t) =
ρ

ρ+ (1− ρ) e−λt

If SL has a mass point at TL, then β (TL) = 0 because SH does not have a mass
point there (Lemma A.3). So SL has a positive density at TL, sL (TL) ≥ θe−θTL since
the density of sellers at TL (weakly) exceeds the density of involuntary sales. Thus

β (TL) =
ρθe−θt

ρθe−θt + (1− ρ) e−λtsL (TL)

≤ ρ

ρ+ (1− ρ) e−λt

and again a routine calculation shows that the payoff of sellers in state L is higher if
they sold at t = 0 rather than at TL.
Thus, we have shown that suppFL ⊆ [0, TL].
Finally, we show that in fact suppFL = [0, TL]. If TL = 0, then the statement of

the lemma is obvious. Otherwise, if t < TL and t /∈ suppFL then there is a t′ > t
such that t′ ∈ suppFL. The belief at t′ is such that

β (t′) ≤ ρ

ρ+ (1− ρ) e−λt′

and again it is better to sell at time t.

So we have established that in any equilibrium, in state L the support of FL is an
interval [0, T ] , while in state H, all sellers sell at T .

Lemma A.5 In any equilibrium, SL does not have a mass point at any t < T.

Proof. Since in any equilibrium, SH does not have a mass point at any t < T, if
SL, and hence FL, were to have a mass point at t, then the resulting belief at time t,
β (t) = 0 and hence the price p (t) = 0 as well. Thus, it would not be a best-response
to sell with positive probability at t.

Lemma A.6 In any equilibrium, the price path is p is such that, for all t < T,

p (t) = p (0) e(λ+r)t
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Proof. Note that the payoff of the seller in state L from planning to sell at time t is

πL (t, 0) =

∫ t

0

θe−θτe−(λ+r)τp (τ) dτ + e−θte−(λ+r)tp (t)

Since in any equilibrium SL with support [0, T ] , the seller must be indifferent every-
where in the support and so π′L (t, 0) = 0 for all t ∈ (0, T ) .
Thus,

θe−θte−(λ+r)tp (t)− (θ + λ+ r) e−θte−(λ+r)tp (t) + e−θte−(λ+r)tp′ (t) = 0

from which it follows that

− (λ+ r) p (t) + p′ (t) = 0

and so
d

dt
ln p (t) = λ+ r

and thus the price path must exhibit exponential growth at the rate λ+ r.

Lemma A.7 In any equilibrium, p (T ) = limt↑T p (t) .

Proof. If p (T ) > limt↑T p (t) , then for some small ∆, in state L the seller would
be better off selling at T rather than at T −∆ contradicting the fact that selling at
T −∆ is a best response in state L.
On the other hand, if p (T ) < limt↑T p (t) , then for some small ∆, in state H the

seller would be better off selling at T − ∆ rather than at T contradicting the fact
that selling at T is a best response in state H.

The lemmas above establish Proposition 4.1.

B Appendix: Other equilibria

While Proposition 4.1 establishes the necessary structure that all equilibria must
have, the reader may rightly wonder if there are equilibria other than the one from
Proposition 3.1. Here we show that indeed there are other equilibria and typically,
a continuum of other equilibria. This is most easily seen in the case where uH ' 0,
that is, in state H the sellers’flow payoffs from holding the asset are small. Without
any belief restrictions, we have the following result:

Proposition B.1 Suppose uH ' 0. For any m ∈ [0, 1] , there is a unique Tm > 0
such that the following constitute an equilibrium:
(i) in state H, sellers sell according to the distribution

SH (t) =

{
1− e−θt t < Tm

1 t ≥ Tm
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Figure 3: Path of Beliefs and Prices in Example 3

(ii) in state L, sellers sell according to SL with support [0, Tm] and density

sL (t) =
ρ

1− ρθ
(
e(λ+r)Tm

ρ+ (1− ρ) e−λTmm

ρ
e−(r+θ)t − e(λ−θ)t

)
(13)

(iii) the price path is

p (t) = e(λ+r)(t−Tm) × ρ
ρ+(1−ρ)e−λTmm ×

vH
r

t ≤ Tm
p (t) = 0 t > Tm

Remark B.1 Note that the "out-of-equilibrium" price path p (t), for t > Tm, is
the worst possible. There are many others that will support the equilibrium as well.
But nevertheless, out-of-equilibrium prices cannot be too high. If for some t > Tm,
πH (t, Tm) > p (Tm) then in state H, sellers would prefer to sell at t rather than at
Tm.

Remark B.2 If m > 0, then p (Tm) < vH
r
.

When combined with Proposition 4.1, the result above characterizes all equilibria.
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Figure 4: Selling-time Distributions in Example 3

Proof of Proposition B.1 As in the proof of Proposition 3.1, suppose that λ 6= θ.
If sL has the form given in (13), then

SL (t) =

∫ t

0

sL (τ) dτ

=
ρθ

(1− ρ)

(
e(λ+r)Tm

ρ+ (1− ρ) e−λTmm

ρ

1− e−(θ+r)t

r + θ
+

1− e(λ−θ)t

λ− θ

)
where Tm is treated as an unknown. It is enough to show that there is a unique Tm
such that limt↑Tm SL (t) = 1−m, or equivalently

ρ

1− ρθ
(
e(λ+r)Tm

ρ+ (1− ρ) e−λTmm

ρ

1− e−(θ+r)Tm

r + θ
+

1− e(λ−θ)Tm

λ− θ

)
= 1−m

The left-hand side of the equation above is 0 when Tm = 0 and unbounded as Tm →
∞. Moreover, it is increasing and continuous in Tm. Thus, there is a unique Tm such
that limt↑Tm SL (t) = 1−m.
The remaining steps of the proof are identical to those in the proof of Proposition

3.1 and are omitted. �

Remark B.3 When uH > 0, the equilibrium profit of the sellers in state H has to be
high enough so that sellers are not better off holding on to the asset forever. If m is
too high, then the price at the terminal date Tm is too low to guarantee this. But in
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any case, for any uH , there is an upper bound m > 0 such that there is an equilibrium
for every m < m. Thus even when uH > 0, there is a continuum of equilibria. Of
course, no equilibrium with m > 0 passes the NWBR requirement.

Remark B.4 It is easy to verify that Tm is a decreasing function of m, the mass of
sellers at Tm in state L. This means that for any m > 0, Tm < T ∗ since T ∗ is the
duration when m = 0.

Example 3 The parameters are the same as in Example 1, that is, ρ = 1
2
, the interest

rate r = 0.05, the arrival rate of bad news λ = 0.5 and the arrival rate of liquidity
shocks θ = 0.01.

Figure 3 depicts the path of beliefs (and prices), in the absence of news, in an
equilibrium in which m = 1

2
, that is, in state L, half the sellers wait until Tm to sell.

The thick line indicates equilibrium beliefs β (t) and observe that β (Tm) < 1. The
thin line represents an upper bound to out-of-equilibrium beliefs β (t) , for t > Tm.
If out-of-equilibrium beliefs were higher than this upper bound, then sellers in state
H would wait beyond Tm. Thus, to sustain an equilibrium with m = 1

2
, out-of-

equilibrium beliefs are bounded away from 1. Figure 4 depicts the resulting selling-
time distributions.
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