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Introduction



Article in a Nutshell

▶ Institutional investors’ to outperform a similar market
index generates correlated demand shocks that provide a
source of risk in asset pricing brazil

▶ Stocks with high exposure to correlated demand exhibit
elevated market β′s

▶ This endogenous risk commands an 8.5% annual return
premium in decile portfolios
▶ Do high-beta stocks earn abnormally low returns?

Frazzini and Pedersen (2014)

▶ Correlated demand by active management with
broad-market benchmarks and discretionary trades

▶ Procyclical behavior could explain the cross-sectional
variance of stock returns
Basak and Pavlova (2013), Koijen and Yogo (2019)



Questions

▶ What are the economic determinants of correlated
demand shocks?
▶ Size

Gabaix (2011), Ben-David et al. (2021), Gabaix and
Koijen (2023)

▶ Inelastic behavior
Koijen and Yogo (2019), Gabaix and Koijen (2022)

▶ Behavioral
Barberis, Shleifer, and Wurgler (2005)

▶ What are the economic implications?
▶ Efficient Market Hypothesis

Rostek and Yoon (2023)
▶ Stock market volatility and risk management

Haddad and Muir (2021)



Behavioral Hypothesis

Pro-cyclical risk-taking behavior
▶ Mandate to outperform a given market index

▶ Pronounced among underperforming funds and those
with broad-market benchmarks

▶ Incentives of fund managers
▶ Compensation structure tends to exhibit convexity

during up the markets



Data from 1980 Q2 to 2020 Q2



Facts



Model discussion



Comments (I)

(1) Demand shocks are exogenous

▶ The return is affected by demand shocks only if a
significant fraction of investors trade in the same direction

rk,t = rFk,t +
∑
i

rDi,k,t

▶ What are the properties of the observable demand
(ωi,k,t − ω∗

k)?
▶ Given a stock k, the panel ωi,k,t − ω∗

k is a dense or
sparse environment?

Do not take out null choices



Comments (II)

(2) Same factor model to fundamentals and flows

▶ Fundamental shock rFk,t

rFk,t = ϕkft + ϵFk,t

▶ Demand shock ∆Ai,t

rDi,k,t =M
∆Ai,tπi,k,t−1

νk,t−1

∆Ai,t

Ai,t−1

= θift + ϵDi,t



Comments (III)

(3) Weight function

▶ flow-induced trades

πi,k,t−1 = ωi,k,t−1 (1− λisi,k,t−1) + ψi,t−1∑
k∈Ki,t−1

πi,k,t−1 = 1

▶ special case λi = 0

πi,k,t−1 = ωi,k,t−1

▶ Large investors decrease trade sizes as larger their prior
sensibility ownership λi > 0

Institutional investors are cautious in trading



Comments (IV)

Ownership structure
▶ High numbers of owners imply a large and widely

dispersed ownership structure
▶ Network effects example

▶ The number of institutional owners is not a good proxy
to correlated demand because of the network’s leverage



Model I

▶ Parameters ϕ, ξ, λ, ψi,t

▶ Observables rk,t+1, ft+1, Ai,t, ωi,k,t, si,k,t, νk,t
▶ Solved by non-linear LS

E[rk,t] =

ϕ+
ξ

νk,t

∑
i

Ai,t (ωi,k,t (1− λsi,k,t) + ψi,t)︸ ︷︷ ︸
βk,t

E[ft+1]

Critical assumption

▶ Same factor to fundamental returns and demand shocks



Model II

▶ Model without price impact concerns
Edmans, Goldstein, and Jiang (2012)

E[rk,t+1] =

{
ϕ+ ξ

∑
i

si,k,t

}
E[ft+1]



First Results



Model-implied Exposure

1

νk,t


∑
i

Ai,t (ωi,k,t (1− λsi,k,t) + ψi,t)︸ ︷︷ ︸∑
k,t



▶
∑

k,t

νk,t
measure stock’s endogenous market exposure due to

correlated demand shocks
▶ Map of characteristics to endogenous β
▶ Stock price is potentially affected by this measure

▶ A proxy to correlated demand: The number of
institutional investors NIO



Discretionary trades



Flow induced trades



Methodology

Fama and McBeth regressions

yk,t+1 = α + β log

(∑
k,t

)
+ (γ − β) log (νk,t) + . . .+ ϵk,t+1

yk,t+1 =

{
rk,t+1

βk,t+1

▶ The rank correlation between
∑

k,t and NIO is (97%)

▶ Residual NIO to sorting in portfolio analysis

log (NIOk,t) = a+ b log (νk,t) + ϵk,t



The price impact of correlated demand shocks



Amplification of Systematic Risk



Fuzzy RDD



Fuzzy RDD



Asset Pricing Implications



Return Predictability



Portfolio Analysis



Characteristics are Covariances

α or β?

▶ Does the predictability of returns stem from covariance or
does it suggest anomalies?

Kelly, Pruitt, and Su (2019)

rk,t+1 = z
′

k,tΓα︸ ︷︷ ︸
αk,t

+ z
′

k,tΓβ︸ ︷︷ ︸
βk,t

ft+1 + ϵk,t+1



Covariance Channel



Takeaways



Takeaways

▶ Institutional investors’ procyclical risk-taking behavior can
lead to low price elasticity of demand in the overall stock
market, which has significant implications for risk
management

▶ Institutional investors could potentially influence firms’
investment decisions through the cost of capital

▶ The stock market is becoming more inelastic over time
due to passive investing. Demand shocks may lead to
more significant price impacts, which have implications
for the efficient market hypothesis



Thank you
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Brazilian Data

▶ The Brazilian market’s top 42 institutions offered 3080
investment funds to retail investors from January 2016 to
December 2021, across 10 ANBIMA categories

▶ Consider all stocks in IBRX-100 as the market

▶ There are almost 20 million observations of stock
portfolio holdings
▶ Correlated demand as active management ωi,k,t − ωb,k,t

▶ Risk as stocks’ factor loading βk,t
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