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Abstract

We model a risk-averse dealer who manages inventory by setting quotes in
multiple correlated assets. In closed form, each midquote equals the fundamental
value minus a linear combination of the dealer’s inventories in all assets, with co-
efficients that form a pricing matrix; its off-diagonal entries capture cross-hedging:
a long dealer quotes to sell correlated assets. Cross-hedging increases with fun-
damental correlation, while own-quote shading weakens, a substitution effect. It
declines with risk aversion, as she mean-reverts each position too quickly for port-
folio rebalancing to matter, and is diluted across many assets. The resulting
transitory price pressure lowers return correlations at high frequencies, a pattern
known as the Epps effect. Ignoring cross-hedging would bias risk-aversion esti-
mates downward: with N perfectly correlated assets the estimate recovers only
a fraction 1/N of the true coefficient. In message-level Toronto Stock Exchange
data, market makers’ quotes display cross-hedging that is directionally sharp and
increases with correlation, yet quantitatively modest, consistent with relatively

high dealer risk aversion in the model.
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