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ABSTRACT

Analyses of rational speculation usually presume that it dampens fluctuations caused
by “noise” traders. This is not necessarily the case if noise traders follow positive-
feedback strategies—buy when prices rise and sell when prices fall. It may pay to jump
on the bandwagon and purchase ahead of noise dem‘and. If rational speculators’ early
buying triggers positive-feedback trading, then an increase in the number of forward-
looking speculators can increase volatility about fundamentals. This model is consistent
with a number of empirical observations about the correlation of asset returns, the
overreaction of prices to news, price bubbles, and expectations.

WHAT EFFECT DO RATIONAL speculators have on asset prices? The standard
answer, dating back at least to Friedman (1953), is that rational speculators must
stabilize asset prices. Speculators who destabilize asset prices do so by, on average,
buying when prices are high and selling when prices are low; such destabilizing
speculators are quickly eliminated from the market. By contrast, speculators who
earn positive profits do so by trading against the less rational investors who move
prices away from fundamentals. Such speculators rationally counter the devia-
tions of prices from fundamentals and so stabilize them.

Recent work on noise trading and market efficiency has accepted this argument
(Figlewski, 1979; Kyle, 1985; Campbell and Kyle, 1988; DeLong, Shleifer, Sum-
mers, and Waldmann, 1987). In this work, risk aversion keeps rational speculators
from taking large arbitrage positions, so noise traders can affect prices. Nonethe-
less, the effect of rational speculators’ trades is to move prices in the direction
of, even if not all the way to, fundamentals. Rational speculators buck noise-
driven price movements and so dampen, but do not eliminate, them.

In this paper we present a possibly empirically important exception to this
argument, based on the prevalence of positive feedback investors in financial
markets. Positive feedback investors are those who buy securities when prices
rise and sell when prices fall. Many forms of behavior common in financial
markets can be described as positive feedback trading. It can result from extrap-
olative expectations about prices, or trend chasing. It can also result from stop-
loss orders, which effectively prompt selling in response to price declines. A
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similar form of positive feedback trading is the liquidation of the positions of
investors unable to meet margin calls. Positive feedback trading is also exhibited
by buyers of portfolio insurance, who might engage in this practice because their
willingness to bear risk rises sharply with wealth (Black, 1988).

In the presence of positive feedback traders, rational speculation can be
destabilizing. When rational speculators receive good news and trade on this
news, they recognize that the initial price increase will stimulate buying by
positive feedback traders tomorrow. In anticipation of these purchases, informed
rational speculators buy more today, and so drive prices up today higher than
fundamental news warrants. Tomorrow, positive feedback traders buy in response
to today’s price increase and so keep prices above fundamentals even as rational
speculators are selling out and stabilizing prices. The key point is that, although
part of the price rise is rational, part of it results from rational speculators’
anticipatory trades and from positive feedback traders’ reaction to such trades.
Trading by rational speculators destabilizes prices because it triggers positive
feedback trading by other investors.

This view of rational speculation has been motivated in part by George Soros’
(1987) description of his own investment strategy. Soros has apparently been
successful over the past two decades by betting not on fundamentals but, he
claims, on future crowd behavior. Soros finds clear examples of the trading
opportunities he seeks in the 1960’s conglomerate and the 1970’s Real Estate
Investment Trust (REIT) booms.! In his view, the 1960’s saw a number of poorly
informed investors become excited about rises in the reported annual earnings
of conglomerates. The truly informed investment strategy in this case, says Soros,
was not to sell short in anticipation of the eventual collapse of conglomerate
shares (for that would not happen until 1970) but instead to buy in anticipation
of further buying by uninformed investors. The initial price rise in conglomerate
stocks, caused in part by purchases by speculators like Soros, stimulated the
appetites of uninformed investors since it created a trend of increasing prices
and allowed conglomerates to report earnings increases through acquisitions. As
uninformed investors bought more, prices rose further. Eventually price increases
stopped, conglomerates failed to perform up to uninformed investors’ expecta-
tions, and stock prices collapsed. Although in the end disinvestment and perhaps
short sales by smart money brought the prices of conglomerate stocks down to
fundamentals, the initial buying by smart money, by raising the expectations of
uninformed investors about future returns, may have amplified the total move of
prices away from fundamentals. Soros’ analysis of REITs tells the same story.

Soros’ view of self-feeding bubbles has a distinguished history, dating back at
least to Bagehot (1872). According to Bagehot, “owners of savings . .. rush into
anything that promises speciously, and when they find that these specious
investments can be disposed of at a high profit, they rush into them more and
more. The first taste is for high interest [i.e., large fundamental returns], but
that taste soon becomes secondary. There is a second appetite for large gains to
be made by selling the principal which is to yield the interest. So long as such
sales can be effected the mania continues....” Kindleberger (1978) also sees

! For similar accounts, see Tobias (1971), Goodman (1972), and Graham (1974).
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speculative price movements as involving “insiders [who] destabilize by driving
the price up and up, selling out at the top to the outsiders who buy at the top
and sell out at the bottom . . .. [T]he professional insiders initially destabilize by
exaggerating the upswings and the falls, while the outsider amateurs who buy
high and sell low are ... the victims of euphoria, which infects them late in the
day.”

In addition to its historical distinction, the view that the interaction of informed
rational speculators and positive feedback traders leads to price destabilization
has several plausible empirical implications. Our model generates a positive
correlation of stock returns at short horizons, as positive feedback traders respond
to past price increases by flowing into the market, and negative correlations of
stock returns at long horizons, as prices eventually return to fundamentals. This
feature of realized returns has found some empirical support in recent studies of
stock prices (Fama and French, 1988; Poterba and Summers, 1988; Lo and
MacKinlay, 1988). Our model also predicts that the stock market overreacts to
news because such news triggers positive feedback trading. Campbell and Kyle
(1988) estimate a model in which innovations to news and to noise are highly
positively correlated in U. S. stock prices.

Our paper follows a significant literature addressing the question of destabil-
izing speculation. Respondents to Friedman (1953) have previously stressed that,
in the presence of rule of thumb investors, it might pay a large speculator to
destabilize prices (for example, Baumol, 1957; Telser, 1959; Kemp, 1963; Farrell,
1966; and Hart, 1977). Although our work is related, we focus on small competitive
rational speculators who cannot individually affect prices. Hart and Kreps (1986)
construct a model in which competitive rational speculators are the only investors
able to perform physical storage. Their activity can change commodity supplies
in a way that makes equilibrium prices more volatile. It is difficult to compare
our results to those of Hart and Kreps (1986) because in their model price-
destabilizing speculation results from the effect of storage on quantities, while in
our model quantities are fixed, but equilibrium prices are still less stable in the
presence of rational speculators. Stein (1987) observed that imperfectly informed
rational speculators introduce noise as well as information into asset prices and
can make prices carry less information about the state of the economy and be
less stable. Stein’s ingenious idea is perhaps more applicable to dramatic events
like the October 1987 market crash, when much uncertainty surrounds the value
of fundamentals, than to speculative (but probably not fully rational) bubbles
like the conglomerate boom.

This paper is organized as follows. Section I describes some evidence suggesting
that positive feedback portfolio strategies are common. Section II presents a
simple model that combines speculators’ trading in anticipation of noise demand
with positive feedback strategies to show that the addition of rational speculators
can destabilize prices. Section III concludes.

I. Positive Feedback Trading

A wide variety of trading strategies call for buying stocks when their prices rise
and selling stocks when their prices fall. These strategies include portfolio choice



