
Module 2: Feedback effects

Xu Jiang

Duke University

Feedback effects 1 / 10



Outline
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Summary of module 1

• First glance at how information economics models differ from
traditional microeconomic models

• Key difference: prices aggregate information (noisily) from
privately informed traders

• Uninformed traders do not have info but try to infer information
from informed traders -> by conjecturing informed traders’
strategies (and later verifying they are indeed the optimal
strategies)

• Two different market structures: perfectly competitive (when
everybody takes price as given in choosing their demand) and
imperfectly competitive (when some or all traders has to take into
account the effect of demand on price when choosing demand)
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Informative prices naturally lead to feedback

• Since prices aggregate information, wouldn’t it be natural to
think that managers/firms can learn from prices to guide their
decisions? - The feedback of prices into real decisions

• Such “feedback effect” would not arise in either Grossman and
Stiglitz or Kyle - in those models the future firm value is
exogenously given and there is no real decisions to be made

• Therefore to model “feedback effect”, need a model when the
managers/firms make real decisions

• If the market knows something the manager does not know and
the manager learns from prices, what role does disclosure play in
the presence of feedback effect - discuss it in lessons 5 and 6
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Price efficiency and real efficiency

• A knee-jerk reaction to feedback effect is: since managers learn
from prices, the more informative price is, the more efficient the
real decision will be -> price efficiency and real efficiency move in
the same direction

• The flaw in this logic: if managers learn from prices, then price
will anticipate such learning; alternatively, if price anticipate that
managers ignore prices, then price will anticipate such
no-learning -> managers will in turn not learn from prices and
the conjecture becomes “self-fulfilling”

• In this case, price is completely informative as it reflects that
manager will not learn from prices, but real efficiency suffers
Therefore, feedback effect may generate a wedge between price
efficiency and real efficiency

• See Bond, Edmans and Goldstein 2012 Annual Review of
Financial Economics “The real effects of financial markets” for
more discussions on this
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Considering feedback effects makes a difference

• Recall from module 1 lesson 1 that we need theory to explain
seemingly counterintuitive results

• By exploiting the divergency between price efficiency and real
efficiency, feedback effects have the potential to provide such
explanations

• And feedback effect plays a key role here: the phenomena would
not arise without feedback

• We will provide some examples in the next few slides ->
subsequent lessons will provide more details
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Example 1 - asymmetric trading of private info

• Without feedback effect, trading on private info should be
symmetrical absent differential trading cost -> privately informed
traders buy on good news and sell on bad news

• With feedback effect, trading on bad news is less profitable -> as
the manager learns from bad news and take corrective actions
thus boosting firm value

• Traders will thus be less likely to trade on (and thus acquire) bad
news -> price still reflects all information incorporated in trading
but real efficiency suffers

Feedback effects Introduction 7 / 10



Example 1 - asymmetric trading of private info

• Without feedback effect, trading on private info should be
symmetrical absent differential trading cost -> privately informed
traders buy on good news and sell on bad news

• With feedback effect, trading on bad news is less profitable -> as
the manager learns from bad news and take corrective actions
thus boosting firm value

• Traders will thus be less likely to trade on (and thus acquire) bad
news -> price still reflects all information incorporated in trading
but real efficiency suffers

Feedback effects Introduction 7 / 10



Example 1 - asymmetric trading of private info

• Without feedback effect, trading on private info should be
symmetrical absent differential trading cost -> privately informed
traders buy on good news and sell on bad news

• With feedback effect, trading on bad news is less profitable -> as
the manager learns from bad news and take corrective actions
thus boosting firm value

• Traders will thus be less likely to trade on (and thus acquire) bad
news -> price still reflects all information incorporated in trading
but real efficiency suffers

Feedback effects Introduction 7 / 10



Example 2 - manipulative short-selling

• Without feedback effect, an uninformed speculator will never
trade in a market with imperfect competition -> market maker
would think the speculator is likely informed and thus increase
the price (in expectation) when the speculator buys and decrease
the price (in expectation) when the speculator sells ->
uninformed speculator will lose money from trading

• With feedback effect, short-selling may be optimal for the
speculator -> as the manager incorrectly learns from short-selling,
reducing firm value and thus making short-selling profitable

• Buying will not be optimal for the speculator -> as the manager
incorrectly learns from buying, reducing firm value and thus
making buying less profitable

• Uninformed speculators have an incentive to short-sell but not
buy -> provide an explanation for so-called manipulative
short-selling -> speculators spreading rumors to bring down
viable businesses
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Example 3 - Managerial disclosure

• Without feedback effect, a firm value-maximizing manager will
be indifferent to disclose or not -> As the manager does not learn
from market and thus disclosure does not change firm value

• With feedback effect, the manager needs to consider whether and
what type of information to disclose

— the manager may not want to disclose information so as to induce
more informed trading and learn from it

— the manager may want to disclose the information that s/he
already knows a lot -> induces more informed trading on the
information that s/he does not know so s/he can learn

• Whether and how managers disclose in the presence of feedback
effect is subtle and nuanced
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Concluding slide for lesson 1

• Incorporating feedback effects, by generating a wedge between
price and real efficiency, has the potential to explain many
seemingly counterintuitive phenomena

• Next lesson we use a simple model to illustrate the wedge of price
efficiency versus real efficiency

• A review quiz of this lesson can be found at
https://forms.gle/xVKMsMBNt8rnTYN79
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