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Discussion
STEPHEN A. ROSS*

IN THE AFTERMATH OF THE DEMISE of Long Term Capital Management (LTCM),
the topic of contagion appears to be contagious. Sandy Grossman made it a
main point of his joint AEA/AFA address, and it seems that half of my stu-
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dents want to write about liquidity and contagion effects. Thanks to Kyle
and Xiong, I can now point them to a very nice paper on this topic.

Contagion is about the spread of financial problems from one financial
institution to others. There are three strands to the growing literature on
this spread of financial crises. First, information asymmetries are identified
as the main culprit. Second, some of the research stresses wealth or liquidity
constraints to generate spillover effects. Third, other researchers put weight
on endogenous market effects through prices. This is not to say that these
are three different approaches; in fact, they are all related and very difficult
to separate. For example, all involve some form of market incompleteness,
and directly or indirectly, the first of them, information asymmetries, seems
ubiquitous.

Kyle and Xiong stress wealth effects, but they indirectly appeal to infor-
mation asymmetry, specifically to moral hazard, to put a bound on entry to
the class of fully rational traders in their model. Ironically, though, they
skirt the issues surrounding borrowing constraints on these traders with the
assumption of log utility preferences. In the absence of a more complete
description of the consequences of insolvency, putting infinitely negative util-
ity on zero wealth is, at best, a somewhat artificial way to permit the eco-
nomic system to trust that these traders will not risk bankruptcy.

Without summarizing the paper, a discussant should at least note the main
features and what he or she likes and does not like about them. Kyle and
Xiong build a model with three types of agents. As noted above, they have
fully rational traders whom they call convergence traders. Second, they have
fundamentalists whose demand is an ad hoc function of the spread between
market prices and theoretically determined fundamental prices. Lastly, there
are the noise traders. In contrast to the spirit of behavioral finance, I only
like 33 1/3 percent of these folks.

Noise traders exist solely as a modeling mechanism for avoiding perfect
revelation. I have no alternative to this way of introducing noise into such
models, but neither am I a fan of this approach. I suppose it falls into the
category of when a sin is committed often enough, it becomes a virtue. But,
in contrast to a necessary evil, the fundamentalists in this model are a little
too hard-wired for my taste. The central result of the paper is what may be
called the amplification effect, and this is produced by the interaction of the
fundamentalists with the other traders. I will expand on this below, but
these fundamentalists seem a bit removed from reality in a world where
hedge funds trade Russian bonds and not Warren Buffet’s Coca-Cola value
stocks. Not surprisingly, I think the third type, convergence traders, are
perfectly fine, although presumably they are a metaphor for hedge funds
and here the exactitude of their preferences is a bit too narrow.

Amplifying on amplification, the mechanism is as follows. A negative in-
novation, either to noise or to fundamentals, decreases the wealth of the
rational convergence traders, which forces them to reduce their positions. To
induce fundamentalists to take the other side of their sales, prices must fall
further and that results in a further decline in the wealth of the convergence
traders. In sum, taking account of the endogenous feedback, the full decline
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in the wealth of the convergence traders exceeds the initial wealth decline.
By contrast, in most noisy rational equilibrium models, there is an attenu-
ation effect rather than an amplification effect. The intuition for this is that
the inferred price function is the result of projecting the actual value onto
the current information signals, and projections. That is, conditional expec-
tations, are less volatile than the unconditional variable they predict. In the
Kyle and Xiong model, the interaction of the rational traders with the fun-
damentalists overcomes this tendency toward attenuation.

Notice, though, that this is not easy to disentangle from a pure informa-
tion story in which a negative innovation leads to a price decline, a conse-
quent fall in wealth, and reduced positions from (possibly) informed traders.
All this, in turn, leads to further price declines as others make inferences
that the initial decline may have been driven from informed observations
about a deterioration in fundamentals. As they point out, the Kyle and Xiong
mechanism is complementary and not competitive with this approach.

But why does such a result have to be so forced? With incomplete markets,
we know the economy will arrive at state/space nodes that agents were un-
able to hedge against ex ante, and that they will be forced to rebalance when
that occurs. We would expect this to lead to increased volatility, and it would
seem that a more general amplification argument—if not a result—would be
possible here. More concretely, Kyle and Xiong produce the amplification
effect by having rational investors whose positions are self-limited (by their
log utility preferences) interact with fundamental traders. With this level of
specificity, I would rather model lending and collateral constraints (see, e.g.,
Geanakoplos (1997)) as a more natural and obvious source of both spillover
and amplification.

Kyle and Xiong also place some stress on their finding of a spillover across
the prices of assets with independent fundamentals, but this is less inter-
esting than their amplification effect. For one thing, it is certainly to be
expected, since even assets that have independent cash flows will have prices
that are correlated through the common pricing operator. What is harder to
understand is how a small market like that for Russian bonds or for a par-
ticular merger arbitrage between two medium-sized companies can have a
big and unsettling impact. That is one reason why the amplification effect is
interesting, although, personally, I find the causal mechanism derived from
asymmetric information more compelling.

Kyle and Xiong end their paper by pointing out the implications of their
model for risk management, and this may be their single most important
contribution. I concur with their assessment of the inadequacy of current
statistical approaches, but that is more an argument against bad statistics
than against statistics itself. Typically, to assess the risk of a position, his-
torical data is used to create a distribution of outcomes for asset returns,
and this is applied to a particular firm’s positions to determine a measure
such as VAR (value at risk). Taking the Kyle and Xiong model seriously, one
would argue that wealth—I would rather say, market position sizes—should
be used as an explanatory variable in the forward-looking statistical analy-
sis of the volatility of individual positions. This is an intuitively appealing,
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and, I would expect, empirically supportable view. Currently even the most
sophisticated of statistical scenario analysis employed in practice rarely con-
ditions on the current state of the economy and never on the aggregate of
outstanding positions.

There is no argument with the proposition that such statistics should be
conditioned on the current state and anything that improves the way risk
assessments are carried out should be welcomed. As we appear to live in a
world where 10 sigma events happen every couple of years, it is useful to
remember that the problem is obviously with our measurement of sigma and
not with the world. A good example is the case of Russian bonds. Clearly we
could usefully augment our analysis of the risk of this or any emerging mar-
ket instrument with information about the historical risks of other emerging
markets. We should also consider the basic historical context of any such
market. For example, surely an interesting piece of information for anyone
contemplating trading in Russian bonds is the observation that since they
were first issued in Tzarist times, no long Russian bond has ever fully paid
off. This may be an even more pertinent datum than the six-month average
of the daily volatility. Beyond this, Kyle and Xiong would presumably argue
that there are systemic effects that impact all markets and that overall po-
sition sizes are an important conditioning state variable that must be taken
into account. In this I would concur, and as one of its contributions, their
valuable paper offers solid theoretical support for such a position.

REFERENCES

Geanakoplos, John, 1997, Promises, Promises, in W. B. Arthur, S. Durlauf, and D. Lane, eds.:
The Economy as an Evolving Complex System II (Addison-Wesley, Reading, MA).



	Article Contents
	p. 1440
	p. 1441
	p. 1442
	p. 1443

	Issue Table of Contents
	The Journal of Finance, Vol. 56, No. 4, Papers and Proceedings of the Sixty-First Annual Meeting of the American Finance Association, New Orleans, Louisiana, January 5-7, 2001 (Aug., 2001), pp. 1165-1628
	Front Matter
	Do Financial Institutions Matter? [pp.  1165 - 1175]
	Merton H. Miller [p.  1177]
	Merton H. Miller: Memories of a Great Mentor and Leader [pp.  1179 - 1182]
	Merton H. Miller: His Contribution to Financial Economics [pp.  1183 - 1206]
	The Equity Premium and Structural Breaks [pp.  1207 - 1239]
	The Equity Premium and Structural Breaks: Discussion [pp.  1240 - 1245]
	Mental Accounting, Loss Aversion, and Individual Stock Returns [pp.  1247 - 1292]
	Mental Accounting, Loss Aversion, and Individual Stock Returns: Discussion [pp.  1292 - 1295]
	Variable Selection for Portfolio Choice [pp.  1297 - 1351]
	Variable Selection for Portfolio Choice: Discussion [pp.  1351 - 1355]
	Expectations Hypotheses Tests [pp.  1357 - 1394]
	Expectations Hypotheses Tests: Discussion [pp.  1394 - 1399]
	Contagion as a Wealth Effect [pp.  1401 - 1440]
	Contagion as a Wealth Effect: Discussion [pp.  1440 - 1443]
	Automated versus Floor Trading: An Analysis of Execution Costs on the Paris and New York Exchanges [pp.  1445 - 1485]
	Automated versus Floor Trading: An Analysis of Execution Costs on the Paris and New York Exchanges: Discussion [pp.  1485 - 1488]
	The Bright Side of Internal Capital Markets [pp.  1489 - 1528]
	The Bright Side of Internal Capital Markets: Discussion [pp.  1528 - 1531]
	Investor Psychology and Asset Pricing [pp.  1533 - 1597]
	Reports of the American Finance Association
	Minutes of the Annual Membership Meeting [pp.  1599 - 1601]
	Report of the Executive Secretary and Treasurer [pp.  1603 - 1605]
	Report of the Editor of the Journal of Finance for the Year 2000 [pp.  1607 - 1620]
	Report of the Representative to the National Bureau of Economic Research [pp.  1621 - 1622]

	Back Matter [pp.  1623 - 1628]



