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 by WALTER BAGEHOT

 IT has been pointed out by Colyer

 Crum and others that financial

 institutions are dominated by or-

 ganizational goals other than invest-

 ment performance. George Good-

 man argued in his book, "The Money

 Game" that the securities business is

 an emotional business with a high

 degree of entertainment value for at

 least some of the participants. If

 Crum and Goodman are right, peo-

 ple presumably participate in the

 stock market because, like parlor

 games and sports, it offers the op-

 portunity to win more dramatically

 and more concretely than is possible

 in ordinary workaday life.

 On the other hand, academic

 studies (in particular the studies of

 Professor Michael Jensen of the

 University of Rochester) of profes-

 sionally managed portfolios have

 shown not only that professional in-

 vestors as a group fail to perform

 better than amateurs, but that it is

 even difficult to find individual port-

 folios which have achieved perform-

 ance significantly better than neu-

 tral. On the basis of this kind of

 evidence it would appear that if par-

 ticipants in the stock market play to

 get the experience of winning, then

 the securities business is a very poor

 game indeed. Why does anybody

 choose to play the stock market

 game?

 Another closely related question

 is why we observe wide swings in the

 enthusiasm with which people play

 the stock market game. The turn-

 over rate on the New York Stock

 Exchange in 1968 was roughly twice

 what it was as recently as 1962.

 Every time one investor benefits

 from a trade, after all, another loses.

 If enthusiasm for the game is influ-

 enced by past successes or failures

 one would expect that, aggregated

 across the entire investing popula-

 tion, the level of enthusiasm as man-

 ifested in trading volume (or better

 yet, in turnover volume) would be
 very stable.

 And, finally, why is it that among

 Mr. Bagehot is a veteran observer

 of the economic scene.
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 professional portfolio managers yes-

 terday's heroes are so often today's

 goats?

 The answer to all three questions

 lies, I believe, in a widespread con-

 fusion between market gains (and

 losses) and trading gains (and

 losses). It is, of course, possible to

 diversify a portfolio so, completely

 that essen.tially the only investment

 risk remaining is market risk-that

 is, uncertainty regarding whether the

 market as a whole will move up or

 down. If the market moves up then

 investors in genera1 will benefit from

 the market movement whether they

 are trading securities or merely hold-
 ing what they have. But if they are

 trading while the market moves up,

 they are very likely to attribute the

 increase in their wealth to their trad-

 ing activity rather than to the fact

 that the market has moved up. This

 is what I mean by confusion of trad-

 ing gains with market gains.

 Th.e effect of the confusion is par-

 ticularly noticeable in portfolios that

 are unusually sensitive to market

 movements. Portfolios invested in

 small, growing, highly levered com-

 panies, for example, are often so
 sensitive to market movements that

 a 10 per cent rise (or fall) in the
 general market level will cause a 20

 per cent rise (or fall) in the value of

 the portfolio. When one manages
 this kind of portfolio it is very easy
 to convince oneself (and others)

 that one is a trading genius when the

 market is going up, and this is pre-
 cisely what happened to a number of

 widely publicized mutual fund port-
 folios in the period between 1957

 and 1965. On balance the market

 rose sharply in this period and the

 value of portfolios that were espe-

 cially sensitive to changes in market
 level rose much more sharply. But

 their gains were market gains, not
 trading gains. Because these funds

 were trading actively during this

 period, however, their gains were at-

 trnbu.ted to trading and m.any other
 portfolio managers who had previ-

 ously traded less actively began to

 emulate them.

 The result was that beginning

 around 1964 and 1965 many types

 of equity portfolios that had previ-

 ously traded very little suddenly

 perked up and began to trade very

 actively. A review of trading volume

 figures for individual investors will

 show that they behaved very simi-

 larly. If people confused market

 gains with trading gains it is easy to

 understand why they continued to

 play the stock market game even

 though their trading performance

 rarely departed from neutral.

 THE MARKET MAKER-KEY TO

 THE STOCK MARKET GAME

 Investors persist in trading despite

 their dismal long-run trading record

 partly because they are seduced by

 the argument that because prices are

 as likely to go up as down (or as

 likely to go down as up), trading

 based on purely random selection

 rules will produce neutral perform-

 ance; therefore, trading based on any
 germ of an idea, any clue or hunch,

 will result in a performance better

 than neutral. Apparently this idea is
 alluring; nonetheless it is wrong.

 The key to understanding the fal-

 lacy is the market miaker. The mar-

 ket maker is the exchange specialist

 in the case of listed securities and

 the over-the-counter dealer in the

 case of unlisted securities. The role

 of the market maker is, of course,

 to provide liquidity by stepping in

 and transacting whenever equal and
 opposite orders fail to arrive in the

 market at the same time. In order

 to perform this function the market

 maker stands ready to transact with

 anyone who comes to the market.

 One can discuss the economics of

 market making in term.s of three

 kinds of transactors who confront

 the market maker: one, transactors
 possessing special information; two,

 " liquidity -motivated" tr an sa ct or s

 who have no special information but

 merely want to convert securities

 into cash or cash into securities;

 three, transactors acting on informa-

 tion which they believe has not yet

 been fully discounted in the market

 price but which in fact has.

 The market maker always loses to

 transactors in the first category. A

 wide spread between the market

 maker's bid and asked prices will

 discourage transactors from trading

 on any special information that im-

 plies only a small change in equilib-

 rium. price; but because these trans-

 actors have the option of not trading

 with the market maker in such cir-

 cumstances, he will never gain from

 them - unless of course they have

 misappraised their special inform.a-

 tion. It is evident that transactors

 with special information are playing

 a "heads I win, tails you lose" game
 with the market maker.

 On the other hand the market

 maker always gains in his transac-

 tions with liquidity-motivated trans-

 actors. The essence of market-

 making, viewed as a business, is that

 in order for the market maker to

 survive and prosper, his gains from

 liquidity-motivated transactors must

 exceed his losses to information-

 motivated transactors. To the mar-

 ket maker, the two kinds of trans-

 actors are largely indistinguishable.

 The spread he sets between his bid

 and asked price affects both: the

 larger the spread, the less money he

 loses to information-motivated, trans-

 actors and the more he makes from

 liquidity-motivated transactors (as-

 suming that a wider spread doesn't

 discourage the latter transactions).

 Unfortunately, the liquidity of a
 market is inversely related to the

 spread. The smallest spread a mar-

 ket maker can maintain and still

 survive is inversely related to the

 average rate of flow of new informa-
 tion affecting the value of the asset
 in question, and directly related to
 the volume of liquidity - motivated

 transactions. This is where the third

 kind of tra.nsactor comes in: from
 the market maker's point of view,
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 his effect is identical to the liquidity-

 motivated transactor's. The market

 maker naturally welcomes the co-

 operation of wire houses and infor-

 mation services like the Wall Street

 Journal that broadcast information

 already fully discounted since many

 investors are easily persuaded to

 transact based on that informa-

 tion, hence enable the market maker

 to maintain substantially smaller

 spreads than would be possible with-

 out their trading activity.

 THE MARKET CONSENSUS

 It is well known that market

 makers of all kinds make surpris-

 ingly little use of fundamental infor-

 mation. Instead they observe the

 relative pressure of buy and sell

 orders and attempt to find a price

 that e-quilibrates these pressures. The

 resulting market price at any point

 in time is not merely a consensus of

 the transactors in the market place,

 it is also a consensus of their mis-

 takes. Under the heading of mistakes

 we may include errors in computa-

 tion, errors of judgment, factual

 oversights and errors in the logic of

 analysis. Unless these errors are in
 some sense systematic across the

 population of investors-or, to put it
 the other way around, to the extent

 that the commission of these errors

 is more or less statistically independ-
 ent one investor from another-

 market price is virtually unaffected
 by these errors. This is a conse-
 quence of the law of large numbers:
 because the number of individual
 transactors is large and because their

 mistakes of judgment and estimation
 are likely to be independent, one
 transactor from another, the net ef-
 fect of their mistakes on the equilib-
 rium price is likely to be miniscule.

 If, instead of seeking out the mar-
 ket price that equilibrates buying
 and selling pressures based on these
 appraisals, the market maker im-
 posed his own judgment of what a

 security was worth, he would be
 risking an error of his own of the

 same order of magnitude as the

 errors committed by other investors.

 It is not surprising in this light that

 market makers. generally have so

 little use for fundamental considera-

 tions in their work. This observation

 also points up the futility of trying to

 trade profitably by making unusually

 conscientious, thorough or sophisti-

 cated security analyses. The ultimate

 in sophisticated analysis is not likely

 to improve on the accuracy of the

 market consensus.

 When. the role of the market

 maker is as described here, the mar-

 ket maker can be viewed as a con-

 duit through. which money flows

 from liquidity-motivated transactors

 to transactors with special informa-

 tion. This result follows directly

 from. the original observation that in

 order to stay in business the market

 maker must earn more from liquid-
 ity-motivated transactors than he

 loses to transactors with special in-

 formation. Every time one transacts

 against the market maker he incurs
 a 'spread cost' in addition to any

 explicit brokerage commission. The
 size of the effective spread on listed
 stocks is hidden because oscillations
 between 'bid' and 'asked' are camou-

 flaged. by the constant fluctuations
 in the equilibrium value of the stock.
 If trading volume is small, and in-

 siders' profits are large, the spread

 cost incurred in transacting is neces-

 sarily large, however. Whereas it is

 indeed true that the transactor is as

 likely to gain as lose from fluctua-

 tions in equilibrium value, what he

 loses in trading against the spread

 must be large enough to provide in-

 siders with their profits, and hope-

 fully leave something for the market

 maker besides. This is why trading

 on hunches or rumors is more likely

 toi degrade performance than im-

 prove it.

 COPPERING THE PUBLIC

 The question is sometimes asked,

 if trading by the general public is so

 futile then why isn't trading against

 the public consistently profitable?

 The answer lies in the special man-

 ner, just described, in which the

 public loses. If all trading took place

 between those who got information

 early and those who got it late, then
 one could make money by trading

 against those who get it late. But if

 our picture is accurate, those who
 get information early make their
 profits from the market makers, who

 in turn make their profits from those

 who trade without genuinely new in-
 formation. If the public traded di-
 rectly against insiders, one could

 deduce which way insiders were.
 trading by observing which way th,e

 CONTINUED ON PAGE 22

 Exercises for Reader

 Will market making be more profitable in good
 markets or bad markets?

 Will market makers resist or welcome suppression
 by SEC and others of use of inside information?

 Into which of the 'three categories' fall those
 transactors who base their trading decisions on
 'conscientious, thorough or sophisticated'
 security analvsis?

 Is sophisticated analysis valuable to transactors
 with inside information?
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 scribed above, is to adopt a "passive" portfolio

 strategy. If an investor does this, then he won't try

 to outguess turns in the market. He won't try to

 pick individual stocks that he thinks will do better

 than other stocks.

 He will buy a well diversified portfolio, and hold

 on to it. He will generally sell only to establish tax

 losses, or when he needs the money. He may

 borrow against his portfolio when he needs money,

 instead of selling, to avoid realizing capital gains.

 He will minimize investment expenses, brokerage

 costs, and taxes.

 Only a relatively largei investor can afford to buy

 stocks directly.

 An investor who invests only a few hundred

 dollars at a time can often do better buying shares

 of a mutual fund rather than buying his own stocks.

 Diversification is very important to a passive

 portfolio strategy, and the brokerage costs on

 small purchases of a large number of stocks can

 be as high as 18 per cent in and out. Thus the

 small investor, depending on his circumstances,

 may be better off in a mutual fund, which may
 give him 50 to 100 stocks at a time. But he can

 still try to choose a fund that follows a strategy

 that approximates a passive portfolio strategy.
 A passive strategy is not the same as random

 selection. I am not suggesting putting the financial

 page of the newspaper on a bulletin board and

 throwing darts at it.

 It is important for the investor to choose a well

 diversified portfolio, and it is important for him to
 choose a portfolio that fits his objectives, including
 his tax status and his ability to tolerate fluctuations

 in the value of his portfolio. But once he, has a
 portfolio, he should make changes only to keep it
 diversified, to fit it to changing objectives, to gen-
 erate. cash, or to realize tax losses.

 Whether he is an amateur or a professional,
 giving up the attempt to do fundamental analysis
 will mean that his portfolio performance, especially
 his after-tax performance, will most likely be better
 than that of other professionally managed port-
 folios.

 The first step, however, is for the, investor to
 convince himself that the strong form of the ran-
 dam walk hypothesis is true. And this is very
 difficult for most investors to do. *
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 The Only Game

 in Town

 CONTINUED FROM PAGE 14

 public was trading (as, for example,

 with odd-lot information). It is true

 that the public loses quite consist-

 ently on its trading (as. opposed to

 investing-as we noted, it is entirely

 possible to remain invested without

 trading), but it loses because it is

 trading against the market maker's

 spread. The public would lose just

 as much if at every point in time the

 direction of its trading were the re-

 vers.e of what it actually is; hence

 there is no value in coppering the
 public.

 This argument exaggerates the

 'spread' problem for those listed

 stocks that have an active auction

 market. How active the auction mar-

 kets for NYSE stocks are can be

 judged, however, from the fact that

 in recent years Exchange members

 were transacting for their own ac-

 counts on one side or the other of

 two out of three transactions. *
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