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Constraints and Biases May Impact Prices and Returns 

Prudent investing is based on the Efficient Market Hypothesis (EMH), the key to which is the assumption that new information is disseminated to the public so rapidly and completely that prices adjust to the new data almost instantly. As a result, the EMH assumes that the market’s price is the best estimate of the correct price (otherwise the market would trade at a different price). 

For the market to function in a wholly efficient manner, rational investors would need to be able to eliminate all overly optimistic or pessimistic mispricing. If there are constraints on the ability of investors to set the market price, then the market price may not be entirely efficient. Thus, when applying EMH to real-world trading, we observe that there are constraints, particularly on pessimistic investors, that may produce upward biases in prices (which may, in turn, lead to an expectation of lower future returns). 

There are two constraints on pessimistic investing that can lead to an upward price bias:

1. There are limitations on the ability to sell a stock short. 

2. Security analysts face an inherent conflict of interest that makes it difficult for them to issue sell recommendations.

Let’s analyze these constraints in more detail. 

Limitations on Short Stock Sales

Pessimistic investors attempt to profit by short-selling stocks that they perceive to be too highly valued by the market. Selling a stock short involves borrowing the stock from an investment firm and then selling the borrowed stock in the market. The seller hopes to buy the stock back in the future at a lower price (thus realizing a profit) and then deliver the borrowed stock back to the lender. But, as we described above, there are constraints on investors seeking to sell short. 


· There must be sufficient stock to borrow. There is often a scarcity of stock available, especially for stocks with limited “float” (unrestricted shares available to be traded). For example, many of the dot.com stocks went public with very limited Initial Public Offerings (IPOs), with only a small amount of stock issued. Thus there was a very limited amount of stock to be borrowed — at least until after lock-up periods that restricted original investors and employees. (A one-year lock-up is common.) In addition, lenders of short stock are often institutional investors such as pension plans and mutual funds. As such, stocks with limited institutional ownership may also have limited ability to be shorted. A limited supply of stock available to be shorted also negatively impacts the cost of borrowing. 


· Short selling entails additional risk that may discourage pessimistic investors. Regular stock investors have unlimited upside, but limited downside. That is, their potential for profit has no ceiling, but they can only lose up to the amount they invested. The reverse is true for investors attempting to profit by selling short. Their upside or potential profit is limited to the amount of their investment (as a stock’s price cannot go below zero), but their downside is theoretically unlimited, because there is no limit to how high a stock’s price can go. This makes short selling a much riskier proposition. The unlimited downside also means that short sellers are subject to margin calls, as they must maintain a minimum amount of equity in their position. Non-margined investors holding long positions can wait out a bear market. Short sellers may not have that ability; if the market moves against them, they may be forced to either increase their collateral or liquidate their position. 


· Credit cost of borrowing may serve to keep pessimists out of the market. Compared with regular stock investments, selling short involves an incremental credit cost of borrowing. The fee charged to borrow a stock is set by the supply and demand for borrowing shares.


· There are institutional constraints on short sellers. For example, a study found that only about 30 percent of mutual funds were allowed to sell short, and just 2 percent actually did sell short.1 The study notes that one constraint on short sellers is that stock loans (borrowing to go short) are usually not term loans, but are instead callable on demand. The lender has the right to demand repayment at any time, creating a risk that most funds choose to avoid.  

Security Analysts Are Reluctant to Recommend a Sell 

Another constraint that limits pessimistic investing is the extreme reluctance by Wall Street investment firm security analysts to issue sell recommendations, Studies have demonstrated that only about one percent of their recommendations have been to sell.2 As Fortune magazine put it: “If, in fact, stocks are headed for a disastrous slide, you won’t hear it from the researchers paid to predict it.”3 

We believe this phenomenon is the result of a conflict of interest between an investment bank’s multiple client bases. If their analysts don’t provide a positive outlook on a company, investment banks fear they might lose out on business with that company. This conflicts with their professional and moral duty to provide accurate information to retail investors. As evidence of this concern, a study published in Contemporary Accounting Research found that, “In general, sell-side analysts’ long-term growth forecasts are systematically overly optimistic around equity offerings and … analysts employed by the lead managers of the offerings make the most optimistic growth forecasts.” The study concluded that there was a positive relationship between the fees paid to the affiliated analysts’ employers and the level of optimism within their growth forecasts.4 

There is also evidence that analysts might fear their negative forecasts will cause them to lose access to the firm’s management (from whom they receive the information they need to make their forecasts). This is a very real fear, as the following tale described in Howard Kurtz’ The Fortune Tellers illustrates.5 In the summer of 1998, Piper Jaffray Analyst Ashok Kumar downgraded Gateway stock from a strong buy to a simple buy. Kumar did not issue a sell or even a hold recommendation. He simply warned investors, “The long-term growth rate implicit in the current level of the stock price may be unrealistic.” During the next Gateway conference call, Kumar found that he was prevented from asking any questions. After the call, a couple of portfolio managers who did business with Piper Jaffray called Kumar’s boss and told him, “If this guy doesn’t stop pissing on the stock, we’ll yank our business.” When Kumar gave similar warnings on Dell’s stock, he was removed from the company’s conference call with analysts. 

The Consequences of Pessimistic Investing Constraints

The personal danger of candid, unbiased commentary is very clear to most analysts. What may not be as widely recognized is how constraints and biases against pessimistic investing may prevent negative information from reaching the public in a timely manner. This in turn can lead more optimistic investors to drive market prices, as their information dominates public perceptions. 

For example, if investors who are pessimistic find it difficult or expensive to short a stock, the more optimistic investors can instead have a greater impact on the price. The same results can occur if analysts don’t publish their negative views. This might provide us with an insight into why bubbles can occur. Pessimists (short sellers) are subject to the limitations described. Neutral investors may not trade, as they assume the price is right. This leaves the optimists to bid up the price. As stock prices move higher, some investors will choose to sell. But the limited ability to short stocks and the unwillingness to publish negative views could potentially result in increasingly optimistic investors jumping on the bandwagon, until the bubble eventually bursts. 

A study in the forthcoming October 2002 Journal of Finance found evidence to support the potential for optimistic investors to drive up stock prices, “whenever investors with the lowest valuations do not trade.” The study concluded that, “Stocks with higher dispersion in analyst’s earnings forecast earn significantly lower future returns than otherwise similar stocks.” The study’s hypothesis is that the degree of dispersion in analyst’s forecast is a proxy for differences in opinions among investors. The authors found that, for the period January 1983 through November 2000, a portfolio of stocks in the highest quintile of dispersion of earnings forecasts underperformed stocks in the lowest quintile by almost 10 percent per annum. The authors tested this data to see if their results were related to other factors such as momentum or exposure to size and value risk factors. They found their results were unchanged. Their findings also clearly rejected the notion that the dispersion of forecasts was related to risk.6

The aforementioned Jones and Lamont study examined data from 1926-1933, providing additional evidence that constraints on short sales might allow stock prices to become overvalued. They determined that stocks that were expensive to short had low subsequent returns, consistent with the hypothesis that they were overvalued. They concluded that transaction costs and other constraints kept arbitrageurs from forcing down the prices of overvalued stocks.7 

What conclusions would we draw from these insights? 

· Be very wary of relying on analyst forecasts; their relationships with the firms they recommend might constrain their ability to be forthright with bad news. 

· Avoid trading in stocks with very limited liquidity; the ability for rational short sellers to influence prices is likely to be constrained.

· Avoid overconfidence in any investor’s individual abilities to successfully pick stocks and time the market. 

· Ignore the noise of the market and the irrationally exuberant herds that create overly priced 
investment bubbles.

It seems unlikely that the market will ever be dictated by absolutely perfect pricing based on investors who are entirely rational and fully informed at all times. A realistic solution is to build a portfolio based on passive asset class funds, managed by a fund manager who excludes from its list of eligible stocks those with limited liquidity. In doing so, the investor has the best opportunity to sidestep inherent weaknesses, while expecting to capture the maximum returns available from the efficiencies that do exist in the real-world market. 
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