Chapter 1

Listen to the
Market Crowd

The only one who is wiser than anyone is everyone.
—NAPOLEON BONAPARTE

T his book is about what happened to wealth in the throes of
probably the most excruciating, destructive global disaster in
all history, World War II. The focus is on equities and whether
they preserved and enhanced the purchasing power of money. It also
looks at what amount of diversification and other assets people with
wealth should have to protect the purchasing power of their fortunes.
In exploring these subjects, it became startlingly evident that the
equity markets in the principal contenders—the United States, Britain,
Germany, and Japan—identified the monumental, epic turning points in
the war with uncanny perception. The conventional opinion today is that
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crowds in general and the stock market crowd in particular are manic beasts.
However, as you study the history and read the sociology, you begin to
come to the conclusion that there is great wisdom in crowds, that the
equity market itself is the epitome of a wise crowd, and that we should pay
close attention to its messages, particularly when it reverses its trend.

Much has been disparagingly written about the “madness of crowds.”
In fact, it has become the deeply entrenched, conventional wisdom.
However, as James Surowiecki has pointed out in his original and
insighttul book, The Wisdom of Crowds, it’s the collective judgment of
crowds and their intuitions that we should be respectful of.

The great classic is Charles Mackay’s Extraordinary Popular Delusions and
the Madness of Crowds, which is religiously stacked in every professional
investor’s bookcase. Its most famous lines undoubtedly are: “Men, it has
been well said, think in herds. It will be seen that they go mad in herds,
while they only recover their senses slowly, and one by one.” Friedrich
Nietzsche wrote: “Madness is the exception in individuals but the rule in
groups.”

Another classic on crowd behavior is Gustave Le Bon’s The Crowd:
A Study of the Popular Mind published in 1896. Le Bon, an aristocratic
autocrat if there ever was one, believed crowds invariably make bad
decisions and act foolishly. “Crowds can never accomplish acts demand-
ing a high degree of intelligence,” writes Le Bon, “and they are always
inferior to the isolated individual”” Le Bon’s definition of a crowd was
broad in that it included any kind of group that could make decisions.

This disdain for crowds is deeply embedded. There is the old saying,
source unknown, “None of us is as dumb as all of us.” Then we have that
self-proclaimed investment genius Bernard Baruch quoting German poet
and philosopher Friedrich von Schiller, “Anyone taken as an individual is
tolerably sensible and reasonable—as a member of a crowd, he at once
becomes a blockhead.” And Scottish historian Thomas Carlyle proclaimed:
“I do not believe in the collective wisdom of individual ignorance.”

A crowd morphs into a mob when it becomes disorderly, violent, and
vulgar. The etymology of mob is from the Latin: mobile vulgus. The infer-
ence is that a crowd, and particularly a mob, can be easily manipulated
and turned to dangerous and evil pursuits. The bad reputation of groups
or crowds is not undeserved, but what is not appreciated is that when
asked or required to make judgments independently and in a rational
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way, the record of crowds is impressive. In other words, the disparagement
and mockery of Le Bon and the others are mostly incorrect.

In the investment world today, even a mention of “the crowd” has
an intensely pejorative connotation. Everyone knows you don’t want to
be part of the crowd because the crowd is always wrong. Avoid “crowded
trades at all cost” has become a hedge fund maxim. Distrust of the wis-
dom of crowds has become deeply imbedded in the psyche of profes-
sional investors, strategists, economists, and sometimes, the media.

Conversely, it has become very fashionable to be contrarian—in other
words, to do the opposite of what the crowd is doing because the crowd
is so stupid and is almost always wrong. If everyone is bullish on the
equity market, then the contrarian will be bearish and vice versa. Inves-
tors assiduously track sentiment indicators in order to do the opposite.
Strategists and economists often in the preamble to their reports boast
that their view is contrary to the consensus as though that supposition
alone is more important than all their analysis. In reaction to the popular-
ity of contrarianism, one of the best investors in the world, George Soros,
once described himself as a “contra-contrarian.”

It is a truism that human beings are reactive imitators and are subject
to emotional extremes of euphoria and despair. Investors and specula-
tors run the gamut from greed to fear as they passionately, blindly stam-
pede after markets and prices. From time to time this leads to excesses
and eventually to bubbles. However, as will be discussed, this does not
invalidate this book’s assertion that collectively the investor crowd often
has superb intuitions about long-term events and that these judgments

should be respected and followed.

Ignore the Opinion of Experts:
They’re Not Reliable Forecasters

On the other hand, there is increasing evidence that relying on expert
opinion for advice is a loser’s game. Philip Tetlock in his new book
Expert Political Judgment: How Good Is 1t? How Can We Know? concludes
that expert opinion on politics, economics, and business should be
ignored as random blather because experts are even less accurate than
nonspecialists in guessing what is going to happen. Tetlock tracked
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284 experts who made 82,361 forecasts over a period of years. What a
tedious labor of sifting and evaluating masses of horse manure! Anyway
he found, among other humiliating things, that the alleged experts were
right less than half the time, and that they were worse than dart-throwing
monkeys in forecasting outcomes when multiple probabilities were
involved. As the Danish physicist Niels Bohr said, “Prediction is very
difficult—particularly about the future.”

After reviewing this accumulation of data, Tetlock concluded that
although you need to be reasonably informed on a subject to make cred-
ible predictions of events or the economy, knowing a lot, being regarded
as a real expert, a wise man, a guru, actually makes someone less reliable as
a forecaster. The more facts, information, and history an expert knows,
the more likely he is to have pet theories and to have developed complex
chains of causation in making a prediction. Tetlock believes this is why
experts fail to outpredict nonexperts. The odds tend to be with the sim-
ple and the obvious outcome. Tetlock reports that the better known,
more quoted, more self-confident, and better credentialed an expert
(or should we say pontificator?) is, the more likely he is to be wrong.

Another reason that pundits who appear regularly on television are
particularly unreliable is because they become obsessed with showman-
ship. In other words, they strive above all to be original and different,
often just for the sake of being original and difterent. The clever, ingen-
ious, outrageous forecast gets the most attention. Their tenure on the
talk shows or CNBC and CNN (and in many cases their compensation)
doesn’t hinge on their accuracy (because there are so many forecasts
being made no one can keep track of them), but on their entertainment
shock value. Although they may not even acknowledge this, it compli-
cates their thinking and screws up their expert heads.

After his study of the record of experts, Tetlock came to some other
interesting conclusions. First, when experts are wrong, they seldom
admit it. Second, experts tend to dismiss new information that doesn’t
fit with their previous beliefs or actions. This is called cognitive dissonance,
and it has proved to be an ailment of the George W. Bush administration.
Third, and even more disappointing but not surprising, they are much
tougher in assessing the validity of new information that undercuts their
theories than they are in evaluating information that is supportive.

Finally, Tetlock divided the experts into two groups using the Isaiah
Berlin analogy of hedgehogs and foxes. Hedgehogs are experts who
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know a great deal about one big thing and tend to analyze complex
problems from that framework. Within their small circle of competence
they are regarded as brilliant. Foxes, Tetlock says, are “thinkers who know
many small things, . . . are skeptical of grand schemes, see explanation
and prediction . . . as flexible exercises that require stitching together
diverse sources of information and are rather diffident about their own
forecasting prowess.” Tetlock found that the foxes were significantly bet-
ter predictors than the hedgehogs. The foxes’ cognitive diversity gives
them a broad structure from which to analyze complex problems.

For example, in the investing world there are highly educated, very
intelligent quantitative hedgehogs armed with PhDs and powerful
computers. For a while their inventive models produce superior invest-
ment performance. Then their success spawns imitating competitors.
Before long there are so many of them, that the exploitable valuation
anomalies that the brilliant pioneers identified and used to create a port-
folio management system, are almost immediately discovered by other
quantitative hedgehogs and quickly no longer work. It is the investment
world’s latest version of “creative destruction.”

It’s hard to argue with Tetlock’s data. However, the skeptic would
reply that while Tetlock may be right about all experts as a class, there are
some, particularly in specialist areas such as technology and the sciences,
that are worth paying attention to. As for political or stock market fore-
casters, there are few that should be listened to. The problem is that just
because someone has been right recently doesn’t mean that individual is
going to continue to be right. In fact, with professional investors, it’s often
just the opposite. Nevertheless, it can be amusing and sometimes stimu-
lating to listen to an articulate and erudite forecaster.You just shouldn’t be
under any illusions about the class’s long-term record. All this bashing of
prognosticators and strategists is written with a pinch of chagrin since the
author once sheltered under that sobriquet.

Global Markets Understood What Was
Happening during WWII

Intuition, gut hunches, and common sense count for a lot in making
forecasts. But as we will see, it’s not the guru’s forecast you should be
respectful of, it’s the wisdom of markets, the collective judgment of many
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individuals filed individually and then collated that you should pay close
attention to. The London stock market deduced in the early summer of
1940, even before the Battle of Britain at a time when the world and
even many English despaired, that Britain would not be conquered.
Stocks made a bottom for the ages in early June although it wasn’t evi-
dent until October that there would be no German invasion in 1940
and until Pearl Harbor 18 months later, that Britain would prevail.

Similarly, the German stock market, even though imprisoned in the
grip of a police state, somehow understood in October of 1941 that
the crest of German conquest had been reached. It was an incredible
insight. At the time, the German army appeared invincible. It had never
lost a battle; it had never been forced to withdraw. There was no sign as
yet that the triumphant oftensive into the Soviet Union was failing. In
fact, in early December a German patrol actually had a fleeting glimpse
of the spires of Moscow, and at the time Germany had domain over
more of Europe than the Holy Roman Empire. No one else understood
this was the tipping point.

The New York stock market recognized that the victories at the
battles of the Coral Sea and Midway in May and June of 1942 were
the turn of the tide in the Pacific, and from the lows of that spring never
looked back, but I can find no such thoughts in the newspapers or from
the military experts of the time. A barrage of defeats and surrenders had
engendered intense criticism of the management of the war and the
commanders in the field. The wise men of the media were so busy
wringing their hands that they didn’t grasp the significance of the battles
of the Coral Sea and Midway as the high-water mark of Japan’s grand
design for empire and of its attack on the United States.

In fact, the American media had been wrong on the war from the
beginning. Fed by the U.S. War Department, the New York Times in
the first weeks after Pearl Harbor was exaggerating any small successes
of the allies and under-reporting the damage to the Pacific fleet. For
example, five days after Pearl Harbor, on December 12, 1941, the banner
headlines were JAPANESE CHECKED IN ALL LAND FIGHT-
ING; 3 OF THEIR SHIPS SUNK, 2ND BATTLESHIP HIT. The
story reported that one of the three ships sunk was also a battleship. It
was pure fiction. Only one relatively insignificant Japanese destroyer had
been sunk.
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Markets Outperform Experts—
Human or Computer

But to get back to crowd theory, in 1945, economist and political
philosopher EA. Hayek wrote a powerful essay to refute the then-popular
socialist doctrine of central planning. In it he argued that central planning
could never be as economically efficient as the price mechanism. It was
impossible, he said, for the central planner, be he human or computer, to
accumulate all the bits and pieces of diverse information scattered widely
throughout the vast population needed to make as efficient, “good” eco-
nomic decisions as are accomplished by the price mechanism. Markets
function so efficiently because the totality of all relevant information
including subjective preferences are aggregated through the price mecha-
nism into a single market valuation which, while perhaps not perfect,
is better than any number concocted by a human entity or even a
computer.

Decentralization of sources is also very important because it is crucial
for the collection of what Hayek called “tacit knowledge.” Tacit knowledge
is knowledge that is intuitive to individuals or is derived from a particular
place or job or way of life. Since it is so intuitive and instinctive, it can’t
easily be summarized or communicated and, in fact, the people that have it
may not even know they have it.Yet it is very valuable because it reflects
the deep life experience of human beings dispersed over the world.

This insight was the basis of efficient market theory, but it has remained
an observation, not a conclusion. As Henry Manne, Dean Emeritus of the
George Mason School of Law, recently pointed out, it does not explain a
theory of how this massive amount of information gets so effectively
disseminated into the prices of goods and services. He asks: “How does the
weighted averaging get done?” Similarly, “The efficient market hypothesis
was based almost entirely on empirical observations and did not offer a
theory of how the market came to be so efficient”” Manne’s answer seems
to be: the wisdom of crowds.

In his book, The Wisdom of Crowds, Surowiecki argues convincingly
that groups often are more right in their decision making than brilliant
experts. In other words, “the many are smarter than the few.” He points
out that experts have biases and blind spots, and that there is little corre-
lation between an expert’s confidence in his prediction and the accuracy
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of it.You are more likely (but not guaranteed) to get a better estimate or
decision from a group of diverse, independent, motivated people than
you are from a single or even a couple of experts. Other psychologists
have shown that posing a judgment question, then asking a large number
of people what they think the answer is and taking the mean is superior
to asking a few experts no matter how highly qualified or deliberative
and informed a group.

The group, the crowd, the market must have diversity. The mass of
investors takes information from their experience and interaction with
multiple environments. Stock markets provide an eftective aggregation
system. This collective judgment system works best when the individu-
als have some incentive to be right. The aggregation of investors in a
stock market essentially is what the social sciences people call “a com-
plex adaptive system.” As the market strategist Michael Mauboussin has
pointed out in his excellent essays, one of the key lessons of a complex
adaptive system is that you can’t understand the whole by adding up the
parts. The whole is greater than the sum of the parts.

Many people attempt to understand markets by talking with experts
or other supposedly astute investors, but if markets really are a complex
adaptive system, individual agents will provide little or no worthwhile
help on the workings or the course of the market. This is why I will
argue it is so important to listen to the market. In other words, at crucial
turning points observe what markets do and ignore what the experts
and the commentators say about what is going on.

Experiments that Prove the Wisdom of Crowds

As an example of a complex adaptive system at work, Surowiecki relates
how at a famous contest at a county fair in England to guess the weight
of an ox on display, there were 800 guesses entered, some by knowl-
edgeable farmers but most by those who had no expertise whatsoever.
Not only was the average of all the guesses of 1,197 pounds almost
exactly correct (the weight was 1,198 pounds), but it was far superior to
the estimates of the so-called livestock experts. He also conducted an
experiment with a group of 56 students who were shown a jar and
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asked how many jelly beans were in it. The average of the group was 871
which was closer to the correct number of 850 than that of all but one
of the students’ estimates.

Surowiecki conducted a number of similar experiments. He tells
in his book how he would approach random people in New York’s Times
Square and ask them how many jelly beans were in the plastic jar he
was carrying or to estimate his weight. They must have thought he was
nuts. On another occasion when he was in front of an audience he suc-
cinctly described his study and asked them to guess how many books
were in it.At the time he didn’t even know himself. In each case the average
of the collective guesses was very close to the mark, and the average was
better than the vast majority of the individual guesses. He argues the mis-
judgments that individual people make eftectively cancel themselves out
leaving you with the knowledge that the group has. Incidentally, the larger
the crowd and (as noted previously) the more decentralized it is, the more
reliable its decision will be. Obviously a stock market is a very large,
decentralized crowd indeed.

Manne goes on to make the point that the literature of “prediction”
or of “virtual” markets proves that the more participants in a contest and
the better informed they are, the more likely the weighted average of their
guesses 1s likely to be correct. Suroweicki writes of the remarkably suc-
cessful results of the Iowa Electronic Markets (IEMs) in which speculators
make bets on the outcomes of elections. The resulting “predictions” from
these wagers have been much better than those of the political pundits
and the polls. The bettors in the IEMs aren’t predicting their own behavior
but are forecasting what the voters of the country will do. Three quarters
of the time the IEM’ market price on the day each of the preelection
polls was released was more accurate than the results of the polls.

In the last five presidential elections the IEM predicted the vote
percentages with an absolute average error that was nearly 30% less than
the experts. In the 2004 election for Prime Minister of Australia, just
before the election the pundits were saying the race was too close to call
while Australia’s equivalent of the IEM, Centrebet, showed John Howard
comfortably ahead. He won easily. The IEM’s and Centrebet’s superior
results also confirm that predictions are best when the predictors are
motivated with real money at stake.
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Groupthink vs. Crowdthink

Both Manne and Surowiecki maintain that it is essential the participants
be diverse and their judgments be independent of each other. The partici-
pants also must “care.” There should be an economic incentive. Their esti-
mates can’t be casual throwaways. They also can't sit around and exchange
ideas about what the right answer should be and then finally reach a con-
sensus. If they did, their collective judgment would become groupthink
with all its well-known and pernicious sins. Groupthink results in deci-
sions that usually are less wise than the knowledge of the collected indi-
viduals. When properly collated, crowdthink is just the opposite.

James Monitor has written extensively and well on behavioral
finance, and he argues that these findings are true but only under a very
strict set of circumstances. Three conditions must be met, says Monitor.
First, people must be unaffected by others’ decisions. Two, the probabil-
ity of being correct must be independent of the probability of everyone
else being correct. Three, the participants must be unaftected by their
own vote possibly being decisive. I would add that good group decisions
are more likely to occur when most of the members of the group either
don’t know or don’t pay any attention to what other members of the
group think. In other words, crowds do have imbedded in them a col-
lective wisdom that is very prescient but it has to be artfully extracted.
The price action of a stock market on a longer term basis is a highly
efficient collection mechanism.

In a way, isn’t the recognition of this truth the basic tenet of democ-
racy with its popular elections? Democracy is predicated on the belief
that the majority makes better decisions than a ruling elite. Stock mar-
kets are really voting machines, and I submit that often the wisdom of
this kind of collective intuition is seen in the ability of stock markets to
understand the ebb and tide of human history and events—particularly
at crucial turning points. As Surowiecki writes: “The idea of the wisdom
of crowds is not that a group will always give you the right answer but
that on average it will consistently come up with a better answer than
any individual could provide.” The Japanese stock market was wise dur-
ing the Second World War and at the onset of the Korean War, but the
French bourse was dead wrong in 1941 when it forecast prosperity from
the German occupation.
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The stock market should be a good case study of whether crowds
have some wisdom. Not wisdom on little things, but insights on the
ebb and flow of great events. The stock market encompasses a very
large, diverse crowd of people, and even in the Second World War years
there were at least several hundred thousand active participants in each
of the major equity markets of the world. Because of the diversity of
this collection of investors and because it is also decentralized with a lot
of tacit knowledge, this crowd brings a variety of different intuitions to
the process. In addition, it is a relatively intelligent and well-informed
crowd. All investors are not rocket scientists but they are not complete
idiots either. Just the fact that they have sufficient money to be investors
suggest there is some natural selection process at work. Furthermore,
the stock market crowd fulfills the motivation criteria because the judg-
ment this group 1s making involves its own money. It is a crowd of
“foxes,” not a crowd of “hedgehogs.”

As a result, the stock market is a wise and farseeing old thing. It can
get panicky and crazy in the heat of the moment, and as we all know it
can get suckered into frauds and blow enormous bubbles. Individual
investors and clusters of investors can be irrational or become irrational,
but the overall market on a longer term basis is generally rational. As
Maubossin puts it:“We must be very careful to avoid extrapolating indi-
vidual irrationality to market irrationality.”

In fact, investors with their extremes of fear and greed make the
stock market prone to boom and bust cycles. But every mania stems
from some degree of substance in a life-changing development whether
it was the railroads in the nineteenth century or technology in the
waning moments of the twentieth. In retrospect, even in 2000 there was
some rationality in the market as a whole. Tech and Internet growth
stocks were selling at ludicrous valuations, but other major value seg-
ments of the market that were out of favor were ridiculously under-
priced. I am not for one moment arguing that the crowd is a good
interpreter of individual sectors or stocks.

However, despite the fog of war and the smoke of statistics, the stock
market has a great nose and amazing intuitions. This is what the wise old
traders are expressing when, in the face of a gloomy environment or bad
news, they say “the market is acting well” or vice versa “the market is
acting badly”” A classic example of all this can be seen in the major stock
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markets’ reactions to the most serious crisis of the twentieth century, the
rise and fall of the Axis powers in the 1940s.

I argue that the stock market, because it is the collective conclusion
of multiple, independent, diverse, decentralized, motivated judgments, is
a far different creature from the mob or the group. This is not to claim
that the stock market is all wise or cannot make mistakes or in the short-
term misjudge events. I am saying that in general its judgment is good
and worth paying attention to. The ultimate test of that thesis and of
equities as wealth preservers is World War II—a time of overwhelming
anxiety and fear. In the next chapter, I describe a world darkened by fear
and the malaise that depressed stock markets.



