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B. The Stock Market

Herd behavior by money managers could
provide a partial explanation for excessive
stock market volatility. By mimicking the
behavior of others (i.e., buying when others
are buying, and selling when others are sell-
ing) rather than responding to their private
information, members of a herd will tend to
amplify exogenous stock price shocks. In a
sense, the ideas developed here can be
thought of as providing the “microfounda-
tions” for stock market phenomena that are
often thought to stem from psychological
sources such as “groupthink,” mass eupho-
ria, or panic.

It should be pointed out, however, that the
model of this paper does not fit perfectly
into a stock market setting, due to the as-
sumption of perfectly elastic supply and the
consequent lack of a market clearing price.
Adding pricing considerations would com-
plicate the formal analysis considerably.
Nonetheless, we think that our basic insights
do carry over to the stock market. At any
given level of prices, money managers are
likely to have an idea about the extent to
which their competitors are “in” the market.
If this is the case, there is the possibility that
money managers will mimic each others’ as-
set allocation strategies—upon observing
that manager A has 50 percent of his assets
in stocks and 50 percent in bonds, manager
B may aim for a similar portfolio composi-
tion, even when his private information sug-
gests that current price levels are too low or
too high.!* Thus one testable implication of
our model is that the asset allocation deci-
sions of professional money managers should
be more closely correlated over time than the
decisions of equally active private investors

DAnother subtlety that is present in the stock market
case but not in our model is a continuum of investment
choices. A portfolio manager whose private information
tells him that stocks are overpriced can “partially herd”
by putting 45 percent, rather 50 percent of his assets in
stocks. This may tend to dampen the aggregate effects
of herd behavior.
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who are unconcerned about their reputa-
tions.

Robert Shiller and John Pound (1986) pre-
sent some evidence that can be viewed as
consistent with the existence of herd behav-
ior in the stock market. They surveyed insti-
tutional investors to determine the factors
that went into their decision to buy a partic-
ular stock. Purchase of stocks that had re-

cently had large price run-ups tended to be

motivated by the advice of others (other
investment professionals, newsletters, etc.).
This contrasted with more stable stocks,
where fundamental research (a systematic
search procedure for a security with certain
characteristics) played a more important role.
This suggests that the comfort inherent in
following common wisdom can lead profes-
sional money managers to invest in stocks
where fundamentals might dictate otherwise.

C. Decision Making Within Firms

Recent work on the theory of the firm by
Raaj Kumar Sah and Joseph Stiglitz (1985,
1986) has emphasized the role of managers
as information filters. They argue that firms
may organize themselves internally in such a
way as to take maximum advantage of the
fact that different managers tend to have
errors of judgment that are not perfectly
correlated. Thus there may be benefits to
having decisions made by committees, or
through a vertical chain of command where
projects can be rejected at various points
along the way.

Our model points up certain limitations
that may be inherent in group decision mak-
ing, and also offers some new insights about
how organizational structure can facilitate
the decision-making process. As a stylized
example, consider the case of a capital bud-
geting committee meeting, where the man-
agers are supposed to vote in turn on a
proposed investment project. Ideally, the
point of having several managers vote is to
gather a wide range of information. How-
ever, if career concerns are present, this may
not work well. Once the first manager has
voted, the others may simply echo his choice,
regardless of their private beliefs. Thus a
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false consensus is achieved, and the informa-
tion of the other managers is wasted.!?

One way around this problem is to have
managers submit their votes simultaneously,
perhaps in writing. However, this may limit
valuable exchanges of ideas. An alternative
approach is to have those with the stronger
reputational concerns vote first. As we noted
in the previous section, if the limited liability
effect is not too important, reputational
concerns’ will be strongest among young
managers, since there is presumably more
uncertainty about their ability. Thus if the
committee consists of young and old execu-
tives, the young ones should be asked to
voice their opinions before the old ones.
More generally, this line of reasomng implies
an advantage to a “bottom up,” rather than
“top down” organization of information flow
within a firm. To the extent that new ideas
can be passed upstream for approval, this
may result in better decision making than if
the ideas are originated at a high strategic
planning level and then are passed down-
stream for line manager input.!®

V. Conclusions

Herd behavior can arise in a variety of
contexts, as a consequence of rational at-
tempts by managers to enhance their reputa-
tions as decision makers: In addition to rep-
utational concerns, there are other factors
that influence herding. One of these is the
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List oF NOTATION

Symbol Meaning

Investment proceeds in “high” state
Investment proceeds in “low” state
Ex ante probability of high state
Good signal
Bad signal
Prob(sg|xg, smart)
Prob(sg|xy, smart)
Prob(s;|xg, dumb) = Prob(sg|x; , dumb)
Ex ante probability that manager is smart
Posterior probability that manager is smart
Prob(xy|sg)
Prob(xglsg)
Profit passed up in herding ethbnum
Reputational benefit to herding
Wage that can be earned in outside

* opportunity

o
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managers to herd. Also important is the na-
ture of the managerial labor market: herding
is more likely to be a problem when man-
agers’ outside opportunities are relatively
unattractive, and when compensation de-
pends on absolute rather than relative ability
assessment.
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