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ABSTRACT

Standard models of informed speculation suggest that traders try to learn informa-
tion that others do not have. This result implicitly relies on the assumption that
speculators have long horizons, i.e., can hold the asset forever. By contrast, we show
that if speculators have short horizons, they may herd on the same information,
trying to learn what other informed traders also know. There can be multiple
herding equilibria, and herding speculators may even choose to study information
that is completely unrelated to fundamentals.

How DO SPECULATORS’ TRADING horizons affect the nature of asset prices? Does
a market with numerous short-horizon traders perform less efficiently than
one in which traders buy and hold? The classical response is that if specula-
tors are rational, trading horizons should not affect asset prices. Even if a
trader plans to sell his stock in five minutes, he cares about the expected
price at that time. That price, in turn, depends on the expected price five
minutes hence, and so on. Simple backwards induction then assures that
even very short-horizon traders behave as if they were speculating on long-run
fundamentals.

This traditional reasoning seems at odds with the way professional traders
describe their jobs. Traders often emphasize that their objective is to predict
near-term changes in asset prices. Rationally, they focus on learning any-
thing that will help them do this more effectively. Often, it is claimed, such
information has little to do with fundamentals. For example, according to one
foreign exchange trader:!

Ninety percent of what we do is based on perception. It doesn’t matter if
that perception is right or wrong or real. It only matters that other
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! Quotation from the head of foreign exchange operations at Manufacturers Hanover Trust,
“Making Book on the Buck,” Mossberg, Wall Street Journal September 23, 1988.
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people in the market believe it. I may know it’s crazy, I may think it’s
wrong. But I lose my shirt by ignoring it. This business turns on
decisions made in seconds. If you wait a minute to reflect on things,
you’re lost. I can’t afford to be five steps ahead of everybody else in the
market. That’s suicide.

This account corresponds closely to the skeptical view of short-term trading
offered by Keynes (1936) in The General Theory:

The actual, private object of most skilled investment today is to “beat the
gun...” This battle of wits to anticipate the basis of conventional
valuation a few months hence, rather than the prospective yield of an
investment over a long term of years, does not even require gulls
amongst the public to feed the maws of the professional; it can be played
by professionals amongst themselves.

Keynes goes on to compare professional investors to beauty-contest judges
who vote on the basis of contestants’ expected popularity with other judges
rather than on the basis of their absolute beauty.

In this paper, we develop a model of short-term trading that accords closely
with these informal descriptions. We start with the assumption that there
are at least some speculators who prefer to trade over short horizons. While
we could explicitly model the rational behavior that gives rise to this assump-
tion, in this paper we choose to take speculative horizons as given, and focus
instead on the implications of short-term trading.?

We then show that the existence of short-term speculators can lead to a
particular type of informational inefficiency. This occurs even though our
model features fully rational agents. To see how inefficiencies can arise,
consider an informed trader who plans to liquidate his position in the near
future, before any public news arrives. He can profit on his information only
if it is subsequently impounded into the price by the trades of similarly
informed speculators. The trader therefore is made better off if there are
others in the market acting on the same information that he is.

Positive informational spillovers of this sort are evident in the quotes
above. In Keynes’s beauty contest, the judges would be better off if they could
coordinate their choices, even if they coordinate on somebody who is less than
beautiful. Likewise, short-horizon traders would be better off if they could
coordinate their research efforts on the same piece of information, even if
that information is less revealing about the asset’s long-run value. This is in

2 There are at least two reasons why it might be rational for speculators to choose to trade over
short horizons. First, some speculators such as money managers may need to prove to their
clients or bosses that they are skilled investors. Promises of gains ten years hence would hardly
justify a high current salary or the authority to continue managing a large portfolio (see
Narayanan (1985) and Holmstrém and Ricart i Costa (1986)). Second, speculators who face
imperfections in the capital market may find it relatively costly to finance long-horizon invest-
ment strategies. In particular, if speculators tie up their money in long-horizon investments, and
at some point become credit constrained, they will not be able to take advantage of investment
opportunities that arise in the future (see Shleifer and Vishny (1990)).
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sharp contrast with most information-based asset pricing models (which
implicitly assume a long horizon).? In these models the information spillover
is negative: a given trader is made better off if nobody else is trading on his
information.

As will become clear, the negative spillovers that arise when traders have
long horizons lead to contrarian research behavior. To take a concrete exam-
ple, suppose that two variables, a and b, provide equally useful information
about the value of a given security, and that an individual trader has the
capacity to learn about either a or b, but not both. Efficient allocation of
research effort requires that half of the traders study a, and the other half
study b. And this is exactly what happens if traders have long horizons. If
more than half are studying a, then a is more heavily impounded in the price
than b. This negative spillover in a reduces the profits to those who study a,
and so leads some investors to study b.

However, with short horizons, the outcome can be very different. Suppose
everybody decides to study variable a. This can be an equilibrium, since there
is no incentive to study b: even though b will affect the value of the asset
when it is eventually liquidated, it will not be in its price in the near term, as
nobody is trading on b information.

Thus, one sort of inefficiency created by short-horizon speculation is that
traders may all tend to focus on one source of information, rather than on a
diverse set of data. Moreover, these informational spillovers can be so power-
ful that groups of traders may choose to focus on very poor quality data, or
even on completely extraneous variables that bear no relation at all to
fundamentals.

It should be emphasized at the outset that the inefficiencies that we
discuss in this paper pertain to traders’ information acquisition
strategies—the key implication of our model is that short horizons induce
traders to allocate their research efforts in a less-than-socially-optimal fash-
ion. However, as will become clear, our model assumes that the market is
efficient at the pricing stage—once a (potentially quite narrow) set of infor-
mation has been acquired, market prices incorporate this information in a
Bayesian fashion. Thus the benchmark of “informational efficiency” that we
define below reflects a different standard of market performance than is often
studied in other works. In our usage, a market is “informationally efficient”
only if both pricing is rational and research effort is allocated correctly.

Although its mechanism is very different, our model is not the first that
attempts to capture Keynes’s beauty-contest insight about the distinction
between short and long trading horizons. Bubble models (Tirole (1982),
Blanchard and Watson (1982)) address the same basic phenomenon. So
do the models of noise trading and positive feedback trading by DeLong,
Shleifer, Summers, and Waldman (1990a, 1990b). We will comment on these
and other related work in what follows.

3 See, for example, Grossman (1976), Hellwig (1980), and Verrechia (1982).
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The paper is organized as follows. In Section I we lay out our basic model.
Section II derives propositions relating to the informational efficiency of asset
prices when traders have long and short horizons. We show that with short
horizons, there can be “herding” on particular sources of information. In
Section III we show that with sufficiently short horizons, speculators will
trade on, and actually choose to study, completely extraneous noise. Section
IV then relates our model to other work on the inefficiency of asset markets.
Section IV also discusses extensions and implications of our model, stressing
the connection between short speculative horizons and short-term corporate
behavior.

I. The Model

We consider trade in a market for a single asset which is in fixed supply. The
asset’s only payout is a liquidating dividend of v, which is the sum of two
normally distributed random variables:

v=a-+b, (1)

where a and b have means of zero and variances of ¢ 2

-2 and o2, respectively.

A. Types of Traders

The analysis takes as its starting point Kyle’s (1985) model of informed
trading. There are three types of traders in this model, all of whom are risk
neutral and none of whom can observe v perfectly. The first type of traders
are market makers who fill the orders of the two other types of traders:
informed speculators and liquidity traders. Speculators and liquidity traders
submit (“market”) orders to buy (sell) the asset from (to) long-lived market
makers. Market makers cannot distinguish speculators’ informed orders from
liquidity traders’ uninformed orders; they can observe only the total “order
flow.” Because they are risk neutral and competitive, they earn zero profits.
Thus, the market clearing price is the market makers’ expectation of v,
conditional on what they learn about v from the overall order flow. Since
market makers do not have private information and are willing to hold until
liquidation, they are best thought of as an uninformed fringe of long-term
traders.

There are n speculators, n, of whom have observed a and n, of whom have
observed b. Below, we allow speculators to choose which piece of information
to become informed about, thereby endogenizing n, and n,. We assume that
each speculator can costlessly observe a or b, but not both. This is intended
to capture the idea that there are limits to how much any one trader can
learn over short periods of time.*

* It would also be easy to endogenize the total number of speculators, n. We could, for example,
assume that there are costs of becoming informed about a or b, and that these costs differ
depending on how readily available the information is. If there is free entry into speculation,
traders will then enter until their profits net of information-acquisition costs are driven to zero.



