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Speculation and Bubbles

Speculation and bubbles have been a big topic of debate in today’s economic climate due to the recent crash of the housing market.  In this essay I will present a clear definition of what speculation is and describe clearly how bubbles form.  I will also present arguments given both for and against the regulation of speculation.  Finally I will present my argument that it is most beneficial for the market to leave speculation as unregulated as possible.
There are a range of different definitions on what speculating exactly is.  Benjamin Graham and David Dodd give the definition of speculation: “An investment operation is one which, upon thorough analysis, promises safety of principal and a satisfactory return. Operations not meeting these requirements are speculative.” (Security Analysis p. 38)  This would give the impression that investments not based on extensive fundamental analysis with a high amount of risk would be considered speculative.  However, in one of Benjamin Graham’s other works The Intelligent Investor he states "...some speculation is necessary and unavoidable, for in many common-stock situations, there are substantial possibilities of both profit and loss, and the risks therein must be assumed by someone." (p. 21)  This indicates that speculation is a natural and needed part of the market.  By the wider definition anyone who takes a financial risk what so ever is technically a speculation, however the more narrow definition of speculating which seems to raise most of the controversy towards this topic.  Individuals who invest capital into high risk situations with potentially high returns, usually over short periods of time are considered by some to be detrimental to the economy, while others may argue they not only benefit the market, but that speculation is an important part of capitalism and individual freedom.
	While Graham makes an argument above for a degree of generally risk adverse speculation being healthy and necessary for the market, many would argue that higher risk speculation also plays a vital role.  Finance professor and former hedge fund manager Dr. Victor Niederhoffer argues in his article “The Speculator as Hero” that this type of speculation helps to regulate market prices toward equilibrium, preventing shortages or surpluses.  He states “Let's consider some of the principles that explain the causes of shortages and surpluses and the role of speculators. When a harvest is too small to satisfy consumption at its normal rate, speculators come in, hoping to profit from the scarcity by buying. Their purchases raise the price, thereby checking consumption so that the smaller supply will last longer. Producers encouraged by the high price further lessen the shortage by growing or importing to reduce the shortage. On the other side, when the price is higher than the speculators think the facts warrant, they sell. This reduces prices, encouraging consumption and exports and helping to reduce the surplus.”  He argues here speculators play the important role of pushing markets toward their equilibrium, which of course leads to higher efficiency.  While Dr. Niederhoffer does concede that speculators are not always correct which can lead to negative impacts he raises the question of who would be better to set these market prices instead?  He argues the government doesn’t have the proper motivation or ability to control these markets effectively:  “Bureaucrats have little incentive to improve, invest or innovate. When speculators are wrong, however, they are punished severely for their mistakes by losses of their own money. If left unchecked, the tendencies of our modern kings to interfere with the natural working of the marketplace would lead to destruction. But speculators, searching for profit, send signals to producers and consumers as to the forces of destruction and good.”   
Another argument made in favor of speculation is the liquidity that it adds to the market.  Speculators introduce more capital into the market as well as more trading opportunities.  The more opportunities individuals in the market have, the better off they are, and the closer prices push towards equilibrium due to the volume of trading.
While speculation may be an integral part of our economy they are many individuals who argue against it.  High risk speculation is seen as detrimental by many economist and politicians.  The main argument towards the regulation of speculative trading primarily focuses on the times when speculation drives market prices away from equilibrium, often raising the value of a particular asset to a much higher cost than it is fundamentally worth.   This type of negative impact of trading is called a bubble.  The most recent American economic bubble occurred in the housing market.  Housing economists Case and Shiller provide an explanation as to why the housing bubble formed.  A “Bubble” is “…an irrational episode of house price increases where there are “excessive” expectations about its rate of future increase.”  Case and Shiller’s theory on how a bubble forms is rather straight forward and can be applied not only to the housing market, but to other markets as well.  They theorize that first an event happens which caused the real price of housing to go up, an example of this could be the Federal Reserve lowering interest rates which would have encouraged individuals to take out home loans.  This event that increases the real price of housing created a “seller’s market” in which buyers often end up paying more for houses than the asking price, due to increased demand and “bidding wars” amongst each other.  Next something occurred to amplify the expectations of the housing to go up even further in price.  This often happens through word of mouth, media coverage, and a variety of other mediums, the key thing here is to keep in mind this amplification is irrational.  It is important to note that the reasoning was not based on market fundamentals, rather the belief of many people that the housing value will go up based on the fact it is currently doing well.  This false belief the market will continue to rise attracts more investors, which in turn creates more demand.  This demand caused prices to rise and becomes a self-fulfilling prophecy.  From this point the bubble continued to grow, sustaining itself purely on future speculation.  Eventually the original cause of the increase ceased and the bubble starts to flatten out and then bursts causing house values to plummet as quickly as or more quickly than they rose.   This example of what occurred in the housing bubble provides an excellent template for how all bubbles form.  It is due to the irrational speculators and the temporary self-fulfilling prophecy of the market going up which causes bubbles and the detrimental crash.  
The negative reasons for a bubble and subsequent crash are fairly obvious.  Many people lose their money, the crash can spill over affecting other markets, and companies can go out of business forcing people out of jobs.  For these reasons tighter regulation of speculations is being pushed by many lawmakers.  One of the laws intended to prevent speculation in the currency market is the Tobin Tax, which taxes between .25% and .1% on short term trading.  By cutting into the profits of speculators the tax is meant to discourage this sort of trading in hopes of providing the market with more stability.  Another tax which penalizes short term speculation is the short term capital gains tax.  Taxes on profits made from investments held for less than a year are higher than those that are held for longer which, like the Tobin Tax, discourages short term speculation.
In my opinion speculation is a positive aspect of the current economy and should be left as unregulated as possible. Our economy was created around the idea of entrepreneurship, a system which rewards those who take risks and provide the market with what it needs.  This freedom to take a calculated risk to make a better life for ourselves is not only one of the great aspects of our country, but it is also a very large part of our freedom.  Not allowing individuals to speculate, even in high risk investments, stifles the very nature of capitalism and takes away from individuals freedoms.  If an individual wants to risk his money on a risky speculative investment he or she should have the right to.  Opening a bar or a restaurant is said to be one of the riskiest investments an individual can make, yet thousands of people a year start their own restaurant business.  Most of them fail and lose their money, but there is no outcry against the family owned restaurant industry even though it involves a large amount of risk and speculation.  In fact being able to start your own business regardless of the risk involved is by many considered to be the American dream, in my opinion there is no difference between those restaurant owners and market speculators, they are both risking their own capital, intelligence, and intuition while their success is determined by how they meet the needs of the market.
Also as mentioned above regulation increases the liquidity in many markets allowing buyers and sellers to reach equilibrium prices when they otherwise wouldn’t.  Economic efficiency is one of the cornerstones of capitalism; the greater levels of efficiency we can achieve the better off our country will be from an economic standpoint.  Proponents of eliminating speculation in the market place are quick to point out the faults of speculation, but are unable to present a better alternative.  Since the option of eliminating all speculative traders leaves many markets in a state of disequilibrium and inefficiency, the only option available would be government regulation.  The problem with the government regulation of any market is one of information.  Assuming the government has the formulas to determine the proper pricing in a market, they would still have to be able to collect the information needed to calculate what’s best for the market.  The problem with this is figuring out supply and demand curves is very difficult task without observing people in the natural marketplace due to the unpredictability of human behavior.  Even if the government were able to devise a way to accurately collect this data there would be a very large amount of it.  On top of that the needs of the marketplace are constantly changing making it extremely difficult for a third party to correctly regulate.  Eventually the government would make wrong estimations causing prices to be too high or low creating surpluses and shortages.  On top of all of that the government does not have the natural structure of incentive that Dr. Niederhoffer mentions above.  Speculators face both incentives when it comes to accurately determining market prices as well as consequences for being wrong, it is in their best interest to be as accurate as possible.  
In conclusion the American economy is one founded on the ideas of laissez-faire, efficiency, and economic freedom.  Speculation is an important aspect to all three of these principles.  Speculation regulates market equilibrium and improves efficiency as well as providing entrepreneurial opportunity for many individuals.  Regulating speculation restricts these positive impact on the economy, therefore it most beneficial for the market to leave speculation as unregulated as possible.
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