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INTRODUCTION

The stock market holds a special fascination for many people who, 

while working at their regular jobs, try to create additional wealth 

for themselves in their spare time. This type of person is the small 

investor. He can be described as the small investor because of his 

individual financial stature in the market and because the small inves

tors of America amount for less than ten per cent of the daily volume 

on the New York Stock Exchange.

The small investor usually trades in odd-lots— less than 100 

shares— because he cannot afford to buy more. The small investor 

also has different aims in the stock market depending on what he wants 

to do and what type of person he is. There are basically three types 

of small investors: the speculator who is trying to get rich quick, 

the lone-term investor who is waiting for his stock to grow in value 

over the years, and the small investor who is looking for income from 

dividends. The small investor is not only small in his financial 

stature, he is small in his success in the market from whatever 

standpoint he tries to make a profit, except for the long-term trader 

who sticks with a stock he believes in. This lack of success can be 

attributed largely to the small investor’s approach to investment.

The small investor is small because of his lack of money which means 

that he has to work for a living and he can only devote part of his 

spare time to investing rather than approaching it as a full time
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occupation. The small investor who expects great success in the market 

by investing in his spare time is a little like the athlete who expects 

to become an Olympic decathlon champion and only practices for five 

minutes a day.

The small investor is also at a disadvantage because he is the 

last person to obtain information about stocks. By the time the small 

investor has read or heard about a new glamour stock, the phenomena is 

already over. This means that when the small investor is buying, he 

is buying what the knowledgable investor, who is closer to the action, 

is selling and selling what the sophisticated investor is buying, 

because for every seller there has to be a buyer and for every winner 

there has to be a loser. The loser is almost always the small investor. 

This fact of small investor life is so well known that there is even a 

system to beat the market by figuring out what the cdd-lotter is 

doing and then doing the opposite.

Not only is the small investor the last to hear about new stocks, 

he is the last to receive concrete information about them, He is forced 

to rely on brokers and other financial services to examine stocks and 

determine their worth because the small investor usually doesn’t have 

the tine or knowledge to go into the time consuming and difficult 

business of securities analysis. The small investor, as a result, 

lias to rely on the advice and expertise of the "expert". This advice 

i s n’t always accurate and/or timely . 2 * 9

*The Little Guy, Wall Gtreet J on-rial, Feb. 24, 19?1, p. 1.

9.
■"William X. Scheinaan, Why West Tnves+rrs ?re Mcs~.lv W-eng Host 

of the (New York: Lar.cer Books, Ï9 ? 0 }. p. 2.
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Not only is the small investor at a disadvantage in the stock market 

in information but also in the prices that he pays. The odd-lot buyer 

and seller pays not only the regular commission but, in addition, he has 

to pay one-eighth to one-fourth of a point more for each share when he 

buys it and he receives one-eighth to one-fourth of a point less when he 

sells it.' This due to the fact that shares on the stock exchanges 

are normally traded in round-lots. Odd-lots are traded through an odd-lot 

brokerage house that charges one-fourth to one-eighth of a point per share 

for its service of breaking up round-lots into odd-lots. As a result 

of this, the odd-lot trader ends up paying commissions twice while 

bigger customers only pay once. Things are not totally bleak for the 

small investor because it is possible for him to make a profit in the 

market but this will eritail a considerable amount of patience, time and 

luck.

This paper is an attempt to delve into the stock market on the level 

of the small investor and to discover what he is up against when he 

invests in the market. The paper will go into the methods of selection 

of stocks by small investors, different investment strategies of the 

small investor and, in conclusion, the pitfalls that beset the small 

investor on his path to riches.

''The Little Guy, /fell Street Journal, Feb. 11, 1971, p. 1.



INVESTMENT STRATEGIES

The small investor can use many investment strategies with which 

he hopes to increase his wealth. He can invest for caoital appreciation 

if that is of upnost importance to him. The snail investor can invest 

for income, or he can hedge his bet by investing in stocks for growth 

and income at the same time. He can also invest for long and short term 

growth. A slightly more sophisticated approach, although within the 

realm of the small investor, is to hedge, or go long and short on his 

stocks at the same time.

Growth

Growth in stocks, or capital appreciation, can be divided into two 

different classes: short,-term and long-term. Short-term gains are 

classified as any gain from a stock that is bought and sold within a 

six month period of time. The time limit is because the I.R.S. has 

decided that any profits on transactions of up to six months in length 

will be taxed at the individual*s normal tax rate rather than at the 

capital gains tax rate ox' twenty-five per cent. The capital gains tax 

rate is applicable only when the transaction lasts for more than six 

months and it is then considered long-term by the government. Short

term trading is the result of the actions of knowledgable large investors 

and speculators. The person interested in rapid short-term capital gains 

needs to be either extremely well informed and skillful in his transaction 

and, if not, extremely lucky. The short— tern trader is betting that he
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is right and everyone else is wrong. This is because, as a trader, he 

must buy his stock when it is low in price and the market thinks it 

will go lower and sell it when it is high in price and the market 

thinks it will go higher. To be right more often than wrong when 

trading on a short-term basis, the trader has to be well informed and 

lucky. The small investor who is not well informed about the market 

may be lucky, but he needs more than luck to beat the professional 

stock traders. In addition to the disadvantages the small investor is 

at in the stock market by being out of his depth, he is also paying 

for the privilege of taking short-term profits. The commissions 

generated by the trader come out of his profits. As a result, the 

trader who thinks he has a profit may not have one when he finishes 

paying everyone who hahdled his transactions.

Long-term growth has a totally different psychology, although 

technically it is classified as any transaction lasting longer than 

six months. The difference is, the person looking for long-term caoital 

appreciation will wait years for his stock to grow in value, The chief

technique needed in long-term capital appreciation is the patience to 

sit still with a stock that one believes in, ignore the stock's action, 

wait until the stock has come to the attention of everyone else and 

then sell it, This is because when the stock has begun to come to the 

attention of the traders and the speculators, the wise long-term investor 

will get out before the speculation causes violent swings in price which 

will ultimately cause the stock to drop in value when the stock loses its 

appeal for the speculator. This technique of looking for long-term

4 Claude N. 

(Chicago, 111 ;
Rosenberg, J r . , Psycho-Ovbemetics and the Stock Market 

Playboy Press, 1971J .  p .  171.
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growth calls for a lot of searching and research when first selecting a 

stock, plus insight into whether or not the company’s products will catch 

on in the future. Once the stock is selected, the owner can relax and 

not worry about it because he believes in the future of the company and

the company’s stock; unlike the trader who is always wondering if he 

has guessed right. The person looking for long-term growth can also 

eliminate a lot of the luck factor having to do with short-term trading 

by getting in on the ground floor and waiting for the stock to grow.

The prospects of finding the right stock for long-term growth are not 

very encouraging because another 13-1, XEROX, or Polaroid doesn’t come 

along every day. Therefore, this technique calls for much work and 

self-discipline to keep from following the crowd and investing in what 

they invest in. 1

Investing for income is, in strict terms, any kind of investing 

because a dollar is a dollar no matter if it comes from dividends 

or capital appreciation.- In concentrating on income, this paper

and buying them regardless of the company’s present situation. These

everyone who buys them holds on to them for as long as possible. This

will concentrate on stocks purchased primarily for dividends rather

than capital appreciation. Investing for income calls for looking

for the stocks which have paid dividends for the longest amount of time-

types of stocks usually are not very active simply for the fact that

^Dan W. L\ .atom' of 'val 1
Street, ed. by Cha: 
Books, 1968). p. I 1

s J . Hole and George J . kelson (
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refuse to sell them even if the stock has depreciated greatly from the 

time they bought it. One disadvantage to dividends from stocks is that 

the income from these stocks is taxed as the person,s income just as 

the profits from short-term trading and the interest received from a 

savings account. Another disadvantage in investing for income is the

return on dividends is not very high— an average of about five per cent__

for the risk the investor is taking.^ For example, the stock could 

depreciate greatly from the price the investor paid for it and the 

dividend could be cut when the company’s earnings go down unexpectedly.

Pi versification

An investor can do some of the things mentioned above simultaneously. 

He can, for instance, ipvest for both the short-term and the long-term 

provided he has enough time and money to study the stocks and buy 

enough shares to be effective. The small Investor can also invest for 

growth and income if he feels the need for some income while ratching 

his other stocks appreciate; this, of course, requires more money because 

the investor* has spread himself cut over several stocks instead of one 

or two. The simplest type of formula for protecting oneself in the stocK 

market is to buy -as many stocks as possible. This can be self-defeating 

because having many stocks means that you c a n’t pay attention to all 

of them. In addition, the effect of the bad stocks can cancel cut the 

effects of the good ones. Due to the fact that the person who ignores 

solid long-term growth opportunities and soreads himself cut over as 

many stocks as possible will undoubtedly make some bad choices, these will

^The Little Guy, Wall 5 J , March 3, 1971, p. 1 .
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cancel out the effect of his good choices. Also, b y  spreading his 

money thinly over many stocks, the small investor will not gain as much 

on the appreciation of his stocks. This is because a ten point rise in 

price on one share is a profit of $10.00, whereas a ten point rise in 

price on ten shares is a profit of $100.00.

Hedging, or going long and short on stocks at the same time, is a 

method of protecting oneself from the vagaries of the stock market. This 

technique is fairly sophisticated and calls for a fair sum of money so 

only the most sophisticated small investor should practice it. The 

technique of hedging calls for the person hedging to go long— the 

normal means of taking profits, buying low and selling high— on the 

stocks that he thinks will go up and at the same time, go short— a 

sophisticated means of making profits, selling borrowed stocks high 

and buying them back low— on the stocks that he thinks will go down.

The investor then hopes that his long position will go up and his short 

position will go down. The person hedging can also make money if his 

long position will go up faster than his short position goes up 

because even though he has to buy back his short position at a higher 

price, he will still make money if his long position goes up high enough 

to cover his losses on his short position. In addition, the investor can 

make a profit if his short position goes down faster than his long 

position does. This works because, as before, the investor will be able 

to survive in the stock market no matter what happens. It is possible 

that the p e r s o n’s long position will go down and short position go up 

and different combinations will go backward. This would be extremely 

bad luck cn the part of the person who is hedging, and anyone who is
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engaging in this type of speculation should have the money to risk 

and possibly lose.

As it can be seen, the small investor is at an extreme disadvantage 

in the stock market when he tries to invest for the short-term or 

for income. On one hand, he can be lucky and make a fortune and/or 

have an income for life. On the other hand, he can be financially 

ruined in a day and lose his income along with the price he paid for 

his stock. The only way the small investor can hope to compete is to 

discover a company when it is young and to believe in its products, hold 

on to the stock and wait for it to appreciate in price.

Once the investor has figured out what type of investing he wants 

to do, he should then determine the stock that will best satisfy his

needs



BASIS FOR SELECTING STOCKS

There are many bases for selecting stocks. They range all the way 

from charting a stock’s past price movements to determine its future 

price action to analysing a company's financial statements to relying 

on a hot tip on the stock market from the barber.

Chartin~

Charting relies on the assumption that the past price actions o^ 

a stock will predict how the stock will react in the future. Most 

charting techniques are too complicated for the small investor to go 

into because it requires a lot of time and patience to prepare the charts 

and considerable experience in charting to interpret what the charts are 

saying. The major point about the charting technique is that it has 

been established that once stock prices start to move, they move in 

trends; that is to say they move in a continuing direction. These 

trends can be interpreted as: (1 ) long-term trends— lasting for a 

year to several years, (2) intermediate-term trends— lasting for a 

month to a year, and (3 ) short-term trends— lasting for days or weeks.

All of these trends can work within a trend lasting for decades called

n
a grand t r end.' This means that, although a stock’s price may go up

and down, it will continue to generally go up or down over a long period of

time. Chartists believe that these trends continue until a major signal__

TWilliam X. Scheinman, Why Most Investors are Mostly Nronr Host 
of the Time (New York: Lancer Books, 1370). p. 99*
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such as when a stock breaks out of its trend of going up and down in 

a narrowly defined channel as described by the Dow theory— shows that 

the trend is being broken. There are other signals as to what the 

stocks will do but charting, in its more technical areas, is based 

heavily on the subjective opinion of the person reading the chart. 

Therefore, it is extremely risky for the small investor to become 

deeply involved in charting because of his limited view of the market.

There are two major types of charts: price charts and point and 

figure charts. Price charts can vary with the amount of information 

the person wants to include. The chart can reflect daily or even 

hourly changes in price for a short-term chart and weekly or monthly 

for a long-term chart that is kept for several years to several decades. 

This type of chart will'show the major trends of a s t o c k ’s price 

over time by plotting the price changes of the stock on a graph using 

time as the constant. One useful addition to the price chart is 

the use of an indicator cf volume which usually takes the form of 

a bar chart at the bottom of the graph telling the volume during the 

day or week of the price. This is useful because heavy volume is 

usually an indicator that a trend is going to be broken and the price 

will begin to move upward from a low or down from a high.

Another form of charting is the point and figure chart and this 

is more sophisticated than a simple price chart. The point and figure 

chart is useful mainly in shewing the price action of a stock with the 

element of time eliminated. This is because the point and figure chart 

compresses a stock’s price movements into a series of vertical lines.

The chart starts out as a single point and then begins to move vertically.
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upward on a graph— one point for one square on the graph— with each one 

point increase in price. When the upward trend is broken, the narking 

of the chart moves over one line and begins to go down one point for 

each square on the chart— for rapidly increasing and decreasing stocks, 

each square can represent as many points as practical— until the price 

starts to go up again, then the narking moves over one line and begins 

again. When nothing happens to the stock*s price, the chart does not 

move and, therefore, time is eliminated. The chief advantage of the 

point and figure chart is that it allows the chartist to observe the 

major price changes of a stock compacted into a small space."

The problems with charts, both point and figure and price charts 

are connected with the interpretation of the charts. It is hard to 

predict exactly when the major trends in a stock’s price will be 

violated and what is going to happen in the future from relying on the 

past because the future will behave like the past only if all the 

variables are the same. It is impossible to know what all the 

variables are except in hindsite. For the small investor who is 

inexperienced in charting, not only are trends in stock movement hard 

to spot, but charts tend to be mainly useful in a historical sense 

because they are very useful in telling why something happened but not 

too useful in telling if something will happen.

Economic Forecasting

Another form of forecasting the future from the actions of the 

past is economic forecasting. This is an area in which the small 

investor has to rely on the experts for his informal!on. Economic

®Ibid. p. 100.
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forecasts can be useful in that they can help predict if the economy 

will be growing or slowing down and what segments of the economy will 

be growing fastest. This knowledge can help the small investor figure 

out which industries* stock will appreciate in price more than others 

and which industries will not be expanding. They are usually prepared 

in quarterly reports and are based on what the economist thinks the 

G.N.P., industrial production, personal income, corporate profits, etc, 

are going to be. Because of the difficulty of predicting the future, 

the accuracy of these forecasts leaves much to be desired and the 

small investor can regard these economic forecasts as virtually useless . ' 1

Fundamental 3

A different, more exacting means of figuring out what a stock is 

worth and if the small investor should invest in it is through the 

use of fundamental analysis. Fundamental analysis is usually concerned 

with the P/S ratio, book-value and the basic strength of the company derived 

through a careful analysis of the company's financial statements.

The P/E ratio or p r i c e / e a m i n g s  ratio and the connected E.P.S. or 

earnings per share are the most important numbers that the small investor 

will encounter in the stock market. Basically there is nothing 

very complex about these ratios. The E.F.S. are simply the earnings 

theoretically available to common stockholders divided by the number 

of common shares outstanding. The P/E ratio is the price of the stock 

divided by the E.P.3. These ratios really mean nothing in themselves 

because a company doesn't pay out all of its after-tax earnings to its 

shareholders; it saves some for reinvestment. The P/E ratio doesn't

^Ibid. p. 4b.
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mean that much by itself because it is simply a ratio. Including other 

factors of investment, the P/E ratio has come to mean virtually everything 

to the stock trader. The reason for this is that stock prices are 

thought mainly to reflect the hopes of the buyers for what the stock will 

be worth in the future; in other words, what price the stock will

appreciate to. As a result of this, the stock that people have the most

hope for in the future will be selling not for what it is worth today,

but what it can earn in the future. A company with a low P/E ratio

is thought to be a slowly growing company bought mainly for income 

while a company with a high p/E ratio is thought to be a growth company 

with all the attendant capital appreciation. Therefore a stock with 

small earnings can sell for a high price because of future expectancjr 

of capital appreciation, but a stock with very large earnings can sell 

for a low price because people d o n’t expect it to grow. The people who 

buy this type of low p/E ratio stock are usually concerned with 

dividend payout. A disadvantage to placing so much value on P/E ratios 

is that a company whose stock is selling for a high P/E ratio in 

anticipation of its future earnings will try to justify some of the 

stock m a r k e t’s faith in it by trying to increase earnings every year. 

People who own shares of the stock also hone for this because some 

of them believe that if the stock is selling, for example, at $100.00 

with a. *1.00 of earnings, a P/E ratio of ICO and if the earnings go to 

$2.00, the stock will continue to sell at its original p/S ratio of 

100 and now sell for $200.00 par share. This type of thinking by 

both the company and the stockholder has led to many abuses by 

companies who try by various "enlightened” accounting methods to
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increase their E.P.S. without actually increasing their business activity 

at all. If the company's accountants are sufficiently creative, the 

company will show a substantial increase in earnings even though they 

have not increased sales at all. This can be done by changing methods 

of figuring depreciation, the cost of inventories, mergers vs. acquisitions, 

e t c . , etc. As a result of these complicated accounting procedures, the 

company's balance sheet and related financial statements can be so 

confusing that it has been said that even a trained accountant can't 

figure out an annual report in under ten minutes .* 0 It is possible to 

imagine what the small investor with little training in accounting 

or finance can decipher from an annual report that is confusing to even 

an expert. The small investor c a n’t take shelter in stock selling for 

low P/E ratios if he is looking for simplicity of accounting and honesty.

The complexity of balance sheets is also employed in these tyres of 

stocks. The complicated balance sheet may be hiding the fact that the 

dividends that a company selling for low P/E ratios usually has may not 

be protected by solid earnings and hence the dividends could disappear 

if the company comes into a period of weak business activity.

Some small investors who are looking for the safest, least 

speculative stock they can find in order to collect dividends try to 

find out what the book-value of a stock is as a last effort to protect 

their money. Theoretically, a stock's book-value is the bottom line of 

its worth , the amount of the company left over for stockholders if the 

company has to liquidate. The book-value of a company is hard to 

establish which is a severe disadvantage to this type of analysis.

10
Ibid. p. h-8.
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This is because all assets of a company are carried on the books of 

the company at the original purchase price even if the present value 

of an article is a fraction of its purchase price. If the article on 

the company’s books has appreciated in value (like l a n d ) in a forced 

sale necessitated by a company being forced to liquidate its assets, 

the assets will bring less than if the company could wait for someone 

who really wanted what they were selling. In addition, the stockholders 

have the last claim on the assets of a company because they are the 

owners and the creditors are paid off before the owners car. receive 

anything.

Unfortunately for the small investor, the fundamentalist approach 

to determining a stock’s price can lead to some unsound conclusions.

By itself, the fundamental information contained in an operation’s 

financial statements can be concealed by skillful manipulation of 

accounts and, as a result, actual earnings may be significantly less 

than the company says they are. The fundamental information on a 

company is useless if the total nicture of the company’s industry and 

investor mood is not taken into account. This is because a stable 

company with a low P/S ratio and a high dividend can be ready to go 

out of business or may have become technologically obsolete. On the 

other hand, a stock with a high P/E ratio and dramatic increases in 

earnings may simply be a house of cards dependent on buying other 

companies to increase its earnings rather than making any product to sell 

as was the case of several conglomerates in the late 1960’s.~L

11
Andrew Tobi 

Press, 1971)» p.
Funny Money Came (Chicago, H I .  : Playboy
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Tlps

Small investors can use another means of selecting stocks, the 

reliance on other people for hot tips on stocks like some people bet 

at a horse track on a tip from their milk man. These are tips and nothing 

more even though they may come from a prestigious financial service 

or the investor’s brother-in-law.

The most easily recognized tip comes from the small investor’s 

friend who is also in the stock market and reportedly has "connections" 

with important people who know what is going on in the world of 

finance. These tips are usually worth what is paid for them because 

the tipster has invested in a stock and wants others to invest also 

in order to drive the price of the stock up. The tipster will then 

sell once enough people have been talked into buying the stock. As 

Claude Rosenberg states about the person who bases his stock buying 

on ti p s :

Typical of the easy money seeker is the tip-taker, the person 
who centers his investment life around tips from various sources. 
It is interesting— though sad— to observe how many people refuse 
to react to sound and logical suggestions for investment and yet 
take immediate, and often tines sizable, positions in something 
which emanates from the flimsiest of sources. There is something 
about a supposed secret, which converts a sensible Dr. Jekyll 
into an irrational Hr. Hyde.

I equate tips with chain letters. If you are at the top
of the ladder you are all right, but if you are on the lower
rungs you had better <’acs up zq the fact that there is a crowd
ahead of you which will know when to sell long before j o u do.

Another part of the tip syndrome is the fear of missing 
the boat. It is hard to pass up the bargain counter at M a c y’s 
where items are marked down to fifty cents and where people 
are clamoring to buy something, anything. There may not be the 
slightest need, i'cr the item, but if others crave it, how can 
you pass it up?-1"

12 Claude II. 
Market (Chicago,

R osenberg, J r . ,  P sych o -C vb em .eties and th e  St^ck 
111: Playboy Press, 1971). p. 121.
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Sometime s the professional advise the small investor reads in 

financial magazines and newspapers or gets from his broker can be 

almost as worthless. Not only are small investors a crowd who tend 

to huddle together to reinforce each o t hers’ actions, but the professional 

can also become a part of the crowd because he too is human. This 

happens quite often as the professionals get caught up in the excitement 

of the action and get swept along with the tide of enthusiasm over the 

latest glamour stock, causing him to give bad advice to his investment 

clients based on his excitement over new stocks rather than careful 

analysis.

As it can be seen, selecting a stock can be very hazardous to 

the small investor due to the limitations on his time and knowledge 

and also the limitations of the people who are trying to tell him what 

to do with his investments. Therefore, the small investor will have 

to rely on a trusted professional who knows what the investor wants 

in the way of investment performance and will give it to him. On 

the other hand, if such a person is unavailable, the small investor 

will have to rely on his own judgement after listening to as many 

people as possible. He should then decide what he thinks will be 

in demand in the future and which company appears to be able to make 

the product the best and, above all, the investor must believe in 

his choice and stick with it until he is proven right.

Now that the small investor has figured out what stocks he wants 

to invest in, he should be aware of what causes the prices of his 

stocks to fluctuate.

~^The Little Guy, fall "treet Journal. Feb. 2b, 1971, p. 18.



BASIS FOR STOCK PRICES

Stock prices are based on a multiplicity of factors and it is 

extremely hard to say exactly what causes a stock's price to go up 

or down. This is due to the many interlocking factors that influence 

a stock's price such as: investor psychology, buying and selling by 

institutions, the fundamentals of a company, broker and specialist 

persuasion, etc. These factors not only defy the interpretation of the 

small investor but also the experts.

Investor Psychology

Investor psychology is well known as a major, if not the major 

cause of the dramatic rise and fall of stock prices.*'" In spite of 

this fact almost nothing is known about what makes investors, particular! 

small investors, act the way they do. About the only think that is 

known is that investors act and react as a crowd. Perhaps this is 

why investors are so hard to figure out because a crowd is an irrational, 

illogical formation of many rational, logical people. The greatest part 

of the crowd factor is that the small investor tends to think that there 

is safety in numbers. He does what everyone else is doing because if 

everyone is doing the same thing, it must be right. As Claude Rosenberg 

states:

Plow hard it is for an individual to sell his Vesiinghou.se 
when he knows that others are optimists. How difficult it is

1U-
William X. Scheinman, LOSt Tt\rT Q 3£*0 V:'“•«sf.l 17  Vironc* MoS"fc

of the Time (Hew York : Lancer Books, 19 7 0 )• p.

-19-
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for a portfolio manager of a large mutual fund to let his 3oise 
Cascade go when he knows that his competitors are holding the 
same stock. A strong fear of missing the boat is responsible 
for the natural instinct to huddle.

Yes, the easy way out is to conform but that is not the 
right way to achieve good investment results over the years.

One excellent way (to keep from conforming) is to remind 
yourself of the simple fact that the masses are almost always 
wrong. Whether you follow the history of fads and sudden 
popularities or whether you know that the so-called odd-lotters 
in the stock market have proved themselves wrong consistently, 
the facts are irrefutable. People follow the path of least 
resistance and when it comes to investment, end up with little to 
show for it.-L-i

Fear as well as the crowd instinct also has a tremendous influence

on the snail investor. A 3 William Scheinman says:

When we look into the psychology of the market we find 
hope and fear are its predominate emotions. That is net 
surprising. In our society the hone of making: none;’ and the 
fear of losing it probably motivate more people than any other 
drive except perhaps sex— and only perhaps. What better arena 
for acting out their drives than the market.

"Money doe s n’t bring happiness bat it calms the nerves," 
says a French proverb. But that depends on how it is acquired.
The stock market is not noted for its soothing influence even 
upon relatively successful investors. There is always the problem 
of when to get out of a stock. If it goes up the temptation 
is to hold it for more profit; if it goes down the compulsion is 
to hold it in the hope that it will turn around. Selling always 
involves psychological stress for the ordinary investor. Indeed, 
the psychology of selling is completely different from that of 
buying. The buyer is optimistic; he hopes his stock will go up. 
The seller is either greedy for more profit cr fearful of further 
loss. And unless he sells at the absolute too— which is as 
statistically probable as hitting the daily double twice in one 
week— .he will berate himself for net making more or for losing more

Greed and fear tend to paralyze sellers. That is why people 
are quick to buy but procrastinate when it comes to selling 
despite the necessity of moving decisively in and out of situations 
That .is why most investors sell at the last minute even though it 

is the period of weakest prices.-10

^ C l a u d e  11. Rosenberg, Jr., Psvcho-Cybernetics and the Stock 
Market (Chicago, 111; Playboy Press, 1971). p. 9-0.

"^William X. Scheinman, Vhy Most Investors ar^ Mostly .Iron~ Most 

of the- Tine (New York: Lancer Books, 1 9 7 0 j. p. 171.
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Fundamentals

Fundamentals are also important to investor psychology because 

of the fact that although P/E ratios and earnings are only numbers, 

the way they are interpreted causes investors to buy and sell for 

different reasons. The small investor or unsophisticated investor tends 

to buy on good news and sell on bad news, whereas the sophisticated 

investor tends to do the reverse. This is why the stock market sometimes 

works in reverse of the classical supply and demand function. When 

good news about a company, such as increased earnings, becomes known 

many times the stock's price will drop. This is because the 

sophisticated investor, with better information, has known of or 

anticipated these developments for some time through his better information 

and knowledge of the market. As a result, he has discounted this information 

and, when the news breaks, he sells his stocks for a profit and leaves 

the small investor contemplating the decrease in price of a stock 

bought on good news.

Charting

Charting has an effect on investor psychology but this effect 

is more along the lines of a self-fulfilling prophesy. Charting 

joins the chartists into a crowd because all the charts will show 

the same things. If enough people read the charts the same way 

the chartists become a group, purchasing and selling as a group.

Charting becomes a self-fulfilling prophesy when the chartist 

sees what he thinks is a buy or sell signal and he buys or sells.

Other chartists see the buy signal and also buy. As a result, the
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stock goes up in price. This causes the chartist to believe that his 

charts can predict the future instead of being a means of controlling 

the future. He will then become overconfident in his abilities as 

a chart reader, thinking that he can predict when a stock will have 

a raise or decrease in price. What the chartist doesn’t realise 

is that he has become locked into a crowd reaction and any individuality 

of interpretation on his part or miscalculation will put him out of 

step with the rest of the chartists. He then runs the risk of buying 

when everyone is selling or ignoring a good opportunity for profit.

The Specialist

The specialist has a big part in the movement of stock prices 

because of his proximity to the prices of stocks in his position 

of making a balanced market for stocks. The specialist has a greater 

effect on the prices paid and received by the day-to-day trader than 

on the long-term investor because of the specialist’s own short-term 

trading and balancing activities. The specialist is supposed to 

maintain an orderly market for his stocks by buying and selling 

them when there are no buyers and sellers. Tnis causes them to be 

in the position of knowing the bid and asked prices of stocks and 

in the position of knowing which way the prices are going and how 

strongly. When the specialist wants to make an investment for himself 

in his own trading account, he is in possession of very valuable 

information that the trader competing with him to make a profit 

has no way of knowing and w o n’t find out about until it is too late.

The specialist is in such a dominating position when he decides to



-23-

begin trading against the rest of the speculators that he can be 

considered to be the most knowledgable of the knowledgable investors

and, as a result, is more than a match for any speculator, not to mention

17
the small investor.

Big Blocks

Big blocks of stock can exert pressure on a stock's price if

they are sold all at once. The reason for this is obvious, the supply

and demand situation caused by having more stock to sell than there

are buyers that want to buy will cause the price of the stock to

go down. Mutual funds and institutional investors with large amounts

of stock were the most guilty of this practice in the late 1960*s.

This resulted from the "performance" image that many mutual funds

IS
used as a selling point. Each growth fund tried to show more capital 

appreciation than the next fund and therefore the funds had to trade 

stocks on the short-term in order to show their increased capital 

appreciation every quarter. The funds bought and sold great blocks 

of stock, trading them on a daily, weekly, or monthly basis to catch 

the price swings of the hottest "glamour" stocks. This caused stock 

prices to have greater up and down movement than would normally be the 

case. This large scale trading has come to an end with the recession. 

This has caused many performance funds to be caught with large blocks 

of stock and no one to sell them to because they would have to take 

a substantially lower price than current market quotations. Funds and

17
Richard Ney, The Wall Street Jungle (New York: Grove Press, Inc., 

1970). p. 8.

^ T h e  Little Guy, Wall Street. Journal. Feb. 24, 1971, p. 1 .
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institutions with large amounts of stock no longer sell to the public 

market as much as they sell to each other in the third market which is 

comprised of large institutional investors and mutual funds who trade 

big blocks between themselves. This saves them not only the prices 

they could stand to lose if they sold a large offering to the public 

but also the commissions that they avoid having to pay by not going 

through the stock exchange. Big institutional investors do, however, 

have an effect on the market in that they tend to control such a large 

portion of stock that not much is left for the public to trade. As a 

result the stocks that they hold are more volital than they normally 

would be due to the increased activity necessitated by the relative 

scarcity of the stock.

Short Sales

Short sales can be a force in a stock's price because of covering 

pressure. When a trader shorts a stock, he hopes that the price will go 

down because his profit is the difference between the price for which 

he sold the borrowed stock and the price at which he buys it back. When 

something goes wrong and the stock's price goes up, the short seller 

must decide when to cover— buy back— his short sale. If the price goes 

too high he will suffer a tremendous loss; if the rally is only temporary 

he could stand to make a lot of money when the stock's price falls again. 

When the short-seller panics and covers his stock, he creates additional 

buying pressure that helps to drive the price of the stock higher.

Someone else might panic fearing a larger loss of money and cover his 

stock. Short selling also has an effect on a stock's price when it is
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going down because the short seller buying his stock back at a profit 

provides additional buying pressure to help support prices that have 

been driven down by sellers fearful of losses.

Brokers

Brokers have an influence on their customers due to the fact that 

they are often the customers only direct contact with the market. The 

broker has considerable control over his customers* buying and selling 

habits which in turn has an effect on the prices of the stock that 

the broker is recommending or telling customers to sell. This happens 

when the broker calls up a number of his customers and recommends that 

they buy a certain stock. If a number of brokers are doing this, the 

stock will go up in price. This concern for his clients* buying and 

selling is not always prompted by the b r o k e r’s concern for the financial 

welfare of his clients. This is because the broker can be trying 

to get his customers to buy and sell more times, earning more commissions 

for the broker who handles this additional trading activity. A broker’s 

recommendation can also be a result of the broker selling some securities 

for a company— if he is an investment banker— and because of this the 

broker will be more concerned about selling the securities of his 

corporate clients than the financial future of his small investor clients. 

The broker may also be trying to inflate the market for a stock he owns 

himself and wants to sell as scon as the price has been driven up high 

enough. On the other hand, he may be trying to deflate the price o^ a 

stock he d o e s n’t own and wants to b u y ."1'7

19Ibid. p. 1.
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As it can be seen, stock prices are based on a myriad of things, 

the least of which— in stocks traded for their short-term growth 

potential— is the inherent cash value of the stock, whether from 

dividends or from the stock’s book-value. The small investor is 

faced with a task, in trying to figure out the reasons for a stock’s 

price movements, that has defeated almost every investor who has 

tried to make money from buying and selling stocks. A knowledge of 

human behavior is probably the most effective tool for investing 

because, in the final analysis, the psychology of the investor is the 

single most influential basis for stock prices.

However, no degree of knowledge will ever safeguard the investor 

from all of the dangers of the stock market and he should be aware 

of the pitfalls that await him.



PITFALLS FOR THE SMALL INVESTOR

The small investor faces many pitfalls on his road to successful 

investment, not only from people who are actually out to take him but 

also from his own basic strategy of investment. The pitfalls and 

chances of losing are very great whether the investor is investing for 

growth, income or both.

Growth

Investing for short-term growth is the most hazardous of all the 

investment ploys because of its speculative nature. Speculation can 

be called another term for gambling because the person who engages 

in short-term trading is net investing, he is gambling. This is 

because of the nature of the stock market. Short-perm trends are 

extremely hard to establish and the stock will fluctuate in price for 

many reasons. The only way to be on top of these price changes is 

to be well informed about everything that has ar. influence on r,he 

particular stock’s price and react to news about the stock before 

everyone else does. As it is not humanly possible to do this right 

every time the stock’s price changes direction, luck is an important 

factor in speculation. If luck is important to the well-informed 

professional trader, the small investor who hears everything second-hand 

is at an extreme disadvantage. Another disadvantage to short-term 

speculation is that when the small investor attempts to speculate, he is 

playing the market against the professionals, the specialist and the
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traders who own seats on the floor of the exchange and who don't have to 

pay commissions to a broker. The small trader is not only at a 

disadvantage because of his second-hand information, but also because 

he has to pay commissions and lose part of his profit. As a result, he 

has to wait until the s t o c k’s price has risen enough to give him a profit 

after paying commissions. He can't make a profit when a stock goes up 

a fraction of a point like the professionals can.

Investing for growth can be investment and not gambling if it 

is sufficiently long-term. The small investor who invests for growth 

this way has a chance of making money because he has the time to do 

research and he also has a chance to get in on the ground floor of 

a company that he has found out about himself. Long-term investments 

are the only way in which the small investor can hope to beat the 

professionals. The reason for this is that long-term growth affords 

the small investor with the chance to place his own conclusions 

and convictions about the future on the same plane with the more 

knowledgable investors. The small investor, because of his greater 

knowledge of the company he has discovered, will be able to profit at the 

expense of the ’’insiders ’1 of the stock market. The long-term investor 

will also have to mentally prepare himself to believe in his company and 

not give in to the psychology of the crowd and hold on to his stocks.

The person investing for growth on the long-term should prepare himself 

for losses because every choice can't be right especially when there 

are sc many variables affecting a stock's price that it is impossible 

to consider them all. The long-term investor will also have to prepare 

himself to wait for his capita] appreciation instead of having it right 

away, not being tempted by "easy" money.
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Income

Investing for income is the most conservative way to invest in 

the market. This is because a stock that is known for its income value 

will not be as volital in price movement as a stock that pays little or 

no dividends. Not only will the stock not go up in price very much, 

but it also w o n’t go down in price very much. This is, of course, unless 

the company runs into trouble. Dividends do involve a risk.

The risk arises from the fact that while dividends may stay the same 

or even increase, the stock price may decrease, leaving the investor with 

dividends but a decrease in assets. If the investor ever has to liquidate 

his holdings he may have to take a sizable loss. Dividends also have 

other problems in that they are totally dependent on earnings. If 

earnings weaken, the dividend may be decreased or cut cut entirely. 

Dividends are also taken out of the money that the company could use 

to reinvest in itself and create new growth in the company and 

possibly increase the value of the company’s stock. Dividends tend 

to lull the receiver into a false sense of well-being by allowing him 

to think that since the company is still paying dividends it must be 

in good financial shape, while the company may actually be ready to 

go out of business. Another problem is that return on all stocks 

paying dividends on the New fork Stock Exchange was about five per 

cent and this is when banks are paying up to five and one-half per 

cent on savings accounts guaranteed by the government to still be 

there when the investor goes back to get his money.

Claude N. Rosenberg, Jr., Psycho-CVH^rnntl.cs and the Stock Market 
(Chicago, 111: Playboy Press, 1971). p. A3.
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Investing for Both Grovrth and Income

Investing for both growth and income can be hazardous because the 

investor is running the risks of both types of investing. The investor, 

if he is trying to invest speculatively for the short-term, is exposing 

himself to the chance that he will lose all the money he has invested for 

growth. On the other hand, he is putting his money into unnecessarily 

risky situations by getting low returns when he invests for income. The 

investor is also running the risk of spreading his money out over many 

stocks and hurting his chances of doing anything profitably. This is 

because, while he may make a profit on one of his stocks or receive 

a dividend from another, he will not own enough shares to make this 

income worthwhile. The investor will also find that in this approach 

the gains of one good stock can be offset by the losses of a bad stock.

Seeing that the small investor is at a disadvantage in the stock 

market and that there are many pitfalls ahead of him, he should invest 

so that he minimizes the risk he is exposed to.



AVOIDING RISK

The stock market contains excessive risk for the person who 

doesn’t have much money to lose. This holds true when either investing 

conservatively for income or speculatively for short-term growth. In 

investing for growth it is obvious where the risks lie because in 

spite of the most rigid technical and fundamental research it is still 

possible to pick a stock that depreciates rather than appreciates in 

value. Speculation, like any type of gambling, requires a good deal 

of luck and anywhere luck enters the picture, it is a very hazardous 

situation for someone to be risking his life savings. Conservative 

investing for income can be risky because, by nature, stocks vary ir. 

price, although some more than others. The investor can have a nice 

dividend but a huge paper loss that will turn into a real cash loss 

when he sells his holdings. Also, with an average dividend return of 

five per cent, the return is not as good as possible; especially when 

the risk of the stock going down in price, dividends being missed, or 

the company even going oankrupt is considered. The riskless five per 

cent that can be earned in a savings account then becomes very attractive. 

Not only will savings accounts give interest with security but it is 

possible for the small investor to buy corporate bonds, tax-exempt 

municiple bonds, commercial paper and government securities that carry 

interest rates that are over five per cent and still have little or no 

risk. Granted, commercial paper and corporate bonds are subject to

-31-
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bankruptcy, but in this eventuality the bondholder as a creditor is in 

a much better position to collect his money than the shareholder.

Although the price of the bond will go up and down depending on the 

price of money, the bondholder is guaranteed this interest and, if 

he waits long enough, his principle.

The small investor with money to risk, or perhaps lose, should 

invest in long-term growth situations that he has investigated himself 

or that a trusted professional has investigated. This is because the 

person with money to risk has established an ideal position for investing 

in the stock market. He will not be in a real financial strain if he 

loses his money on an investment and he can stand to gain a great deal 

of money if everything works out right. One good method of determinating 

how much money to invest without becoming panic stricken is given by 

Claude Rosenberg;

Mathematically you can determine just how many dollars you 
can lose without having your mode of living altered— then set 
about to structure your portfolio so that this loss is highly 
unlikely. The person who does not do this must frankly admit 
greed has overruled good judgment.

Claude N. Rosenberg, -Jr., Psycho-Cybernetics and the Stock Market 
(Chicago, 111: Playboy Press, 1971). p. b6.



SUMMARY AND CONCLUSION

In conclusion it can be seen that the small investor is at a 

tremendous disadvantage in the stock market. This disadvantage in 

his dealings with the market is the result of several factors:

1. The small investor is habitually on the end of all the 

information that comes out of Wall Street.

2. The small investor has less money to risk in the market.

3. The small investor is able to work on his investing only 

part-time.

4. He is usually lacking in knowledge about the stock market.

The investor who has the money to risk should by all means risk it 

but he should risk only as much as he can afford to lose.

In an era of inflation, where the higher returns the stock market 

awards its top performers are touted as the means of beating inflation, 

the best place for the small investor's money is still in riskless 

securities or in the bank, unless he has a long-term growth situation 

that he believes in and the money to risk.
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