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Introduction 

The whole world was shocked. On January 28, 2021, the Financial Times reported that a group of small investors 

beat the hedge funds (Wigglesworth, 2021). These investors made 300% returns in one day, and about 1500% in 

2 weeks, while the hedge fund Melvin Capital lost more than $4.5 billion in January (Schroeder, 2021). The 

question is, what happened? 

 It may be good to provide a small introduction for a non-financial audience as a background to the case. As you 

know, the stock market trades in shares that represent ownership in a company. After obtaining shares from a 

company, investors buy and sell these shares in the secondary market. They pay a commission to the broker who 

gets the shares for them. Supply and demand establish the price as shown in the top panel of Figure 1. If demand 

increases, the price goes up; if supply increases, the price goes down; and there is some equilibrium price. As 

seen in the bottom panel of figure 1, investors can make profits by buying low and later selling high, hoping that 

price will go up from P0 to P1 in the figure. But one could also sell high and later buy low. Hedge funds backed 

by high net worth investors do this, hoping the price would go down from P0 to P2.  

 

One problem with the system is that the commission per share charged to big investors is much smaller. If a 

broker is given a deal of €1 million, he could ask for a commission of €1000, which is 0.1%. But if a small investor 

wants to make a deal of €1000, the broker may ask for at least €10, which is 1%. The point is that the commission 

percentage is higher for small investors, and the game is biased in favor of the rich. To compete effectively, small 

investors get together in mutual funds. Once their collective trades are larger, they get the advantage of smaller 
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fees, but they have to pay fund management fees. Besides reducing the commission costs, investors in mutual 

funds also have lower risk since they can diversify into many stocks.  

 

Figure 1: The first panel is a reminder of microeconomics, the lower panel is a reminder of financial economics. 

 

To get higher returns, you need to take high risk, and for this, big investors group into hedge funds. Hedge funds 

may be managed aggressively or make use of derivatives and leverage to generate higher returns. Hedge fund 

strategies include long-short equity. For some shares, they sell them before buying.  
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How do people decide whether the stock price is expected to go up or down? For this, some people do technical 

analysis. They look at how the stock price has been behaving. They make fancy curves, and based on these, they 

decide the expected trend. If the price is over this trend curve, they would like to sell. Others do fundamental 

analysis where they look at the industry, the economic conditions, the past performance of the company itself, 

and then they try to project future cash flows and decide what should be the expected fair value.  

But not everybody is a long-term investor. The stock market has many participants who are speculating, and these 

speculators realize the role of sentiments. If the market sentiment is optimistic, everybody wants to buy; when it 

is pessimistic, everybody wants to sell. Speculators try to buy before others when they feel the market will be 

optimistic and will sell later. Today, market sentiment is gauged by big data analyzed with artificial intelligence 

tools.  

The case study: Gamestop in the News 

We now have the tools to study the case of GameStop, which has been the center of attention. GameStop is a 

video game, consumer electronics, and gaming merchandise retailer based in Texas. It was founded 37 years ago 

in 1984 and is the world’s largest video game retailer. It has about 5500 retail stores. This company’s history 

shows that it was growing very fast, but it started declining in 2010 due to the shift of video game sales to online 

channels. It experimented with diversification in selling smartphones, but it didn’t work out. However, with the 

advent of the pandemic, all the tech stocks started booming, people were buying more and more games, which 

ushered in hope. But no extraordinary change in 2020 justified a dynamic price increase (Badkar, 2021). 

From the technical analysis, you can see in figure 2 that prices followed an almost a flat line from February 1, 

2016 till recently.  Actually, the price was going down to about till January 2020, remaining at this level till July,  

Figure 2: Gamestop Price trends: 5 years and 1 month. 
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and then in the last few months of 2020, it started going up till December. There was certainly no reason for it to 

suddenly boom to €300. Technical analysis cannot explain this increase. 

What about the fundamentals? As we mentioned before, there is no significant change in strategy. As shown by 

the income statement (Figure 3), the business was down. It picked up a little bit in 2020 compared to 2019, but 

total revenue and profits remained below previous years. Therefore, fundamentals can explain a slight price rise 

but not a significant shift. 

 

Figure 3: Gamestop Income statements2018-2021, downloaded from Yahoo Finance 

 

Would sentiments and irrational exuberance have provided such a big boost? We can see that the whole market 

has been optimistic during the pandemic. This optimism is owing to several factors. First, interest rates are low, 

which means your discount rate of future cash flows is low, so the firm value goes up. More consumer interest in 

technology leads to high expected growth, and again the expected value of future cashflows goes up. Public 

money is pouring in, and so people’s income constraint is disappearing. You know there are many new trading 

platforms like Robinhood that are charging zero commission. So, there’s no friction to buying and selling of 

shares. All these reasons explain the market optimism (Fletcher, 2021; Mackenzie, 2021). 

While this is true about technology stocks, what about Gamestop? Should the price go up further? To understand 

the analysis of the hedge funds, you can look at the monthly and weekly data presented in Figure 4. From the 
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beginning of February 2020 till July, there was almost no change, and the price was close to $4. Then the price 

goes up reasonably fast and by January 2021, you can see that it increased by 300% to $18. This is a huge increase. 

So hedge funds at this time said no, they should sell. Since they were confident of their analysis, this time they 

started placing puts expecting that the price would indeed go down.  

Figure 4: monthly and weekly average prices of Gamestop 

 

 

 

 

 

 

 

 

 

But everything changed this week (11-01-2021). Instead of price going down, it doubled, and then it doubled 

again, and then it went up five times before coming down. So, hedge funds like Melvin Capital and Citron capital 

lost money (Aliaj & Platt, 2021).  

What can explain this reversal of fortune? It is attributed to social media (Stafford, Kantor, & Lewis, 2021). One 

of these social media is REDDIT, which is a social networking website with many forums for discussion. One of 

these forums is a community called WallStreetBets. There were about 7.5 million people in the community (as 

on January 31, 2020). These members include individual investors, ex-bankers, and traders who exchange their 

experiences. Together, they decided to do the inverse of what bankers  and hedge funds were doing. No small 

trader could have succeeded in what they did, but with a million small traders buying the same share, their power 

becomes as much as that of the hedge funds. When hedge funds thought they would make money by selling and 

then buying later at a low price, the WallStreetbets investors decided to purchase shares or calls options and the 

price went up, instead of going down. Some of these small investors made extraordinary profits. One person 

bought and turned $50,000 of GameStop call options into nearly $23 million (Wigglesworth, 2021). Another 

bought shares worth $4,000, and these were worth $124,000 before he cashed $20,000 out (Platt, Smith, 

Darbyshire, Kantor, & Wigglesworth, 2021). 



7 
a₹tha (March 2021) 

 

Indian Institute of Management Calcutta 

This situation is called a gamma squeeze. An investor buys a call, in effect building pressure that the underlying 

stock price will move higher, which happens because call option sellers must buy the stock to hedge their risk. 

Furthermore, the bank or other firms that have sold the shares have to deliver the shares. This need for delivery 

means they need to buy, which raises the demand for shares even more, and the price goes up even more. The 

short sellers lose their money (Smith & Wigglesworth, 2021). As a result, Melvin Capital lost 53% of its value 

(Aliaj & Platt, 2021). 

There’s another angle to this story, which is on margin rules. The margin account is used when an investor buys 

from a broker on credit, hoping to gain a leveraged effect. However, if there is a loss, then there is a leveraged 

negative effect, and the broker may be worried that the investor will not pay up. The margin rules protect the 

Stock Exchange from liquidity problems of an investor so that if they think that you’re going to make a loss, they 

will take your margin and buy or sell shares to make sure that they have enough liquidity. The investors who are 

losing money would need to sell their positions to ensure their commitments. A clearinghouse keeps this margin 

money. Each day, members of the clearinghouse must put in the margin as insurance for their trades. The killing 

bit is the limited time to make any shortfall. For example, a clearinghouse ordered one US Bank to find $10 billion 

of margin within an hour! In our case, hedge funds had to liquidate all their stocks at market prices because their 

margin had been eaten. Even platforms, such as Robinhood, feared that they would be disbarred from being a 

broker, and they halted trading in an attempt to curtail the price increase (Stafford & Rennison, 2021). 

A third complication is that people who are not just buying shares and selling shares, they’re buying options 

(Wigglesworth, 2021).  Options are like leveraged stock. For example, you can buy an option for $1.00 on a share 

priced at $100. Instead of buying ten shares of $100, with the same budget, you can buy a thousand options of  

Figure 5: A boom in options trading during the pandemic 

(Wigglesworth, 2021, January 28). 
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$1.00. And if the price goes up, you buy the shares for the price you had agreed on, called the exercise price. 

What we’ve seen is that when the markets are going up, people start taking risks. Figure 5 shows that the number 

of people buying call options is going up for all the shares, but not necessarily for GameStop. 

Alternative Issues 

These news stories open the way for broader questions. The first question is a kind of political debate: can the 

small investors win against the rich hedge funds and usher in greater equality? People on one side of the discussion 

are invoking the Occupy Wall Street movement, indicating that the group of small investors is seeking economic 

justice (FT, 2021b). The other side replies that such a fight is useless because the rich platforms, banks, and traders 

make money every time they buy and sell through the trading commissions. Moreover, only a few small investors 

make money: those who are smart enough to sell once the price goes up (Webb, 2021). Many small investors 

even lose money because they would have bought the shares at a high price, and the price will eventually fall to 

its fair market value. A quick “back of the envelope” kind of calculation by the FT (2021a), based on prospective 

future earnings of $100 million and a price-earnings ratio of 20, values the share at $28. 

 

The second issue is about smart money versus dumb money. Smart money is people who invest in research and 

development before they buy or sell. Hedge funds have colossal research and analysis departments, and they act 

in an informed way. Retail investors do not have access to such research and follow the smart. But a study of the 

blogs on Reddit shows that there are intellectual analysis and discussion taking place before the action by the 

group of small investors. The smart guys are now joining these websites to learn from the dumb. They’re using 

AI and big data collection techniques and then analyzing them (Wigglesworth, 2021).  

A third is whether speculation is legal. Certainly, we have the freedom to lose and win our money, but can we 

manipulate others? Can we induce others to buy and sell? Certainly, you cannot tell lies. But what if you don’t 

lie and you say “I am doing this” or “Lets do this”? When is it called manipulation? The reason the State may 

want to control speculation is that if it seems that the Stock Exchange is only a gambling den, then maybe 

companies won’t be able to finance their investments. Therefore, the State wants to show that the stock exchange 

is a fair long-term investment platform and that returns are based on a company’s fundamental value. Watchdogs 

like the SEC in the USA are examining whether this herding was manipulative (Armstrong, 2021; Martin & Platt, 

2021). 

A fourth issue is whether platforms like Robinhood have the right to close down and keep retail speculators from 

making money. In examining this issue, one has to keep in mind that the margin money requirement also extends 
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to platforms that have chosen to net the margins of all their members. The trading platforms would have gone 

bankrupt if they had not stopped trading (Armstrong, 2021; Martin & Platt, 2021). 

Concluding Remarks  

We could make a few concluding remarks. In retrospect, with the benefit of hindsight, it is clear that the prices 

would fall back towards their fundamentals, as we can see in figure 6, and the best strategy is to be a short-seller 

or buy puts when prices rise so high. 

 

 

 

 

 

 

 

 

 

Figure 6: Gamestop prices fall back. Source: Yahoo finance, downloaded on February 11, 2021 

 

We can see that the press has made a lot of noise about a few small investors making a lot of money. This noise 

makes people think that they have a chance to win the lottery, and that encourages speculation. As a result, many 

new people start joining the market. And that boosts the market further, already pumped with the helicopter money 

that the governments are throwing in to boost the economy. 
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