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Perspectives

In recent years, most major brokerage firms have participated 
in a “race to the bottom” with respect to commissions on 
equity purchases and sales, as well as options trades. This 
phenomenon, in tandem with the rise in popularity of app-based 
trading platforms like Robinhood, has afforded retail investors 
greater access to capital markets. While the democratization 
of the investment world is beneficial in many respects, it can 
also lead to irrational behavior and a decoupling of asset prices 
and fundamentals. To this point, recent days have seen trading activity that 
can only be described as unsound, which has led to a surge in the stock prices of 
domestic companies including GameStop Corp. (GME) and AMC Entertainment 
Holdings (AMC), as well as several other firms across the market cap spectrum. 
GameStop and AMC saw the most pronounced gains during this mania, posting 
outlandish returns of roughly 1,100% and 580% from January 22nd through January 
27th, respectively. Frenetic trading in the last week has brought with it a spike 
in the CBOE Volatility index, which jumped more than 60% during the period, 
reaching a level not seen in nearly three months. High-flyers like GameStop and 
AMC have since started to fall back to Earth after Thursday’s trading session.
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Exhibit 1:  Total Return for GME and AMC since January 22, 2021
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WHAT HAPPENED?
The bulk of this trading activity appears to be driven by an Internet-based group of retail investors 
that has purposefully targeted short sellers, who seek to profit by betting against businesses they feel 
are overvalued. Indeed, most of the stocks that have seen price surges in recent days are those which 
institutionally focused investors have largely bet against. Notable among these names is GameStop, as 
roughly 140% of the company’s float was shorted in the days leading up to the frenzy, which led to a greater 
than 52.1% return for the Goldman Sachs “most heavily shorted” basket of companies since the beginning 
of the year through January 27th. To achieve their ends, members of the group have employed the use of 
derivatives extensively, specifically by purchasing far-out-of-the-money, short-dated call options with low 
premiums. Since the counterparties on these options trades (brokerage and electronic trading firms, for 
example) typically attempt to mitigate their exposure to company-specific risk, they will often purchase 
shares of the underlying security to offset being short the call, otherwise known as delta-hedging. This can 
lead to a feedback loop which, in this case, has served to accelerate the prices of the underlying stocks. 
Due to this extreme price acceleration, many of the securities in question have become the subjects 
of short squeezes, and several short sellers have been forced to exit their positions to stymie losses in 
response, further magnifying the rallies.
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Exhibit 2:  Total U.S. Call Option Volume

WHAT IS THE IMPACT?
The use of derivatives to make speculative bets on securities is not new, however the events of the past 
week have been unsettling for many within the financial industry. First, the seemingly arbitrary targeting 
of specific companies by a large group of retail investors poses a risk to market participants with existing 
positions in those companies. One of these market participants, a New York City-based hedge fund called 
Melvin Capital with active bets against many surging stocks, recently received an emergency cash influx of 
$2.75 billion from investors, which is aimed at stabilizing performance and insulating the organization from 
potential margin calls. Both nascent and well-established hedge funds with extensive short books could 
continue to suffer losses should this type of market activity continue. Some have expressed concern over 
a potential impact on absolute and relative performance for active, long-only managers in the U.S. small-
cap spaces as well, since companies like GameStop and AMC are contained within popular benchmarks 
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like the Russell 2000 index. Though recent frenzied trading will probably result in significant short-term 
performance disruption for long-only funds, its long-term impact on active manager performance is likely 
to be muted due to benchmark diversification. For example, GameStop made up 0.75% of the Russell 2000 
index as of market close on January 27th, up from just 0.14% on January 21st. That said, Thursday’s correction 
saw GameStop’s weight within the index drop to 0.42%, and it will likely continue to fall. As of January 28th, 
GameStop has contributed roughly 0.38% to the Russell 2000 index’s total return of 6.80% since the end 
of 2020, despite its staggering stand-alone performance. A similar story can be told about AMC, which 
constituted a meager 0.03% weight in the Russell 2000 index as of January 28th, down from 0.06% the day 
prior. AMC has contributed approximately 0.02% to the Russell 2000 index’s performance since year-end. 
Bed Bath & Beyond (BBBY), which also experienced a stock price surge in the last week (albeit to a lesser 
extent), saw its index weight revert to 0.16% on Thursday, much more in line with historical levels and well 
off its Wednesday peak of 0.25%. Since the end of 2020, Bed Bath & Beyond has contributed roughly 0.08% 
to the Russell 2000 index’s total return. It is important to remember that these contributions to the Russell 
2000 index’s 2021 return, while already minor, will continue to dwindle as stock prices return to normal 
levels. As one might imagine, all-cap indices were even less impacted than their small-cap counterparts 
by these price surges, as GameStop’s weighting in the Russell 3000 index rose to just 0.05% at the stock’s 
apex and has since fallen. The changes in weights of AMC and Bed Bath & Beyond within the Russell 3000 
index, as well as the contributions by all three stocks to that index’s year-to-date return, also remained 
immaterial in recent days.
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Exhibit 3:  Weightings of Impacted Securities in the Russell 2000 Index and Contributions to 
YTD Index Return

0.02% 0.08% 0.38%

6.32% 6.80%

0%

1%

2%

3%

4%

5%

6%

7%

8%

AMC Entertainment
Holdings

Bed Bath & Beyond GameStop Corp. Remaining Index
Components

Russell 2000 Index

C
o

nt
ri

b
ut

io
n 

to
 

R
us

se
ll 

20
00

 Y
TD

 R
et

ur
n



4

In addition to short-biased hedge funds, recent hysteria also has implications for retail investors. Brokerage 
firms like TD Ameritrade and Charles Schwab have moved quickly to enact restrictions on certain 
transactions involving the affected companies, although these limitations are likely to be temporary in 
nature. Some investors have questioned whether this manic trading is tantamount to market manipulation, 
an offense which is notoriously difficult to prove as it entails the rigging of prices through the spread of 
false information. It remains to be seen whether or not regulatory bodies like the Securities and Exchange 
Commission, which has indicated it is closely monitoring options markets in light of recent activity, will 
intervene to curtail the frenzy. Finally, market movements of late are concerning because they have led 
to an extreme decoupling of underlying company fundamentals and stock prices, undermining credibility 
in efficient financial markets. Indeed, herd behavior and momentum-fueled trading are harbingers of 
market bubbles, which often precipitate equally extreme price reversals. Thursday’s trading session saw 
the beginnings of these types of reversals for many of the affected stocks, and price drops are sure to 
continue in the coming days given the excesses of the past week, posing a risk to investors who arrived 
late to the trade.

Ultimately, the impact of recent manic trading on the market at large will likely be inconsequential over 
the long-term due to index diversification, which renders the extreme price movements of a few stocks 
largely insignificant from a return contribution perspective. That said, events of the past week have clearly 
unnerved the broader financial community and require further study. Going forward, it is incumbent upon 
financial regulators to ensure fair market activity in light of paradigm shifts in the world of trading. Rational 
investors should abstain from purely speculative trading and remain diversified across the asset class 
spectrum to reduce the impact of extreme stock price movements on their portfolios.
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