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Introduction

Whether in the form of toxic derivatives or fake Libor submissions, the grow-
inglist of financial misdeeds that emerged from Wall Street since the beginning
of the global financial crisis has fueled a decade-long debate about financial
reform. Consider, for instance, the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act of 2010, often described as the most significant change to
financial regulation in the United States since the 1930s. Opponents of Dodd-
Frank object to its excessive rigidity, arguing that it will starve US compa-
nies of the necessary capital. Proponents of stricter regulation, on the other
hand, fault Dodd-Frank for its limited effectiveness, pointing to the continued
problem of the too-big-to-fail banks. While resolution of this debate remains
elusive, one intriguing outcome of the discussions has been the recognition
that the moral standards on Wall Street, and not simply the standards set by
the law, are critical to a healthy financial system. For instance, the National
Commission on the Causes of the Financial and Economic Crisis concluded
in 2011 that “there was a systematic breakdown in accountability and ethics,”
adding that this erosion of standards of responsibility and ethics “exacerbated
the financial crisis.”

Concern about ethics underlies a visible shift in financial regulation within
the United States and United Kingdom. In the United States, the initial regula-
tory response to the crisis took the form of structural reform, based on laws,
rules, and prohibitions. This was exemplified by the Volcker Rule and its stipu-
lated ban on proprietary trading in commercial banks. Subsequent efforts by
American regulators, however, shifted to the norms and values in Wall Street
banks. For instance, in October 2014, the president of the New York Federal
Reserve, William Dudley, organized the Workshop on Reforming Culture and
Behavior in the Financial Services Industry, including among its attendees
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the chief executives of major Wall Street banks. In his opening speech, Dudley
announced that “improving culture in the financial services industry is an
imperative.”” Using the word “culture” as many as forty-five times, Dudley
emphasized its inescapable presence and importance: “culture,” he remarked,
“exists within every firm, whether it is recognized or ignored, whether it is
nurtured or neglected, and whether it is embraced or disavowed.”

A similar shift has taken place in the UK. Shortly after the financial crisis,
the Independent Commission on Banking Report of 2011 took a structural
approach to reform, issuing recommendations to “ring-fence,” or legally sepa-
rate, the retail and investment arms of British banks. In subsequent years, how-
ever, the emphasis turned to culture. The Salz Review of Barclays Bank, pub-
lished in 2013 after the Libor scandal, concluded that “bankers were engulfed
in a culture of ‘edginess’ and a ‘winning at all costs’ attitude,” adding that these
traits contributed to the bank’s malpractices.’ The Kay Review, commissioned
by the British government to address short-termism in the City, found that
“a culture of trust relationships, which is actually central to making financial
services work, has been displaced by essentially a culture of transactions and
trading.”* The bank culture agenda culminated in the creation of the UK Bank-
ing Standards Board in 2015, an organization that aims to “raise standards of
behavior and competence across the [financial] industry.”

What emerges from these developments is a novel approach to financial
reform, ostensibly aimed at bank culture but substantively centered on moral-
ity in the financial industry. Indeed, when a journalist pressed Dudley to specify
what he meant by reforming culture, his response was that “culture is too
broad a way to describe this. I think, reflecting on it, it’s really about ethics and
conduct.”® The bank culture agenda thus stands in contrast with the traditional
regulatory emphasis on outlawing misconduct and aligning incentives. Moral
norms, unlike laws or incentives, do not speak to interests, but to underly-
ing assumptions, prevailing customs, and the institutionalized definitions of
right and wrong. By underscoring the moral dimension of markets, the new
approach equates to an implicit admission that no amount of tinkering with
bonuses or legal rules can, in the absence of ethical change, address the short-
comings of the financial industry.

Predictably, the culture agenda has been met with skepticism among Wall
Street executives. Some have objected that culture is too vague a concept
to prove effective, while others have added that culture lacks practical and
actionable implications. The bankers’ resistance was poignantly captured by
the words of the US Comptroller of the Currency, Thomas J. Curry, who was
tasked with the unenviable job of listening to the bankers’ complaints. “I've
had some bank executives and directors say, ‘I’'m not a damn sociologist,”
Curry explained to a reporter from the Wall Street Journal.®

Disparagement aside, the bankers’ response is remarkable for its accu-
rate reflection on disciplinary expertise. Ever since Max Weber’s study of the
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Protestant work ethic, sociologists have claimed for their own discipline the
problem of how culture shapes the economy. In Weber’s case, the celebrated
German sociologist first hypothesized a connection between moral beliefs
and economic development. “Calvinist believers were psychologically iso-
lated,” Weber famously wrote, adding that “their distance from God could
only be precariously bridged, and their inner tensions only partially relieved,
by unstinting, purposeful labor.” Once material success came to be seen as
a sign of God’s favor, people were free to engage in trade and accumulation
of wealth, and capitalism grew and expanded in Northern Europe. Weber’s
approach was central to sociology for much of the twentieth century, bol-
stered by the view—subsequently developed by the midcentury sociologist
Talcott Parsons—that society is held together by shared values and “moral
consensus.”” In Parsons’s formulation, moral norms and values are the central
guide of action. Situations provide the means and conditions of action, values
motivate the pursuit of certain ends rather than others, and norms limit the
choice of the means to achieve those ends.

Over the past decades, however, Parsons’s formulation has come under
attack from contemporary sociologists, culminating in an alternative per-
spective of culture centered on practice. The alternative is chiefly associated
with the work of Ann Swidler, who disputed the Parsonian contention that
values are the key link between culture and action. A values-based account,
Swidler argued, overlooks the fact that people may share common aspirations
while remaining widely different in their behavior. For instance, explaining the
absence of economic achievement by the urban poor in terms of a “culture of
poverty” presupposes that the poor do not share the values and aspirations of
the middle class, but working-class youth surveys repeatedly report that they
value middle-class aspirations such as education, secure friendships, stable
marriages, and steady jobs.

Instead of shaping action through internalized norms and values, Swidler
added, culture influences action by creating a set of cultural competences that
allow people to achieve some ends and not others. After all, one can hardly
pursue success in a world where the accepted skills, style, and informal know-
how are unfamiliar. Returning to the culture of poverty debate, Swidler wrote
that “if one asked a slum youth why he did not take steps to pursue a middle-
class path to success, the answer might well be not ‘I don’t want that life’ but
instead, ‘Who, me?’” Lack of familiarity with an environment, in other words,
is a roadblock to success. Swidler adds that culture influences action not by
providing the ultimate values toward which action is oriented, but by “shaping
arepertoire or toolkit of habits, skills, and styles from which people construct
strategies of action.” Swidler’s emphasis on practice, often referred to as the
“toolkit” perspective, stands in clear contrast to Parsons’s view of culture as
values. “Action is not determined by one’s values,” Swidler concludes. “Rather,
action and values are organized to take advantage of cultural competences.”®
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Taken together, the positions adopted by the bankers, regulators, and
sociologists discussed so far suggests a peculiar landscape of intellectual alli-
ances. Although sociologists have steered clear of Parsons’s emphasis on shared
norms and values, the latter has resurfaced in economic reports and reviews
of the crisis, a phenomenon that is apparent in characterizations of banks in
terms of a “culture of edginess,” or a “culture of transactions and trading.” A
similar take on culture is found among academic economists. Thus, a well-
known economic study by Luigi Guiso, Paola Sapienza, and Luigi Zingales
equated culture with values, drawing from survey data on “how values are
perceived by employees.” Similarly, Andrew Lo has proposed the existence
of a “Gordon Gekko” effect in financial organizations (making reference to the
infamous Hollywood villain) whereby “an epidemic of shared values” can lead
to excessive risk-taking.'® Culture is presented by Lo as an all-encompassing
determinant of behavior. As with a nasty virus, once an organization catches
the wrong sort of culture, there is little that their members can do. At the risk
of oversimplifying, one is tempted to conclude that the global financial crisis
has posthumously granted Parsons his much-desired wish for intellectual influ-
ence over economists.

Paradoxical as the above might sound, the alternative is no less surprising.
Skepticism toward the cultural reform program on Wall Street, certainly in its
values-based version, includes sociological followers of Swidler as well as bank
executives who resist the supervisory expansion of the Federal Reserve. This
is admittedly not a real coalition, for the said sociologists are chiefly opposed
to Parsons, while the bankers are simply against additional rules. Indeed, this
would not even be a happy coalition, for as we learned from Thomas Curry,
bankers are keen not to be taken for sociologists. Nevertheless, it is not too
much of a stretch to argue that opposition to the vagueness and ineffectiveness
of a values-based cultural reform places academic supporters of Swidler and
profit-minded Wall Street executives in the same intellectual camp.

The post-crisis debate, in sum, seems to have bred some unusual travel
companions. The odd pairings are revealing of the depth with which financial
devastation in 2008 has shaken up the intellectual foundations that tradition-
ally sustained the financial industry. The idea, central to financial economics, that
morality can be analytically extricated from the study of finance, has been
thoroughly called into question by the official reports and reviews of the crisis.
The study of finance, these reports emphasize, should be broadened beyond
approaches that omit references to ethical dilemmas. They should incorporate,
as Maureen O’Hara has written, “more focus on ethical issues in finance.”" The
same conclusion applies to the practice of bank supervision: whereas regula-
tors traditionally entrusted the elimination of misconduct on Wall Street to the
care of the legal system, they now favor an approach that targets the bankers’
ethics directly.
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There is, in sum, an emerging consensus that if financial reform is to make
progress, morality needs to be brought back into finance, both in practice and
the study of finance. Yet, given the sociological arguments noted above, mov-
ing beyond well-intended but often ineffective interventions on bank values
calls for answers to two pending questions. The first concerns the moral diag-
nosis of the crisis: if not through overly materialistic values such as greed or
impatience, how exactly did morality contribute to the banks’ troubles? Put
differently, once one abandons the enticing but ultimately unsatisfactory idea
that bankers have fundamentally different morality than the rest of people in
society, the moral drivers of the crisis suddenly become obscured. The chal-
lenge then, as with the analyses of underachievement among the urban poor,
is to formulate an understanding of what went morally wrong on Wall Street
that does not caricature bankers as Hollywood villains. A second pending ques-
tion concerns the prognosis for financial reform: if presenting bank employees
with a brand-new set of values—much in the way that they might be given a
new corporate uniform—is unlikely to alter their actions, what type of reform
might avoid a repetition of the problems that led to the crisis? That is, if moral
interventions solely centered on values are unlikely to do the trick, what form
of cultural change will?

A partial answer to these two questions can arguably be found in the
literature on morals and markets associated with Viviana Zelizer. The work
of this influential sociologist has systematically explored the ways in which
morality enables and legitimizes the development of otherwise controversial
market transactions. For instance, her seminal study of life insurance in the
early nineteenth century showed that insurers had to grapple with the moral
resistance of their potential customers, American wives, who objected to
profiting from a husband’s hypothetical death.”* Their qualms were only over-
come when insurers reframed their product as compensation for economic
rather than affective loss, presented insurance as a form of preserving the
welfare of orphan children, or claimed that insurance was a way of avoid-
ing the indignity of a pauper’s burial. Zelizer’s analysis thus suggests that
morally ambiguous markets can be made viable if the necessary frames and
practices are put in place. In a similar vein, Michel Anteby has documented
how adherence to certain practices makes commerce in human cadavers for
medical research morally acceptable.”® He found that buying and selling of
such specimens for research purposes is nowadays deemed satisfactory if it
is not for profit, if it has the doctor’s consent (not only that of the family),
and if the cadavers are kept whole rather than cut into pieces. In sum, and as
Marion Fourcade and Kieran Healy have observed, markets can be seen as
“moral projects,” that is, enabled and made possible by arrangements that
create moral boundaries and draw moral distinctions between the sacred
and the profane.**
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While insightful, the morals and markets literature has not yet offered
specific prescriptions for financial reform, nor engaged financial markets. In
this regard, one promising point of departure is the sociological literature on
finance. One of the early contributors to this literature, Mitchel Abolafia, paid
special attention to the institutional mechanisms that create restraint. Build-
ing on a comparison across three financial settings (bond traders in a bank,
pit traders in a commodities exchange, and specialists at the New York Stock
Exchange), Abolafia challenged the argument that a trading culture inevita-
bly leads financiers down the path of opportunism, as a Parsonian analysis
would contend. He argued instead that restraint can be instilled through the
“norms, rules and procedures to which members of the trading community are
habituated.”" For instance, he argued that the Treasury bill auction scandal of
1991 that brought down Salomon Brothers was the result of an environment,
constructed by the investment banks in the 1980s, “with minimal interde-
pendence, extraordinary incentives for self-interest, and minimal constraints
on behavior.” It was the lack of restraint created by such structures, Abolafia
argues, rather than opportunistic moral values, that led bankers to withhold
information from clients, post false bids in trading platforms, or front-run
customers.'

There is one sense, however, in which Abolafia’s account is of limited rel-
evance to the debate about financial reform. Over the past four decades, Wall
Street has been reshaped by the adoption of economic models, electronic
trading, and derivative instruments, to the point of undergoing what some
have described as a “quantitative revolution.” Yet, partly because of the time in
which Abolafia’s fieldwork was conducted (the early 1980s), his analysis does
not engage with quantitative finance. The resulting gap is problematic, because
quantitative tools have not only made it possible for traders to measure and
calculate formerly incalculable magnitudes like option value or expected loss.
Tools like the Black-Scholes equation, Value at Risk, or those that determine
variable compensation, have introduced a distinctively instrumental dimen-
sion to decision-making. Thanks to them, a trader can precisely calculate
the personal gains to be had from various courses of action. For that reason,
reforming Wall Street along the lines of Swidler and Zelizer would not only
entail drawing moral boundaries between the acceptable and unacceptable,
but also would grapple with the fact that traders have been explicitly equipped
by models and formulas to be calculative in their actions and address the moral
implications of such orientation.

The Social Studies of Finance

How, then, do economic models mediate morality on Wall Street? Over the
past fifteen years, an emerging literature known as the “social studies of finance”
has laid out the theoretical groundwork to address this question. Scholars in
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this discipline have built on a seminal essay by Michel Callon that called for a
new focus on the tools and devices used by market participants."” Examples
of such tools include an auction house for strawberries, or the algorithm that
set the closing price for stocks at the Bourse de Paris. Artefacts such as these,
Callon noted, are of key significance to markets. They frame choice, reduce
uncertainty, and have the potential to make calculation possible. Before such
technologies were available, Callon explained, markets could reasonably be
expected to depart from an economist’s ideal of rational choice, and plausibly
be subsumed within the sociology of networks or institutional theory. How-
ever, once markets are conceived as “collective calculative devices,” as the title
of an article by Callon and Fabian Muniesa reads, the mediating role of market
devices becomes crucial to explain economic outcomes."®

Of particular interest is Callon’s contention that market tools such as
economic models may have an active, rather than passive, role in valuation.
As economic theories and models are incorporated into practical tools, they
can influence the outcome of economic decisions, and in some cases cor-
roborate the theory that inspired the tool in the first place. Callon refers to
this mechanism as performativity, a concept originally used by philosopher
John Austin to argue that speech not only describes but also consummates—
that is, performs—action. For example, the utterance “I apologize” allows
an actor to simultaneously ask to be forgiven as well as describe a state-
ment. In a similar vein, Callon wrote, the incorporation of material tools in
markets implies that “economics [ . .. ] shapes and formats the economy,
rather than observing how it functions.””® In other words, that economics
is performative.

Over the past fifteen years, a vibrant literature in the social studies of finance
has developed these ideas, shedding light on the mediating effect of economic
models on markets. In a landmark study on the topic, Donald MacKenzie and
Yuval Millo examined the effects of the Black-Scholes equation on the prices
of stock options, documenting the performative effect originally hypothesized
by Callon. These authors showed that although the predictions of the Black-
Scholes formula were inaccurate when first developed in 1973, once the for-
mula was adopted by financial exchanges and Wall Street banks, option prices
changed in line with the model’s predictions.”® As the authors wrote, “option
pricing theory [ ... ]succeeded empirically not because it discovered preexist-
ing price patterns but because markets changed in ways that made its assump-
tions more accurate.”” In a related vein, Karin Knorr Cetina and Urs Brueg-
ger examined the mediating effect of trading terminals on the social relations
among traders and their subjective experience of the market. They found that
as market participants abandoned one-to-one telephone conversations and
began interacting through text in trading terminals, the importance of social
relations within trading floors diminished, and social order was reconstituted
as interaction on-screen.>”
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As these analyses illustrate, the social studies of finance have provided
scholars with key building blocks to understand the effect of economic models
on markets. While other economic sociologists remained focused on the effects
of networks and institutions on markets, scholars in the social studies of finance
placed the mechanistic world of theories, artifacts, and formulas at the core
of their research program. This approach afforded a unique opportunity to
engage with the content, and not just the social context, of markets, moving
from questions such as “who talks to whom?” to questions around valuation.
In doing so, the social studies of finance became a source of enthusiasm and
inspiration for young scholars.

I can attest to such excitement, because I was a direct witness to it. Although
I missed the first gatherings of the sociologists of finance in Germany and
France during the late 1990s, I understood full well the theoretical significance
of the ideas that were being woven together. In the year 2001, my coauthor
David Stark and I organized an international workshop of the Social Studies
of Finance in New York City and debated the findings of our fieldwork on Wall
Street with Callon, Knorr Cetina, and other pioneers.>® Over the past two
decades, this literature has grown to encompass a long list of topics such as the
history of the stock market ticker, the social consequences of credit scoring,
or the political economy of high-frequency trading.

Models and Morals

Nevertheless, the financial crisis has also laid bare the limitations of the social
studies of finance. The material view of markets and society that underlies
most of this literature has barely considered morality, much less the effect of
economic models on moral norms. Furthermore, this gap was not the product
of casual oversight, but happened for a reason. Callon’s theory of performativ-
ity, which underlies much of the social studies of finance, is based on a broader
sociological perspective—Actor Network Theory—that he developed with
Bruno Latour and others, and that presents material objects as the glue that
makes society durable. As such, research on performativity is generally skepti-
cal of explanations based on invisible social forces.**

Perhaps the clearest illustration of such skepticism is Latour’s discussion
of the effect of speed bumps on car drivers. City planners often build speed
bumps in the roads next to schools in order to ensure that drivers moderate
their speed. The driver’s goal, Latour notes, will be altered by the speed bump,
from slowing down to avoid risk to the students to slowing down to protect
the car’s suspension. “The driver’s first version appeals to morality, enlight-
ened disinterest, and reflection,” Latour writes, “whereas the second appeals
to pure selfishness and reflex action.”
“there are many more people who would respond to the second than to the

In my experience,” Latour concludes,
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first,” implying that norms are less dependable than self-interest.”® Objects, in
other words, beat morals as means of social control.

As much as the example of the speed bumps demonstrates the need to add
objects to social theory, Latour’s illustration also points to the limits of such an
approach. Itis not difficult to find counterparts of a speed bump in a Wall Street
bank. One example is the legal mandate for US banks to invest in securities
that have a minimum credit rating of BBB or equivalent—a provision originally
aimed at ensuring that banks did not make overly risky investments. Another
speedbump-like requirement is the imposition of capital requirements aimed
at limiting the extent to which banks can take risks with borrowed capital. The
performance of these two financial speed bumps during the crisis, however,
has been decidedly disappointing. The ratings of subprime mortgage turned
out to be inaccurate, to the extent that even the highly rated “super senior”
tranches of mortgage derivatives lost almost their entire value. Furthermore,
the presence of capital requirements made things worse, as they pushed banks
into investing in mortgage securities. Speed bumps, and more generally the use
of material devices in markets, are thus not always sufficient to instill restraint.
The Wall Street version of a car driver that confronts a speed bump cannot be
assumed to be willing to slow down near the school but might well find a way
to avoid the constraint: buy better tires, adjust the suspension, or perhaps even
drive on the sidewalk and endanger other pedestrians.

As the above example suggests, scholars in the social studies of finance
may have gone too far in their attempts to redress the sociological neglect of
material devices in markets. When it comes to restraint, there are limits to
the effectiveness of material artifacts that have no concern for broader norms.
Stripped of their normative associations, devices like ratings or ratios become
a practical obstacle to sidestep, rather than an effective instrument for control.
This much was implicitly recognized by Callon himself in his more recent
concept of “homo economicus 2.0” and his call for a model of individual action
that combines materiality with sociological traits such as sociability, identity,
or affect.”® The goal, then, is not to replace decades of social theory with hard
material objects, but to arrive at an understanding of markets that combines
both. The role of morality has not yet been considered in this new approach.

One notable exception to the above is Caitlin Zaloom’s research. Traders,
she argues, attribute moral significance to being alert, to a reflexive engagement
with the market, and to being disciplined—to the point that many see trad-
ing profits as “market-based virtue” (p. 177). But whereas Zaloom’s research
has persuasively challenged an amoral view of traders, it has not considered
how economic models can give rise to moral complications such as those that
surfaced in the 2008 crisis. (See Zaloom 2012.)

The limits of the social studies of finance bring me back to the central ques-
tion that Abolafia left unresolved: what are the effects of economic models on
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morality in financial organizations? When taking stock of the existing literature,
one cannot but conclude that there is a gap. Cultural sociologists like Swidler
have developed a toolkit perspective that emphasizes concrete practices over
abstract values, but this literature has not yet considered financial markets, nor
economic models. The same can be said of Zelizer’s literature on morals and
markets. On the other hand, the social studies of finance has grappled substan-
tially with the effect of economic models on markets, but has not considered
the effects on morality. The interplay between models and morals, in other
words, remains unexamined, leaving a number of questions unanswered. For
instance, are moral norms simply abandoned when traders use equations like
Black-Scholes and resort to calculative decision-making? Alternatively, are
models used differently when traders adhere to certain ethical norms? If so,
how? In sum, a full decade after September 2008, understanding how morals
and models come together remains a crucial but pending task in our diagnosis
of the crisis, as well as in addressing the problems that led to it.

Why This Book?

The above brings me to my own motivation for writing this book. The global
financial crisis that started in 2008 might have seemed like a golden “oppor-
tunity” for an academic like myself. Although trained in management, the
subject of my research is Wall Street, and my studies draw on organizational
and sociological theory. Starting in 1999, I spent three years conducting field-
work at the equity derivatives trading room of an international bank located
in Lower Manhattan, which I will designate with a pseudonymous name,
International Securities. Between 2003 and 2007, I published several articles
based on this research, coauthored with David Stark, and won two research
awards for them.”’ Starting in 2006, Ijoined the faculty of Columbia Business
School and gained intellectual as well as geographical proximity to the banks
on Wall Street. From the window of my office at Columbia, I could almost see
the towers that housed these banks in Midtown Manhattan. To the extent that
the cause of the global financial crisis of 2008 was located somewhere on Wall
Street, I may have seemed ideally equipped to unearth it.

This was not, however, how the crisis felt at the time. The billion-dollar
losses and controversial practices that came to light at Lehman Brothers and
other banks in September 2008 put me in a state of perplexity. I could not grasp
the connection between the misbehaviors at the failed banks and the practices
of the traders that I had witnessed years earlier at International Securities,
for the executives I had followed seemed hard-working and ambitious, but
also honest and prudent. I could only imagine two possible explanations for
this inconsistency: either my traders had managed to dupe me for the three
years of my fieldwork, or their trading room that I had observed operated on
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a different planet than that of Lehman Brothers. Both alternatives, however,
seemed equally implausible, so I spent the fall of 2008 suffering from an aca-
demic version of cognitive dissonance, unable to reconcile what I believed to
be true with the daily events reported in the news.

The solution to the puzzle came to me as I recalled an event that took place
one year earlier. Back in the fall of 2007, that is, four months before the failure
of Bear Stearns in March 2008, I invited the manager of the trading room of
International Securities to give a presentation to my MBA class at Columbia.
I will refer to this executive as “Bob,” again a pseudonym. At the time, I was
teaching a core management course that was distinctively unpopular with
some of my Wall Street-bound students. Inviting Bob was not just a form of
intellectual recognition but also a self-interested attempt to improve my defi-
cient teaching ratings, as I thought that my students would enjoy listening to
a successful Wall Street executive.

What happened during that session changed how I think about Wall Street.
In his presentation to my students, Bob shared an aspect of his career that had
not previously surfaced in my fieldwork. Before managing the trading floor
that I studied at International Securities, Bob had occupied a high-ranking
position in the derivatives division of another bank, which I will refer to as
Premier Financial. This bank experienced a number of scandals and eventu-
ally disappeared. Bob had left the bank untainted by scandal in the 1990s and
took early retirement at an age when most people are still hoping for their
first career break. Retirement gave him plenty of time to think about what
had gone wrong. Two years later, when he decided to go back to work and
run the equities division of International Securities, he put the lessons from
Premier Financial into practice, and designed a trading room that was unlike
the rest of Wall Street.

Fast forward now to my MBA classroom at Columbia in November 2007. In
his lecture to my students, Bob focused on his experience at Premier Financial
in the 1990s. In front of eighty MBA students, many of whom were eager to join
Wall Street after graduation, Bob spoke candidly about the problems he con-
fronted during his time at Premier, and about the challenges that persisted on
Wall Street. He was critical. The large banks, he said, were too big, and too com-
plex. They were badly managed. “Mark my words,” he told my class, “when the
next crisis comes, which it will, not one but two of the large banks will disappear.”

At the time, the failure of two Wall Street banks did not seem even remotely
plausible to me. Indeed, none of my students picked up on Bob’s prophecy in
their questions at the end of the lecture. However, barely four months later,
Bear Stearns was being acquired by JP Morgan at the fire-sale price of $10 per
share. Six months after that, Lehman Brothers was filing for bankruptcy. Had
I not taken the trouble to tape Bob’s talk and write the date on the audio file,
I'would have scarcely believed that Bob was so prescient in his prediction.
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Bob’s lecture cast in new light the research I had conducted at Interna-
tional Securities in the early 2000s. I now understood that the trading room
that he had assembled was his own attempt to address the problems he had
confronted at Premier Financial, including the excessive size and complexity
of Wall Street banks. Furthermore, Bob’s timely prediction of an impend-
ing bank failure suggested that his diagnosis of Wall Street’s dysfunctions
was not too far off the mark. When I put these two observations together,
I understood that the trading room I had observed for three years was not
representative of the average investment bank on Wall Street, but illustrative of
what a possible solution to the challenges that plagued the financial industry
might be. In other words, the trading room was less useful than I had hoped
as a description of other banks on Wall Street, but a potentially valuable guide
as a prescription for them.

Hence this book. In the chapters that follow, I unpack and clarify the
insights from my original fieldwork at Bob’s trading floor, placing them in the
broader context of the financial crisis. The research design that I adopted is
primarily ethnographic, combined with revisits and oral history interviews.
Like other studies of trading floors, such as Karen Ho’s Liquidated or Vincent
Lépinay’s Codes of Finance, my study relies on participant observation, and
specifically on the practices that I observed on the equities trading floor of
International Securities from 1999 to 2003. Yet this book differs from the first
generation of Wall Street ethnographies in that it combines my original field-
work with subsequent revisits to the bank’s trading floor and its protagonists.
My research design thus conforms in part to Michael Burawoy’s concept of
“punctuated revisit,” that is, an ethnographic project where the researcher
returns to the original site over a time period spanning at least ten years.>®

Why such revisiting? The simple answer is a combination of curiosity and
necessity. Before 2008, returning to the bank satisfied my genuine interest,
supported my teaching, and helped me complete the academic articles that I
was writing. After Lehman’s bankruptcy, the revisits served a different goal:
they were my way to try to reconcile my original findings with the media repre-
sentations of reckless trading on Wall Street. Once I grasped that International
Securities held relevant lessons for the policy debate on financial reform, my
revisits became a means to articulate such lessons.*

My Core Argument

In the chapters that follow, I make two core claims. The first one concerns
the key question that motivates the book: what are the effects of economic
models on morality in financial organizations? I argue that the introduction of
models threatens to exert a reconstitutive effect at various levels of the bank,
altering the degree to which ethical norms are enforced, self-enforced, and
interpreted. Specifically, I contend that the use of models for the purpose of
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corporate strategy and risk management can lead to a shift away from busi-
ness relations between companies and the banks that lend them money, and
toward transaction-based banking where banks treat each lending transaction
as a single deal and focus on its risk. In addition, I posit that the introduc-
tion of models in top management may contribute to a managerial discourse
based on rationality and self-interest that sacrifices the customers’ interests.
Furthermore, in the relationship between managers and traders, the use of
models for risk management can erode managerial authority as well as gener-
ate perceptions of injustice when these models fail. Such perception may then
invite retaliation and reckless decisions on the part of the traders. Finally, in
the relationships between traders and the bank’s customers, the informational
asymmetry created by models helps traders capture most of the value they
generate, incentivizing them to develop needlessly complex models. Taken
together, models thus pose a risk of transforming a bank’s strategy, discourse,
control, and commercial relations, giving rise to perceptions of injustice and
to what social psychologists call moral disengagement.>* Moral disengagement
disables the mechanisms of self-condemnation that are typically associated
with immoral conduct, opening the bank to the unrestrained pursuit of self-
interest. I refer to this phenomenon as model-based moral disengagement.

Models, however, need not create disengagement. Such outcomes can be
avoided through organizational strategies and practices that I also identify.
At the level of strategy, banks can avoid asset classes that create information
asymmetries between them and their corporate customers, as such asymme-
tries invite abuse. One example is the use of “over-the-counter” derivatives
such as interest rate swaps, where banks structure a made-to-measure contract
with the customer that may be difficult for them to understand, making them
vulnerable to abuse. At the level of discourse, managers can put forth a rheto-
ric that underscores the importance of organizational norms over financial
returns. These norms may include collaboration, compliance with the law,
or respect for back-office employees. They can be mobilized and enforced in
offsite meetings, internal labor markets, or through an organizational layer of
middle managers, but the primary enforcement vehicle is one-on-one interac-
tions between employee and line manager. This enforcement of norms, how-
ever, also requires limiting the use of models for the purpose of control, as
models constitute a rival and often incompatible source of authority. I refer
to the deployment of organizational measures to prevent model-based moral
disengagement as proximate control.

Proximate control builds on contemporary sociological understandings
of culture, in that it provides a toolkit of strategic directions, framings, and
practices, thereby approaching what Swidler termed a strategy of action. By
relating a toolkit approach to the use of economic models, proximate control
combines a cultural and a material sociological approach to financial reform.
Proximate control also builds on the morals and markets literature developed
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by Zelizer, bringing economic models into the debate over how to improve
moral standards in finance. Specifically, it invites parallels between the post-
crisis debate on financial reform and the reforms initiated by insurance com-
panies in the nineteenth century that made a morally dubious market morally
acceptable. In this regard, proximate control is different from the values-based
“bank culture” regulatory agenda, providing instead a practice-based approach
to reform that is not driven by speeches, workshops, or attempts at inculcating
values. Given its rejection of a consensus view of morality, proximate control
is not aimed primarily at corporate responsibility units, compliance depart-
ments, risk management, or human resource teams that aim to influence an
organization as a whole. Proximate control aims instead at the concrete and
all-important relationship between a trader and his direct line manager, as it is
in that close vicinity where the nuances of right and wrong can be established
and practices can be modified.

Performative Spirals

The second key argument in this book concerns the organization of mod-
eling on Wall Street. The topic became central to sociological debate over
the financial crisis following MacKenzie’s claim that the billions lost by Wall
Street banks were due to silos in their modeling process.” The organization
of modeling is especially important when the models are performative rather
than simply descriptive, because in a performative context those models can
actively change market value. I thus ask, how should banks organize the use
of economic models to take into account their performative effects?

I consider one of the key applications of economic models on Wall Street—
modern arbitrage. My observations of this trading strategy on the equities
floor of International Securities suggest that as much as models help make
calculation possible by reducing informational uncertainties, they also leave
numerous uncertainties unresolved. As a result, modern arbitrage is neither
mechanistic nor purely calculative, but requires instead the use of judgment,
social cues, and inputs from various traders, both within and outside the trad-
ing room. In other words, modeling is not simply technical, but social. The
arbitrageurs’ need for social cues calls for organizational integration across
desks, but such integration is problematic given the differences in assumptions,
methods, and standards that characterize the various trading strategies. Inte-
gration, however, can to some extent be accomplished through the managerial
promotion of informal relations across desks on the floor.

I further argue that modern arbitrage is performative in several ways. I
document how arbitrageurs conceptualize stocks in terms of narrow financial
properties such as mean reversion or merger probability, and these proper-
ties are dependent on the models and tools required to evaluate them. The
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relationship between models and stock prices is performative, in that the
models are not external to the valuation process but an integral part of it.
Such performativity is in some cases weak, in the sense that the models only
provide the infrastructure needed to isolate and measure financial properties
without impacting prices. In other cases, the performativity is strong, in that
the model impacts prices and brings them closer to the model’s predictions.*>
For instance, the use of implied probabilities in merger arbitrage relies on
models that assume an absence of arbitrage opportunities. Over the years,
the growing adoption of this strategy has contributed to reducing arbitrage
opportunities, thereby bringing the market closer to the model’s assumption.

Finally, I contend that the performative relationship between models and
financial properties is not stable over time, but marked by a spiraling dynamic.
Once an economic model becomes widely adopted, the arbitrage strategy that
it sustains becomes less profitable. As a new model is subsequently developed,
new financial properties will come into view and overlap with the existing
ones. There is thus a reciprocal relationship between economic models and
financial properties, which I denote as a performative spiral. The presence of
such a spiral has implications for how a trading room should be structured: as
a trading room incorporates new models and tools, novel forms of organiza-
tional integration will become necessary. This changing need for integration
explains the shifting layout of the desks in the bank I studied, and I refer to this
organizational pattern as a performative trace.

In conclusion, my two core claims in this book are centered on the moral
and knowledge-related effects of economic models on financial markets. Mod-
els have a moral dimension and a knowledge dimension; their joint effect
has implications for the sociological debate on the global financial crisis, as
accounts of the crisis have advanced an organizational or moral perspective
but have barely integrated the two. While MacKenzie and other scholars have
centered their account on the problems created by organizational silos in the
credit rating agencies and Wall Street banks,* others such as Neil Fligstein
and Alexander Roehrkasse have attributed the crisis to unethical activity on
Wall Street.** I contend that both problems were in part an outcome of the
reorganization that took place on Wall Street at an organizational, technologi-
cal, and regulatory level, starting in the 1980s. This included the disappearance
of the investment banking partnerships (in which partners were jointly liable,
and forced to monitor each other), the adoption of economic models, and the
repeal of the Glass-Steagall Act. These changes had problematic moral conse-
quences such as model-based disengagement. Furthermore, the introduction
of new models, including those involved in the growth of credit derivatives,
gave rise to new evaluation practices without the organizational changes that
were necessary to integrate such practices.
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Chapter Outline

In the chapters that follow, I divide my arguments in two sections. The first
section, which encompasses chapters 2 to 7, introduces my original fieldwork
from 1999 to 2003 and my account of how modeling was organized on the
trading floor of International Securities. Chapter 2 situates my study within
the original sociology of finance and introduces the core ethnographic break-
down that motivated my project: while existing studies described trading
floors as loud, stressful, and chaotic, the trading room that I encountered at
International Securities in 1999 was quiet and orderly. The reason for such
disparity was the introduction of information technology during the 1990s,
which had replaced loud oral communication as the key information exchange
mechanism. This change in turn led Bob, the manager of the floor, to rethink
the trading room as a space for interpreting and debating economic news
and events.

Beyond the addition of the Bloomberg terminal, the key difference between
the trading strategies I witnessed at International Securities and those reported
by sociologists of finance in the 1980s was the widespread use of economic
models. What challenges did those models pose? Chapter 3 considers this
question by introducing a statistical arbitrage trader named Todd and his use
of financial algorithms. Todd’s strategy also illustrates the novelty entailed
in modern arbitrage, that is, the exploitation of mispricings across markets
for securities whose value is ambiguously related. There was a tension, I also
noticed, running through Todd’s work: whereas he sought to avoid psychologi-
cal biases by relying on rigid decision rules, the uncertainty introduced by his
algorithms often forced him to abandon his rules and rely on his judgment, as
well as on social cues from the floor. Such tension is illustrative of a broader
challenge posed by uncertainty in quantitative finance, which demands that
traders develop precise numerical estimates and subsequently call them into
question.

If, as the case of Todd suggests, social cues were a valuable complement
to the use of models, how to ensure that those cues are present on the trading
floor? Chapter 4 considers Bob’s answer to this question by introducing the
sales desk at International Securities, along with its convivial work atmosphere.
Sales traders such as Scott, Joe, and Jim did not buy or sell stocks for the
bank’s proprietary account but executed trades for their customers instead.
Their skills and resources, including humor, excitement, charisma, or business
contacts at the stock exchanges, were different from and complementary to
those of other traders on the floor. In the course of my observations, I also
noted that the sales traders appeared to be engaged in a number of seem-
ingly controversial practices such as earning soft-dollar commissions, crossing
the Chinese Wall, or pulling pranks on accidental callers to the bank’s phone
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line. By examining the ways in which these sales traders adopted, modified,
and conceived of these practices, I was able to learn about their practiced, as
opposed to stated, morality.

What are the distinctive advantages of using economic formulas on a trad-
ing floor? In chapter 5 I consider this question by introducing Max, a senior
trader at the merger arbitrage desk and a mathematically gifted trader. Max bet
on whether announced mergers would actually be completed. More impor-
tant, he was able to combine stock prices with economic models, plot them on
a Bloomberg terminal, and estimate his rivals’ expectations about a pending
merger. He then used these inferred expectations to refine his own estimates of
merger probability. This allowed him to test his own hypothesis against the rest
of the market, question his assumptions, or ponder what he might be missing.
Such possibilities reduced the risk of mistakes in Max’s bets, allowing him to
take larger positions and realize higher returns. The case of Max revealed to
me what was truly new, different, and to some extent magical, about the use
of models in trading.

While the cases of Todd and Max pointed to social cues as a key aspect
of quantitative finance, there was another, less salient but equally important
social dimension: management. Chapter 6 shifts the book’s focus from the
traders to the managers who supervised them. I consider three different man-
agers: the head of Risk Management at International Securities, a senior trader
who was in charge of Todd’s desk, and a manager whom Bob had tasked with
promoting collaboration across desks. The challenges and difficulties these
three individuals encountered revealed the organized and to some extent hier-
archical nature of professional trading and the need for an organizational lens.
My observations of these managers also point to a difficult tension between
technical and managerial expertise.

As much as economic models give traders a unique ability to observe
aspects of a stock that the naked eye cannot see, my study revealed another,
even more intriguing aspect: performativity. In chapter 7 I consider the perfor-
mative effect of economic models and their influence on the financial proper-
ties of securities such as stocks. New representations of value, typically in the
form of new economic models, devices, and tools, reveal new properties of
the securities, which can themselves be represented and profitably exploited.
I capture this dynamic with the concept of performative spiral, defined above.
Bob exploited the successive waves of innovation in modeling by aligning the
layout of the trading room with the emerging interdependencies between the
properties of the stocks. I refer to this dynamic as performative trace, also
defined above.

The first half of the book, in sum, concerns the use of knowledge on the
trading floor, focusing on models, traders, and the connection between them.
The second half turns to morality on Wall Street, and the moral consequences
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of economic models. Chapter 8 is motivated by an observation that changed
how I thought about the bank: the integration of knowledge across desks that
I had originally observed was not simply the result of material processes such
as the rotation of the desks or a low-monitor policy, but of organizational
norms of collaboration that Bob enforced on the trading floor. Norms were
enforced by Bob and a dedicated team of middle managers who fired or shamed
deviant employees, constructed shared experiences in offsite meetings, and
introduced a system of internal careers that rewarded following those norms
with career promotion. Organizational norms, and not simply spatial features
or material objects, were behind the remarkable degree of collaboration across
desks that I observed.

While my emphasis on social relations might evoke an idyllic narrative
where social factors dominate technical imperatives, the two were in fact inter-
related. Exploiting social relations on the floor, as Bob did, gave rise to new chal-
lenges and pitfalls. In chapter 9, I examine Bob’s handling of risk in light of his
own reluctance to rely on the figures produced by the bank’s Risk Management
department. If not by means of numerical risk estimates such as Value at Risk,
how did Bob promote restraint among his traders? As I found out, he limited
the potential scope for losses by exercising judgment: he and his team consid-
ered potential scenarios, comparing alternative courses of action in the future.
However, such judgment could also prove problematic. In 2001, Bob’s judgment
compounded the losses experienced by Max at the merger desk; upon fur-
ther analysis I understood that the losses were an instance of model-based loss
amplification, which David Stark and I called resonance. By resonance, I mean
the spurious confirmation of a trader’s estimate arising from the use of economic
models. The solution that Bob subsequently adopted entailed a greater reliance
and appreciation for his traders’ ability to intuitively sense danger.

None of the accidents, errors, or disasters that I witnessed on the trading
room prepared me for the scale of losses that beset Wall Street in September
2008. Chapter 10 presents my observations of the global financial crisis from
Bob’s vantage point. By September 2008, Bob had joined a different bank,
Global Trust (pseudonym), and had become chief executive of one of its US
subsidiaries. My regular meetings with him from August 2008 until the summer
0f 2009 thus provided me an insider’s perspective into the crisis and exposed
to a domain that had barely surfaced in my study: morality. I observed the
moral outrage at the crisis experienced by Bob and other Wall Street insiders,
as well as Bob’s contention that moral judgments can help managers evaluate
their subordinates’ use of models in situations of uncertainty. Bob attributed
the global financial crisis to the organizational changes that had taken place on
Wall Street since the 1980s, along with their moral side effects. Wall Street, he
told me a few days after Lehman’s bankruptcy, did not die in September 2008,
but had already been dead for years.
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What did Bob mean by “dead”? In chapter 11, I unpack Bob’s comment by
turning to the modern history of Wall Street, as seen through Bob’s profes-
sional trajectory in the securities industry since the early 1980s. This trajectory
included the growth of the derivatives industry, the disappearance of the part-
nership form, and deregulation. I focus on the derivatives scandals of the mid-
1990s, leveraging Bob’s experience at another major bank, Premier Financial.
Although largely overlooked, the 2008 crisis arguably had its predecessor in the
derivatives scandals 0f 1994 and 1995. At the time, Wall Street banks signed over
the counter derivatives agreements with corporations that resulted in sizeable
losses for the latter. Also at that time, pioneering banks like Premier Financial
began using risk management models as a tool for control and restraint rather
than as a way to ascertain overall exposure. The mid-1990s crisis reveals the
moral complexities posed by new and unfamiliar financial instruments, espe-
cially when the standards for prudent behavior are set by a mathematical for-
mula such as Value at Risk. My analysis theorizes this dynamic with the concept
of model-based moral disengagement, defined earlier in this chapter.

While an abundant literature on the global financial crisis has documented
its devastating economic consequences for American workers, few ethnogra-
phies have documented its impact on Wall Street employees, or what it meant
for them. In chapter 12, I consider this point, revisiting the protagonists of
my fieldwork at International Securities in 2015, Todd, Max, and Bob, seven
years after the crisis. By that time, Todd had left Wall Street, Max was closing
a hedge fund he had recently founded, and Bob was running a conservative
public-interest law firm. My meeting with Todd underscored the scarcity of
committed and competent top management on Wall Street. My conversations
with Max revealed his nostalgia for the investment banking partnerships of the
early 1980s, as well as the advantages of Bob’s management approach, which
sought to replicate elements of the partnerships. Finally, my meetings with Bob
spoke to the current debate on financial reform, alerting me to the presence of a
feedback loop that connects bank size, economic models, and moral disengage-
ment. In light of this loop, Bob advocated the breakup of Wall Street banks.

I conclude in chapter 13 by bringing together the emerging themes of the
book into an overarching framework. I consider integration, organizational
norms, judgment, moral disengagement, and the breakup of Wall Street banks.
I propose the concept of proximate control, a hands-on approach to manage-
ment that stands in contrast to what governmentality scholars such as Peter
Miller and Nikolas Rose have called government at a distance. Proximate con-
trol calls for better supervision of quantitative traders by resisting the tempta-
tion to evaluate those employees using models. It entails a combination of the
social and the technological, such as preserving face-to-face interaction on
the trading floor, the use of personal evaluation of quantitative results, or the
qualitative judgment of financial calculations.
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Precisely how I ended up conducting an ethnographic study of a Wall Street
trading floor was as much a matter of intellectual curiosity as of luck and hap-
penstance. I landed in New York City in 1998. I was twenty-seven years old.
I had completed a master’s degree in business economics in Barcelona, and I
had been admitted to a PhD program in Management at the Stern School of
Business in New York University (NYU). Because living near NYU in Green-
wich Village on a doctoral stipend was out of the question, I moved into an
inexpensive graduate student residence in Harlem and commuted daily to the
university. Every day, I took the number 1 subway train downtown, got off in
Greenwich Village, and walked along West 4 Street toward NYU, where I had
my own desk in a windowless room (the “bullpen”) with six other doctoral
students. Every day, as part of this commute, I caught sight of the Twin Towers.
They were actually far from NYU, at least twenty blocks away, but because of
their extraordinary size, they were clearly visible to me. They looked impres-
sive, a perfectly identical pair of rectangular plinths, standing tall against the
irregular skyline of Lower Manhattan.

I would regularly catch a second daily glimpse of the Towers on my way
back home. In the dark, they were even more striking than in broad daylight,
for some of the offices were lit up while others had gone dark. As in the black
and white photographs of Manhattan taken by Berenice Abbott in the 1930s,
the dotted pattern of lights hinted at the presence of life inside the buildings.
Some of the executives in them had gone home for the day, while others were
still working. But what, I wondered, were they doing? The image kept me
company as [ walked by the busy cafés and student bars of Greenwich Village
on my way back to the graduate residence, burdened by the weight of choos-
ing a dissertation topic.

20

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

FIRST IMPRESSIONS 21

Back in my residence in Harlem, I took to discussing the Towers with fel-
low graduate students. I mentioned the Towers to an MBA student who lived
on the same floor as I did, and he remarked that they also made him think
whenever he walked by. “Every lit office I see,” he explained, “is a network-
ing opportunity.” To me, by contrast, the Towers meant Wall Street. They
evoked the information processing function of markets, which I had come to
appreciate in my late-night readings of Friedrich Hayek during my previous
studies. As I imagined them, the Towers broadcast the prices of stocks and
bonds to the rest of the country, optimally guiding the movement of capital
from one company to another in reaction to, as Hayek wrote, “knowledge of
the circumstances.” If one thought of the American economy as a body, Wall
Street would be the brain, and the Towers, I concluded, were as close as one
could get to the actual embodiment of that financial brain.

It was difficult to live in New York City in 1998 and not think about Wall
Street. In September 1998, barely a month after I arrived in the city, a hedge
fund called Long-Term Capital Management collapsed in the wake of the
Russian debt default, losing $4.6 billion and forcing the Federal Reserve to
assemble a consortium of investors to rescue it. Before failing, the fund had
achieved prominence for its extraordinary returns, which were reputedly real-
ized through the use of mathematical models to trade stocks and bonds. Two
of the fund’s partners were academics economists and recipients of the Nobel
Prize in Economics. The failure of Long-Term Capital Management prompted
multiple warnings in the business press against the dangers of quantitative
finance. Wall Street also permeated the life of a doctoral student in Manage-
ment like me in other ways. As the Nasdaq rose to historic highs, for instance,
the business school at NYU where I studied installed a large, flat-screen televi-
sion next to the elevators, tuned to the financial news channel CNBC.

Two months into my doctoral studies, I was struck by a realization, almost
an epiphany. I was living in New York City, the financial capital of the world
(Londoners would of course disagree). If I was going to spend my next four
years writing a doctoral dissertation, it made little sense to write about the
laser industry, chemical plants, or car companies. It sad to be about financial
markets. My interest, however, did not lie in financial models. I had already
learned how to derive the Capital Asset Pricing Model in my previous studies.
I had also read the original papers on market efficiency written in the 1960s
by Eugene Fama, and I had marveled at the intellectual ambition exhibited by
Harry Markowitz in laying the foundations for financial economics. However,
those models could not satisfy my curiosity about the actual people on Wall
Street: the bankers, traders, dealers, brokers, and analysts. In fact, the little T
knew about actual Wall Street executives came from watching Hollywood films
and reading fiction. I had watched Oliver Stone’s Wall Street and was moved
by the drama of corporate takeovers. I had read Tom Wolfe’s The Bonfire of the
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Vanities and imagined the trading rooms of Wall Street to be overcrowded and
dominated by emotion and, as Wolfe wrote, full of “young men [ . .. ] sweating
early in the morning and shouting” (p. 58). None of these markedly human
traits, however, appeared to be captured by the financial models I had studied.

My goal, instead, was to understand what went on inside a Wall Street
bank. What were the practices, motivations, and strategies of the bankers
and traders inside them? Could I figuratively pry open the concrete-and-glass
walls of the Towers and take a peek inside? My curiosity, in many ways, was
no different from that of a tourist walking around Greenwich Village, gazing
up toward the skyline of Lower Manhattan and wondering, what’s inside? My
hope, too, was that by studying Wall Street in this manner I might be able to
tap into the social milieu that surrounded me: New York City and its hurried
inhabitants. I was supposed to be living in “the greatest city in the world,” but
beyond sitting next to fellow subway travelers and sharing the sights on the
street, [ had yet to gain access to the wonders and magic of the metropolis and
its people. I wanted, in other words, to connect, and I hoped that by studying
Wall Street I would be able to understand New York City.

My goal, finally, was not just voyeuristic. As I saw it, there was a remark-
able gap in the academic understanding of finance, and that gap concerned
the managerial and organizational aspect of Wall Street. I concluded this from
my own efforts to locate such perspective within the confines of the Stern
School. As someone who had just left the intellectual rigidities of an academic
discipline (in my case, Economics) I was keen to explore other fields and para-
digms during my time at NYU. I began by attending seminars in the Finance
Department, located one floor above Management. But as I ventured there, I
noted something unusual: only two academic perspectives were represented in
the study of financial markets. By contrast, my own Management Department
had faculty from three different disciplines. It had economists who studied
business strategy; sociologically informed organization theorists who studied
networks, structures, and institutions; and psychologists who studied indi-
vidual well-being, justice, or identity. All three groups shared the fourth floor
of the Kaufman building and battled each other in the weekly Management
research seminars. When I walked up one floor to the Finance Department,
however, only two academic perspectives were in evidence. There were ortho-
dox economists, who studied capital markets from the standpoint of rational
choice; and there were psychologically informed behavioral economists, who
explored the ways in which decision-making biases impacted financial markets.

In sum, there seemed to be one perspective missing from the study of
finance within the confines of the Stern School, namely, an organizational
approach. For instance, what effect did the presence of social networks on Wall
Street banks have on the prices of stocks? How did organizational structures
in investment banks influence trading? How did the culture and institutions
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of the trading floors shape the transactions that took place inside? Indeed, the
business school offered a course on this very topic, but in the form of evening
classes for part-time MBA students, titled “Managing Financial Businesses.”
I enrolled in this course as soon as I heard of its existence but was primarily
taught by clinical faculty and finance practitioners, with an exclusive emphasis
on practice and lacking a body of theory.

I resolved to fill that gap. The opportunity seemed both exhilarating and
daunting, a research gap wide enough to make a meaningful contribution,
though also wide enough to sink my future academic career. Successful doc-
toral dissertations, an older student had told me, typically asked a question
that was moderately difficult. Seen from that perspective my plan seemed like
an act of irresponsibility. Agitated, I arrived at my desk in the business school
and immediately wrote an email to a classmate from my undergraduate days
in Barcelona, who was completing a PhD in Economics in Boston. “Does this
make sense?” I asked after a long description of my plans. “Go right ahead,”
he replied. “This could be huge.”

Several months passed, and after a number of failed attempts, I eventu-
ally gained research access to the trading floor of International Securities.
The way in which this happened was again unexpected. Aware of the need
to better grasp the sociological dimension of markets, I decided to enroll in a
doctoral course on Economic Sociology. I found one at Columbia University,
and in September 1999 I took the subway uptown from NYU to Morningside
Heights, walked across the campus of Columbia University to Room 801 in the
brutalist-style building that housed Columbia’s School of International and
Public Affairs, and joined what proved to be the most influential course of my
doctoral studies, a PhD seminar taught by David Stark: Economic Sociology—
Sociology 8200. The highly charged intellectual atmosphere and tight com-
munity that emerged from that seminar equipped me not only with the ideas
that would guide my dissertation, but also with the key contact for my project.

I came across this contact by happenstance. While discussing my disserta-
tion plans before the start of a seminar, a fellow student offered to introduce
me to an ex-colleague who worked on Wall Street. The student, whom I will
refer to as Quinn, had been a banker in the 1980s, retired, and enrolled in
Columbia’s PhD program in Sociology. He explained that one of his former
colleagues had also retired but then returned to work on Wall Street to run a
derivatives trading floor, and might be willing to speak to me. His name was
Robert, or Bob (again, pseudonymous). Thrilled by the opportunity, I took
Quinn up on the offer and contacted the ex-colleague, requesting a meeting.
Bob replied to my message right away, and I made an appointment for a visit
to the bank where he worked.

In preparing for that first visit, I took stock of what I knew about organi-
zations on Wall Street. A year had elapsed since I had first decided to study
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an investment bank. I had been turned down by two already, and I had also
learned about the existence of a small but important sociological literature on
finance. Two sociologists were of special relevance to my project. The first was
Mitchel Abolafia. His research on bond traders seemed particularly applicable
to my project, in that the traders he studied worked in a trading room like the
one I was about to visit. Abolafia’s portrait of those traders presented them as
uniquely self-interested and opportunistic: “traders are dying to make money,”
one of them said to Abolafia. “That’s all they care about.”* Such reductionism
only added to my curiosity, for it implied that traders might have lost basic
human qualities such as sociability, compassion, or morality, their personali-
ties somehow altered by their bonuses. If the words of Abolafia’s trader were
accurate, visiting Bob’s trading room might reveal a strange alien tribe in a
skyscraper.

Research by a second sociologist of finance, Wayne Baker, provided me
with the preliminary hypotheses that guided my visit. Baker had analyzed
how social networks shaped prices on the floor of a securities exchange. A
trading pit, Baker found, was so noisy, uncertain, and open to such abuse that
pit traders limited themselves to buying and selling from known and trusted
traders. As a result, transactions were structured in small networks. When a
given crowd in the pit reached a certain size, trading broke down into two
separate networks, increasing price volatility. This was a remarkable finding,
because both common sense and economic theory suggested that the greater
the number of traders in a pit, the greater the liquidity, and the smoother the
price changes, that is, the lower the volatility. However, Baker showed that,
beyond a certain size, additional traders did not reduce price volatility but
actually increased it. As he wrote, “trading among actors exhibited distinct
social structural patterns that dramatically affected the direction and magni-
tude of [ ... ] price volatility.”

Baker’s study focused my attention on the patterns of oral information
exchange in trading rooms. In other words, shouting. When do traders shout?
Why? I prepared to examine these questions in my visit to Bob’s trading floor
by developing a 20-point questionnaire to explore the relationship between
oral communication in the trading room and the evolution of prices and traded
volume. For instance, I wondered: when the traded volume (that is, the total
number of shares bought and sold) increased, did the spoken volume (that is,
the sound intensity uttered by the traders) rise accordingly?

International Securities

On the date of my visit to International Securities, and armed with the afore-
mentioned questionnaire, I searched for some semblance of formal wear in
my sparse closet with the goal of looking inconspicuous on the floor. I put on
ajacket and a tie, and took the subway to Wall Street.
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The visit, however, did not go as planned. The offices of International Secu-
rities were located in an imposing corporate skyscraper in Lower Manhattan.
I entered the lobby, gave my name to a security guard, and continued to an
elevator. Once the elevator stopped on the relevant floor, the doors opened
up to a sign that read “Equities” and a corridor leading down to a glass door.
I'walked past the door and announced to the receptionist that I was coming
to see “Robert.” An executive assistant appeared and walked me down another
corridor to the trading room.

Assoon as we turned the corner, I had to pause for a second. In front of me
were row upon row of traders, each of them sitting in front of a multitude of
screens. The image was a powerful one, a visual display of smart people, hard
at work in front of scrolling text and up-to-the-second numbers. Yet nothing
in that trading room seemed to fit my preconceived notion of what the space
would be like. For one, the trading floor was not the overcrowded box that
Tom Wolfe had described; instead, the space featured tall ceilings, wide cor-
ridors, and a panoramic view of Manhattan. Of greater concern to me, the
traders were not shouting as Baker had described, but speaking to each other
atanormal volume, creating a quiet buzz. Furthermore, no one seemed overly
stressed; some traders were in fact reclined in their Aeron chairs, pointing and
clicking on their Bloomberg terminals, while others talked to one another in
the corridor, holding cups of Starbucks coffee and looking relaxed. Indeed,
and in contrast to the sartorial standards featured in Hollywood films, nobody
was wearing a tie. It was Friday, and the bank had recently adopted a “casual
Friday” dress code.

I then met the manager. Bob’s executive assistant took me to a desk in the
middle of the room where a man was sitting. “That’s Bob,” she said. The man,
once again, looked the opposite of what I imagined a Wall Street executive
to be: he was short, young-looking, and dressed in a casual shirt and cotton
chinos. Bob stood up to greet me: “I’'m honored that you dressed up for the
visit,” he said with a visible hint of irony, highlighting the conspicuousness
of the jacket and tie that I had put on for the purpose of looking discreet. He
suggested I call him Bob.

Aswe sat down to talk, it quickly became clear that the questionnaire I had
prepared was going to be of little help. I had intended to study the patterns
of shouting among the traders, but I could not hear a single shout. My only
option was to come clean: “my objective was to study information sharing,” I
explained to Bob, “and I had put together a set of questions for you. But nobody
is shouting, the trading room is not crowded, and no one seems stressed. So,
my actual question is, why don’t your traders act like in the movies?”

Bob smiled. The trading rooms I had in mind, he explained, did exist, but
they were typical of the 1980s. Things had changed with the arrival of infor-
mation technology such as the Bloomberg terminal. “Thanks to technology,”
he said, “you don’t need to hear from your neighbor on price action.” In the
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old times, before all the quotes were on screens, a trading room was a quick
and eflicient way to find out the price of securities. “If you were on the phone
with a client and he wanted to know the price of IBM, you stood up, shouted
the question at the IBM dealer and he shouted the price back. Nowadays, if
a trader started shouting about the price of a stock, the others would ask him
what’s the fuss and tell him to calm down.”

Why, then, did banks continue to use trading rooms? Bob agreed that the
question was worth asking. In fact, he added, trading rooms were expensive.
“Not because of the real estate,” he added, “but because of the changes that
have to be made to the building to accommodate the equipment.” The ceiling
and floor had to be adjusted to make space for the wiring, and the air-
conditioning had to be reinforced to cool the heat generated by the comput-
ers. Furthermore, the traders could trade from home. “For $1400 a month,”
Bob said, “you can have the machine at home,” referring to the Bloomberg
terminal, which could be installed at a private home with a high-speed con-
nection. “You can have the best information, access to all data at your disposal,
at home.” Bob still found that incredible. Yet, despite having this technology
at their disposal, banks were not sending traders to work from home. “The
tendency is precisely the reverse,” Bob said, “banks are building bigger and
bigger trading rooms.”

What, then, was the point of 4is trading room? “Understanding each other,”
Bob replied. “When I have something complicated to explain to someone else,
I hate to do it on the telephone, because I need to know if the other guy is get-
ting what I say.” Bob gave me the example of his own location on the floor. As
the manager of the entire unit, he had a glass-walled private office overlooking
the floor a few meters from where we were talking. But he preferred to sit in the
middle of the room. “The other role that the trading room plays is, it’s a social
place. You can overhear other people’s conversation. The market sometimes
doesn’t move. You get bored. You like to have contact with the other guys.”
Almost on cue, a trader came by and interrupted our conversation. He did not
come to tell Bob about an urgent problem, but rather to share a story that he
thought Bob “would really enjoy.” From the sound of it, his story seemed to
me more like gossip than work.

“For example, look at this,” Bob continued once the trader left, pointing to
the price of Apple Computer on the screen of his Bloomberg terminal. “The
price of Apple has just dropped. Is this interesting? No. Because anybody has
access to it. On the other hand,” he continued, “look at that,” displaying on the
screen the price chart of a small company with a sharp price decrease in the
middle of the day. “See this company? Its price fell because of a lawsuit. Now,
this is interesting because it is a very small company and one would not nor-
mally pay attention to it. If I know about it, I can tell this to the people who are
doing program trading, whose computer does not take this into consideration.”
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Beyond managing the traders’ attention, having all traders in the same
room facilitated collaboration across teams, or so-called desks. Bob gave the
following example: on July 9, 1999, the chemical company DuPont announced
its intention to “split off” one of its oil units, Conoco Inc. A company “split-
off” is a corporate sale, but a sale to its shareholders rather than to another
company. The legal terms of Conoco’s split created some uncertainty regarding
the shareholders’ reaction to it. DuPont shareholders were given the option
to exchange their shares for those in Conoco. However, the offer only applied
to US investors; for international shareholders, DuPont extended a cash offer
up to a maximum of eight million shares. Thus, while there was some usual
uncertainty associated with the deal (would it be completed, or called off?),
most of the uncertainty investors faced resulted from not knowing whether
shareholders would take DuPont stock or not. Some of these shareholders
were domestic, and some international; some were retail investors, and some
institutional. Any trader who understood how these dynamics would play out
ahead of time could make lucrative returns.

Bob’s traders were active in this trade and engaged in an unprecedented
degree of communication across desks. However, Bob added, talking proved
challenging. “Sharing and collaborating does not come naturally for these
guys,” he explained. “A trader is like an engineer type. Difficult when they
think they’re right. Abrasive. And not very social. Not socially adept.” In fact,
Bob added, “I can easily find you ten traders in the room who would be miser-
able at a cocktail party. Until you catch something that’s in their field, and then
they will express their opinion without concern for the others.”

Interestingly, the lack of communication across desks was partly rooted in
a cultural norm on Wall Street. Bob explained that back in the 1980s, and while
working at Premier Financial, “there were areas of the trading floor I would
never venture into. People I never, absolutely never, talked to. There was no
reason why I should go there, since we traded completely different things.”
This lack of interaction posed a real problem when collaboration was actually
needed. “Even if I just happened to want to go there, it felt strange. There were
these cold looks. Somebody would ask, ‘what do you want?’ in a defensive
tone. People did not like you to watch them trade.” In the absence of actively
promoted interactions across desks, Bob concluded, even the possibility of
knowledge-sharing disappeared. The outcome was the proverbial “silos” that
management theorists allude to when accounting for mistakes by corporate
bureaucracies. “My point s, territoriality is a big issue,” Bob concluded. “These
people are all very qualified, very competitive. They will accept working in a
desk with the people surrounding them. But they don’t like strangers.”

The Conoco trade was a success for Bob and the floor. To accomplish it,
Bob explained, “we had to pull together information from all the different
desks. Some were doing research on what the institutional investors were going

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

28 CHAPTER 2

to do. Others were contacting their clients. We had to meet and discuss all this
to make sense and get a coherent picture. And we had to do it quickly.” How-
ever, the trading room was not physically designed for extensive cross-desk
collaboration, and the traders kept literally running into each other. Frus-
trated, Bob ordered an architectural alteration. In a corner where there used to
be a traditional meeting room, four walls, a table, and chairs, Bob ordered the
removal of two of the walls, the desk, and the chairs, creating a corner-shaped
open space for quick meetings. “We put whiteboard all across the walls. Now,
people just walk in, scribble on the wall, and move on.” I was intrigued by this
space. “What exactly do people discuss?” I asked. “They walk others through
their trades,” Bob replied. The space was so new that the three wooden stools
that Bob had ordered had not yet arrived. But meetings were already taking
place, as many as three or four times a day.

My conversation with Bob then evolved into a discussion of his own role
within the trading room. “The job of the manager is to keep an eye on what is
going on in the room,” he said. “I have that office over there—you just saw it,”
pointing to the glass-walled office. “But I like this place better. Here I can geta
feel for how the market is doing. I have to know this, because the atmosphere
definitely influences the way traders trade. They know it does, but they don’t
know how. See there, for example?” He stood up and pointed to the group of
four men drinking coffee in the corridor that I had spotted earlier as I walked
in. “These guys are having a business meeting. How do I know? They are all
from the same team, they are with their boss, and they are talking to that other
guy who is from Equity Research. See those other ones? I can tell you, right
off, that is a social meeting.”

The idea of the atmosphere in the room influencing people’s trades was
intriguing, as well as the fact that Bob had built that influence into his job. How
did %e find out how the markets were doing? “I listen,” he explained. “I like to
hear a smooth sound, not very loud. I look for people having disagreements
on the phone. That is conflict, which is a bad sign.” Bob also paid attention to
body language. “It’s not deliberate, so it’s a good source for what’s happening.
But I don’t try to get too conscious of how I'm reading body language and
facial expressions. I just let it work its way to where it’s useful.” In addition to
listening, Bob saw himself as having a balancing effect on traders. “My role is
as a cooling rod. I walk the floor. I talk to people about non-substantial issues.
I try and find out who is stressed. We pile up all this,” Bob said, gesturing to
the entire room, “to get a reaction. And sometimes we need to manage that
reaction.”

“Another role of the manager,” Bob added, lowering his voice and adopt-
ing a more serious tone, “is to overrule the traders’ decisions, and order them
to close a position if they’re losing too much. This is a very sensitive issue.
If a position is losing money, it can always pick up, given enough time. The
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trader will always want to hold to his position for longer than the manager
wants him to, in the hope that it will pick up. But that can lead to huge losses.”
Mounting losses typically forced the bank to force traders to liquidate their
positions. “Other traders don’t like to see this, because liquidating abruptly
leads to losses, and they think, ‘this could happen to me.””

These situations created a complex relationship between Bob and the trad-
ers he managed. As Bob explained, in situations of continued losses, managers
and traders appeared to have opposing incentives. If losses are moderately
large, they will matter greatly to the trader, as they cut into his bonus, but not
to the bank in any significant way. If, by contrast, losses become very large, the
manager may lose his job over poor risk management, yet the impact would
be limited for the trader. Once the trader’s losses have wiped out the bonus,
additional losses might not matter as much. Traders and managers thus faced
a potential conflict, and Bob was mindful of that tension.

Grappling with the Quantitative Revolution

The hour that Bob had agreed to devote to our meeting soon elapsed, and my
time was up. I gathered my notes and thanked him for his time. The visit had
left me both exhausted and perplexed. I had walked into the trading room
hoping to see shouting, stress, and emotional intensity; instead, I had seen
hushed conversations, traders who behaved like engineers, and a thoughtful
manager who was keen on his traders getting along. Compared with Abolafia’s
traders, the peace and quiet in Bob’s trading room felt disappointing. Is this,
I asked myself as I was leaving, the real Wall Street? As 1 entered the elevator,
I made a mental note to look for another trading room, a more old-fashioned
and authentic one, or at least more similar to the ones Abolafia described. As
the elevator made its way down to the lobby, however, I realized that what I
had witnessed offered a real research opportunity. As the case of Long-Term
Capital Management had made clear, quantitative technology and economic
models were the new development shaping financial markets. The equity deriv-
atives floor at International Securities could, if I managed to gain continued
access, provide me with a unique window into that exclusive world.

The subway commute back to NYU barely took fifteen minutes. As I
returned to the PhD bullpen, I began to transcribe the fieldnotes that I had hur-
riedly jotted while Bob spoke. My fellow students, however, expressed great
curiosity about the visit. I shared with them what T had seen and heard, taking
care to preserve the anonymity of the bank. At some point in my recount-
ing, I realized that the entire bullpen had dropped what they were doing and
were standing around me, listening in silence. My fellow students were just
as fascinated as I was. International Securities, I concluded, would make for
a good dissertation topic.
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Later that day, as I finished transcribing my notes, I took stock of the sur-
prises and unexpected observations from my visit. These certainly included the
lack of shouting, which stood in sharp contrast to the frantic pits described by
Baker that largely preceded the rise of quantitative finance. Indeed, such was
the level of peace and quiet in Bob’s trading floor that my perplexity was now
turned on its head: did people really shout in the trading floors of the 1980s?

There was, I discovered, an existing study of the traditional trading rooms
before technology changed them. A team of London-based researchers, Chris-
tian Heath, Marina Jirotka, Paul Luff, and Jon Hindmarsh, had conducted
observations in a City dealing room during the early 1990s, and found that the
clustering of people and shouting of prices facilitated coordination.* Consider,
for instance, the tight seating arrangement of trading desks. The researchers
had found that trading required timely collaboration with other traders at
the desk, but that a trader could not always simply interrupt a fellow trader
if he was doing something else. However, sitting close together allowed each
trader to send and receive visual cues that invited or discouraged interruption.
A dealer that they observed, for instance, was once able to “time, with preci-
sion, an utterance which engenders collaboration, so that it coincides with a
colleague . . . swallowing a mouthful of lunch.”

Shouting was equally useful. Heath and his colleagues were at first struck
by the traders’ practice of yelling names and numbers while on the phone,
apparently without expecting an answer. This, the London researchers argued,
was the solution to a problem of knowledge-sharing: traders not only needed
to know about their own stocks, but also about some of the stocks that their
colleagues were trading. Precisely who needed to know about which stock
could never be easily anticipated. “Shouting aloud,” Heath and colleagues
wrote, “delivers the information in a way that does not necessarily demand
that anyone responds.” While this approach might seem relatively obtrusive,
“it is perhaps less obtrusive than actually informing specific recipients.”® A
traditional trading room, in other words, was a material setup, comprised of
desks, phones, monitors, and other artifacts, and designed to engender local
and peripheral collaboration, that is, collaboration within each desk and across
desks. In this regard, trading rooms were no different from other “control
rooms” used by air traffic controllers or at the London underground.

The above, however, described the state of trading rooms in the late 1980s
when Heath and his colleagues did their fieldwork, but by the late 1990s the
shouting had disappeared from International Securities. A sociologist of sci-
ence and technology, Karin Knorr Cetina, and her collaborator, Urs Bruegger,
had recently studied the process by which information technology replaced
the “peripheral collaboration” theorized by Heath and colleagues. In an ethno-
graphic study of foreign exchange trading in Zurich, they found that the intro-
duction of trading terminals had sharply reduced the frequency of face-to-face
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interaction among foreign exchange (“forex”) trades. These traders preferred
to interact with counterparts in other banks via text-based electronic con-
versations made possible by their trading terminals. The forex market, these
sociologists concluded, was thus best described as a “collective disembodied
system generated entirely in a symbolic space.”” Based on their observations,
Knorr Cetina and Bruegger concluded that electronic markets, that is, those
where prices and orders traveled through computer terminals rather than the
phone, had reduced the importance of physical proximity. The market was not
physically located in a place, but constituted by numbers, letters, and currency
symbols floating somewhere in cyberspace.®

The above was directly relevant to my own observations. The adoption of
trading terminals seemed to explain the relative quiet in Bob’s trading room,
but a puzzle still remained, for the terminals could not account for the col-
laboration across desks in the DuPont-Conoco trade. In making sense of Bob’s
emphasis on collaboration, my mind turned to the writings of Frank Knight, an
influential economist during the decades before World War II who was subse-
quently rediscovered by sociologists such as Harrison White.” Knight’s original
interest was to explain the extraordinary profits earned by entrepreneurs, and
he accounted for these by distinguishing between risk and uncertainty. In
situations of 7isk, all possible contingencies and their probabilities are known
in advance, and market actors can safely make calculated bets. The classic
example is the toss of a coin, in which there are only two possible contingen-
cies, heads or tails, and their probability is known (50 percent) unless the coin
has been manipulated. By contrast, in situations of uncertainty, the possible
contingencies and probabilities are not known in advance, and calculation is
therefore not possible.

Because of competitive pressure, Knight hypothesized, profitable economic
activity shifts from activities marked by risk to those marked by uncertainty.
Thatis why, Knight added, entrepreneurs are so richly rewarded: they confront
uncertainty, so their decisions are less easily replicated by competitors. The
same, I reasoned, could be said about the traders at International Securities.
Because profitable trading strategies are imitated and their returns competed
away, clearly defined trades (that is, situations of risk) do not remain profitable
for long. By contrast, high returns will accumulate among ill-defined trades,
that is, trades that are marked by uncertainty and are difficult to replicate. I
thought this pattern explained why Bob looked for complex and interdepen-
dent trades, like the DuPont-Conoco trade.

In sum, my observations in the trading room of International Securities
were partly consistent with the research by Heath and associates, as well as
that by Knorr Cetina and Bruegger. There was a need for collaboration, as
Heath and others had identified. However, this collaboration no longer took
the form of shouting due to information technology such as the Bloomberg
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terminal, as Knorr Cetina argued. At the same time, there was still one impor-
tant way in which International Securities differed from the existing literature:
unlike Knorr Cetina and Bruegger’s traders, who appeared to be so engrossed
in the black-and-white, text-only, world of their trading terminals so as to be
absent from the physical space of the trading room, Bob had described a pic-
ture of presence and collaboration within his trading room, and my observa-
tions of people speaking corroborated this. While the forex traders that Knorr
Cetina and Bruegger described appeared to be traveling through some form
of financial cyberspace, Bob’s trading room tried to recreate a sort of cocktail
party, with impromptu meetings and social congregation, made possible by
the shared physical space. Similarly, Knorr Cetina and Bruegger made little
mention of the role of managers, while Bob assumed a central role in his own
floor, at least according to his own account.

The importance of space for collaboration was aptly captured by the white-
board area in a corner of the floor. Bob’s emphasis on collaboration had led
him to create a customized space for it. In the whiteboard area, the lack of
the traditional office furniture such as chairs, a table, or for that matter, walls,
altered how meeting participants interacted with each other. Instead of engag-
ing in the elaborate corporate ritual that people identify as “a meeting,” the
traders appeared to simply show up to the whiteboard and discuss without
wasting time or engaging in formalities. In this sense, the whiteboard illustrated
how material objects could mediate social action: to reduce the time wasted
on symbol and ritual, Bob had simply removed the tangible accessories that
complemented the time waste. That the whiteboard might have an effect on
the traders’ behavior was not difficult to believe, because I had already seen
that Bob was willing to forgo status symbols—both a private office and formal
business attire.

Second Visit

I contacted Bob again in January 2000 and asked for another appointment.
I wanted to verify my first impressions, and specifically understand whether
informal relations were the key to his traders’ profits. To keep Bob interested in
my research, I'sent him a sanitized version of my fieldnotes, free from my own
speculations and references to obscure theories. The notes just summarized
what Bob himself had said and gave me an excuse to come for another visit.
That second visit also did not go quite as planned. I showed up on the
agreed day and hour, but Bob’s assistant explained that he was in a meeting
and could not see me. I left the building in disappointment. The following
day, however, I received an email from Bob, who apologized and suggested
we reschedule. “Join me for lunch,” he wrote. One week later I thus returned
to the bank, this time at lunchtime, and not quite sure of what to expect. Bob
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met me at his desk, and from there we took an elevator, going up two floors
above the trading room. We then walked further up through what seemed
to be the staircase of a duplex apartment, tastefully decorated in glass, steel,
and dark green granite. We arrived at a luminous space, outfitted in the style
of a luxury boat with echoes of Art Deco style. This was the bank’s executive
dining room. The place had very few tables, a panoramic view of Manhattan,
curved leather sofas, and Egyptian sphinxes carved into the furniture. A maitre
d’ welcomed us and ushered us to a reserved table. Sensing my bewilderment,
Bob explained: “my reward to you for keeping you waiting last week. I was
retired for two years, working from home, and these small luxuries are defi-
nitely something you miss.”

“I have thought a lot about your notes,” Bob continued once we sat down.
“When I read them, I realized it is not easy to see yourself in the mirror.” But
the theme of promoting collaboration had somehow struck a chord with him.
“I am doing more construction work,” Bob continued. “Did you see the area
just in front of the entrance?” I had indeed noticed that part of the trading
room was enclosed in translucent plastic. I vaguely recalled that there used to
be alounge area in there. “I am demolishing that. This would mean nothing if
I'were to use the space to put more people in it, but I am actually reducing the
number of people in the trading room.”

Bob’s objective, he explained, was to free up space to move the Technol-
ogy desk and Operations group closer together. One key function of Opera-
tions, Bob said, was to keep a record of which corporations the bank’s clients
had invested in. For instance, if a client defaulted on an interest payment,
Operations officials were expected to communicate this to the traders. But
such communication, Bob added, was fraught with social hazards: someone
from Operations would not typically have a graduate degree, much less an
MBA, as did some of the traders. Traders got upset when Operations officers
missed corporate actions, or when they relayed news that the traders disliked.
This often led to yelling, so traders and Operations officers tended not to get
along. Placing them physically closer, Bob thought, would improve the flow
of information. He even made the space in Operations look more similar to
that of the traders. The windows in the Operations area were initially blocked
by stacked computer manuals, empty boxes, and unused hardware. Bob had
them uncluttered. “This integration,” he said to me, visibly pleased, “you will
not find in the rest of Wall Street.” In bigger banks, the Operations department
was located on a different floor, even a different building. For the purpose of
communication, Bob said, once a team is on a different floor, “they might as
well be on a different planet.”*

The conversation turned to the corner meeting room that I had seen during
my previous visit, the “whiteboard.” Bob explained that he had been unsure
about how often the whiteboard would be used, as he had not seen it in other
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banks. Initially, he had felt he had to encourage his traders to use it, but since
my previous visit its use had increased. The dark wood stools had arrived, but
“now people complain to me because they cannot recline back, so what they
do is they drag their chairs over and use the stools as tables.”

Both the whiteboard and Bob’s decision to have additional construction
done appeared to confirm my initial impression: he placed a great emphasis
on collaboration. My attention had also been drawn to the idea of limiting
the number of traders on the floor, as this resembled Baker’s argument that
beyond a certain number, adding traders to a pit did not reduce volatility but
increased it instead. The implication was that a relational perspective, as used
by Baker, was key to understanding Bob’s trading room.

I began to explore this idea in the conversation with Bob, but my knowl-
edge of network theory had not prepared me for the exchange that followed.
“Have you read The Tipping Point?” he asked. Bob was referring to a book by
Malcolm Gladwell on critical mass phenomena, lucidly written for the general
public." T knew of the book but had not yet read it. I told Bob as much. “You
should,” he replied, in the tone one would use to recommend that someone
sign up for the gym. Bob went on to explain his interest in the book. In it,
Gladwell discussed the optimal size of an informal group, citing anthropologi-
cal research that put this size at 150 people. Above that number, trust suppos-
edly breaks down.

Where did Bob’s interest in the topic come from? “Before joining Interna-
tional Securities,” he said, “I invested in a dot-com company that was based on
the idea of networks,” he added. But whereas Gladwell was the inspiration that
Bob relied on for his decision to limit the size of his trading room, Bob had also
found a similar message from a very different source: the Mennonite communi-
ties that his ancestors belonged to. Mennonites, Bob explained, were similar to
the Amish, but unlike the Amish they did not reject technology. Doing research
on his ancestry, Bob found that the maximum size of a Mennonite community
was about 150 people. “Once the group grew above that size, they would split
into two,” as above a certain number the communal connection that drove
members to work for the common group started to weaken."?

Bob had even tested the idea of an optimal unit size in his trading room.
“We gave everybody alist of the people in the trading room and asked them to
mark who they spoke to at least once a day. We concluded that the maximum
size was more or less the same as the Mennonites, 150.” There was another
reason for having a limited size. For communication to work, Bob argued,
people have to be extremely comfortable with each other. “The key is to avoid
social awkwardness,” he explained. “Two traders are talking to each other. A
third needs a piece of information. He has to interrupt. ‘Can I interrupt? CanI
interrupt?’ The key there is the social cost of the interruption. There currently
are 170 people in the trading room, and I intend to reduce that a little.”
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Was the trading room, I asked, deriving additional returns from this unique
organization? Bob admitted that the question was relevant, but that it was
difficult to discuss rates of return without discussing the level of risk, as one
can always raise returns by increasing risk. One should compare the trading
room with hedge funds that incurred the same level of risk. Bob estimated
that hedge funds had a “market neutral” profitability between 15 percent and
25 percent. By market neutral he meant a level of risk commensurate with the
overall stock market. He felt “very comfortable” giving me a figure for Inter-
national Securities in the low end of this bracket. “But,” he added, “this has
management fees already discounted.” Hedge funds typically took a 2 percent
fee from the total volume of the assets they managed and a 30 percent fee from
the profits. The implication was that Bob’s trading room was doing better than
comparable hedge funds.

I expressed surprise, since the efficient markets hypothesis argued that
above-normal rates of return were not sustainable in the long term. “That
is ridiculous,” Bob replied, and recounted the well-known story of the two
economists walking down the street who see, but do not pick up, a $50 bill
on the ground, arguing that it could not possibly be there, because if it were
someone else would have already picked it up. “Finance is the same,” Bob
added. “Over the long term, prices reach an equilibrium, but it takes someone
making money through buying and selling for equilibrium prices to hold.” Bob
was also skeptical about mathematical models for risk management. “We do
have the models, and we do run the numbers. And many people ask us for
them, and we produce them. But I don’t go by them.” The reason is that these
models never incorporate future possible risk scenarios. “I trust my subcon-
scious to give me the risk.”®

Social Relations on the Trading Floor

Back in my cubicle at NYU, as I transcribed my notes from this second visit, I
reflected on what I had seen. The meeting had confirmed my first impressions
about the whiteboard area, and in fact Bob had escalated in his efforts to use
space to shape behavior, removing the lounge area that separated Operations
from the rest of the trading room. Bob’s approach seemed to be characterized
by an emphasis on informal interaction across organizational structures such
as desks, as well as by a commitment to egalitarianism that de-emphasized the
standard markers of corporate hierarchy. In this, Bob’s approach appeared to
fit within the renowned concept of “organic structure” developed in 1961 by
British researchers Tom Burns and Lawrence Stalker. These two noted that
companies in new and emerging industries faced rapidly changing market
conditions where a rigid division of labor, which the authors labeled “mecha-
nistic” structure, limited the organization’s ability to adapt to the environment.
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Instead, they added, innovative companies followed an “organic” approach,
with “fluid definitions of function and interactions that are equally lateral as
they are vertical.”** Organic structures, in other words, were non-hierarchical
and non-bureaucratic. The distinction between mechanistic and organic estab-
lished by Burns and Stalker proved influential and was the basis for more recent
organizational concepts such as the network organization, the boundaryless
organization, the flat organization, or the heterarchy.

That Bob’s traders were organized to encourage collaboration and reduce
status differences was surprising, in that it seemed to challenge Abolafia’s study
of bond traders in the 1980s. The traders that Abolafia interviewed openly
declared that making money was “all they care about,” and they engaged in
morally dubious, even illegal practices like submitting false bids to the auctions
of the US government’s Treasury bills. But despite the superficial disparity,
Bob’s practices were consistent with Abolafia’s ultimate argument, namely,
that the materialist focus he had observed in the traders was not the outcome
of anatural and inevitable psychological drive, but a cultural construction that
was influenced in their case by the absence of structural features promoting
restraint. Morally dubious practices, Abolafia argued, were one possible option
within a culturally defined menu. Bond traders were consciously embracing
opportunism because it advanced their objectives, but they might have cho-
sen a different course of action had it been in their strategic interest to do so.
Traders were not, in other words, immersed in their own culture to the point
of being blinded to it. Their professional affiliation or social sphere was not the
sole determinant of opportunism. Bob’s trading floor seemed to be an example
of precisely the alternative scenario that Abolafia hinted at: when faced with
the need to collaborate to make money, and surrounded by a material setup
that facilitated collaboration, Bob’s traders seemed able to overcome their
individualism.

A second surprise from my visit was the degree to which Bob relied on
academic research for his design of the trading room, and especially on social
anthropology and network theory. As soon as I left the trading floor, I pur-
chased Gladwell’s book and discovered that the idea that trust needs groups
0f 150 people at a maximum was first proposed in the 1990s by British anthro-
pologist Robin Dunbar. He found a correlation between primate brain size
and average social group size, and the figure of 150 people is now known as
“Dunbar’s number.” By using the average human brain size and extrapolating
from the results of primates, Dunbar proposed that humans can comfortably
maintain around 150 stable relationships.'® As important as the number itself
was the source that Bob had relied on, a book that popularized social science
research, much of it network theory.

Taken together, my two visits to the equities floor at International Secu-
rities left me with a sense of excitement and opportunity. I had realized my
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original goal: gaining access and catching a glimpse of the world that hid
behind the facade of the glass and steel skyscrapers in Lower Manhattan. An
opportunity now lay ahead of me, for grasping Bob’s trading floor might allow
me to contribute to an organizational understanding of financial markets, an
emerging literature with leading contributions from the likes of Baker, Abo-
lafia, Heath, or Knorr Cetina. As I examined the extant research on this topic,
I had concluded that my observations did not quite fit academic accounts of
shouting and stress, or of rampant materialism. The securities industry was in
the midst of an extraordinary transformation, the quantitative revolution, and
the arrival of trading terminals and economic models had altered the organiza-
tion of trading floors. Even then, the peculiarities of Bob’s trading room could
not be entirely attributed to technology, because while other trading floors had
made their trading terminals the new focus of attention, Bob was emphasiz-
ing collaboration on the floor, and altering its architecture to achieve it. The
emerging story was not one of technology trumping social relations, but one
where technology was redefining the nature and function of those relations.
The task ahead for me would be to establish how.
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Trading Robots and Social Cues

My first two visits to the equities floor of International Securities had satisfied
my initial curiosity about Wall Street. Once inside, however, what I saw defied
my expectations: the manager promoted collaboration across desks, and the
traders no longer shouted prices at each other. The introduction of trading
terminals and economics models, I learned, was altering the function of social
relations on trading floors, but the precise way in which it did was far from
clear. Indeed, I had understood from my two previous visits that the traders
were engaged in arbitrage, that is, exploiting mispricings across markets, but
the connection between arbitrage and economic models was also unclear to
me. Understanding this point was critical, for it concerned the relationship
between quantitative technology and social dynamics on the floor.

In search of an answer, I asked Bob for permission to observe one of his
quantitative traders at work, ideally one that used models for his trading strat-
egy. Bob suggested that I speak to Todd, a “statistical arbitrage” trader who
specialized in the use of probabilistic models. His was the most technology-
based strategy on the floor, Bob noted, and watching him would allow me
to understand how traders combined computers and knowledge from other
desks to establish equivalencies among securities. He then introduced me to
Todd via email.

Todd

“T have a coin that comes up heads 55 percent of the time,” said Todd in our
first meeting. “The point is to flip it a lot.” Todd agreed to let me watch him
trade. I pulled up a chair next to him and took quick notes while he explained
what he was doing. A thin and understated man, Todd was my introduction to

38
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the world of quants, or quantitative analysts, a specialized type of trader that
applied mathematical and statistical methods to trading. Todd’s career illus-
trated the confluence of science and finance that defined quants: he graduated
in the late 1970s from an Ivy League university with an undergraduate degree
in Operations Research, and then studied for a master’s degree in Finance. His
firstjob was at a large Wall Street bank, where he traded bonds using economic
models in a pioneering and secretive group located at the bank’s information
technology division. This team was culturally as well as physically separated
from the main trading floor. Todd’s manager was an astrophysicist. The rates of
return were legendary. After a few years, Todd moved to another bank, where
he used models to price bonds before there was readily available commercial
software to do it. The bank experienced legal troubles in the late 1980s, and
Todd moved to International Securities.

I asked Todd about the nature of his trades. His strategy, Todd said, was
arbitrage. “You start with a view of a misprice. This is often a relative mis-
price, of some assets with respect to others, and it involves some assumption
that two securities are similar in some way. In order to get at that similarity,
you use replication arguments.” Arbitrage, in other words, was about relative
rather than absolute prices: Todd did not make any claim about the future
price of a stock, but about its relationship with some other security. Arbitrage
was thus a more qualified form of claim than a directional bet. The arbitrage
trader typically buys one security and sells another one, so that the trader is
not exposed to changes in the absolute value. In addition, Todd’s bets were
based on a “replication” argument: he related one security to another by find-
ing ways to recreate the cash flow provided by the first one with a modified
version of the second one, and that replication entailed the use of economic
models. Replication, in other words, was not about intuition but logic, and it
was open to empirical testing.

Todd explained that he specialized in statistical arbitrage. This strategy
was based on the premise that stock prices behaved according to statistical
regularities. To exploit these regularities, Todd executed 8,000 trades per day
with computer programs. Specifically, he used three “robots”—two developed
by him and one by “outside advisors.”* Among those he developed, one was
based on the notion of statistical “mean-reversion” in prices. “The principle
of the model,” he explained, was that “if something goes down enough, it will
go back up.” On that morning, for example, Todd’s book began the day with
a short position on Lexmark Inc., the printer company. The stock opened at
avery low price, however, so the mean-reversion robot “decided” that it was
under-priced and put in an order for 2,000 shares, that is, bet that the price
would increase. Then, as the price began to increase, the robot put in an order
to short 5,000 shares, that is, bet that its price would decrease. Todd thus made
money on the way up and on the way down. Furthermore, when the robot
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bought Lexmark, it simultaneously sold HP, not because it was unattractive,
but because HP also sold printers and it provided a way to hedge the expo-
sure to Lexmark. The second robot developed by Todd was “earnings-driven.”
Instead of predicting the convergence of stock prices to their historical aver-
age, it assumed that prices would react to changes in company earnings. That
morning, Todd’s robot was shorting shares in a gas company whose stock price
was already very low, something the first robot would never do, because the
company’s earnings were even lower.

One striking aspect of Todd’s approach to trading was his aversion to
judgment. To avoid making judgment calls, he relied on a number of rules
he had developed over the years. These related, for instance, to the type of
information source he could use. “Rumors on CNBC, should I listen to them?”
he asked rhetorically about this financial television channel. “I often need to
find out when a stock is going to go through exceptional circumstances, like
a takeover or a restructuring. In principle, it would be useful to anticipate
what is going to happen. But there are ten rumors for every takeover. So, I just
turn off the volume.” And as he said this, he manually turned off the volume
in the individual speaker on his desk. “There is an additional problem with
rumors. You never know how they’re going to be interpreted. Take Motorola,
the big news today. They’ve done worse than expected. But the stock went
up. Why? Because all tech stocks went up, apparently because some trader
at Salomon decided that tech’s so low that we should buy anyway.” As Todd
saw it, the market was unpredictable and it was better to not try to anticipate
it by pursuing rumors.

Todd had also developed a rule for deciding what information to take into
account. “What I do is, I read the second column on the cover of the Wall
Street Journal.” This column provided readers with a brief summary of daily
business news, and Todd believed one could safely assume that anybody in
business knew what was written in it. The larger point, Todd added, was the
value of consistency. “The more that I can articulate simple rules for myself,
the more I can be consistent in my own interpretation of events. If I start to
interpret events freely, 'm using a 50 percent coin to go against a 55 percent
one.” Indeed, Todd was not only committed to the elimination of bias, but
positively proud of his automated system. At regular intervals, he would look
away from the conversation, point to the computer and say, “here! Another
‘look ma, no hands!” trade,” in reference to an automated trade his computer
had executed.

Aswe spoke, Todd’s telephone suddenly rang. Someone from Risk Manage-
ment was calling to ask Todd about his results for the day. “I'm up $300,000,”
he said, after writing something on the workstation and punching a few keys
on his HP financial calculator. In a corner of the screen, a number refreshed
instantaneously, giving the results for the month. As of April 11, Todd had
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made $1,024,000 for the bank. However, the figure (expressed in thousands)
went up and down every second: $1,030, then $1,015, then $1,020 . . . and so
on. “In a month of losses, it is very difficult to deal with this figure and watch it
grow more and more negative.” He added: “this was a good year. I have made
6 cents per share traded. But in a bad year I will make 4 or 3 cents. Last year I
had positive results for 11 months.”

Todd devoted most of his time to monitoring the algorithm that bought
and sold securities. “The key is to manage the flow,” he explained. His trad-
ing setup reflected this emphasis on flow. He had three screens in front of
him; two corresponded to two different Unix workstations and the third was
a Bloomberg terminal. The first workstation provided real-time information
about his trades. Across the top there was a slash sign that rotated and moved
from side to side: a “pulse meter” to gauge the speed at which information on
prices is arriving to him; the slash stopped moving when prices stopped arriv-
ing. “It is very important to realize when this happens,” Todd said, “because
the robot was not programmed to take this into account, and would take stale
prices for fresh ones, leading to losses.” Todd’s reference to the robot was to
his trading algorithm.

There were several more indicators on Todd’s screen. The right corner of
the second Unix workstation showed five colored squares; each of them was a
version of a traffic light, signaling how quickly orders were getting through to
the servers of the New York Stock Exchange or its electronic competitors. If
the squares were green, everything was fine. If they were yellow, the network
was congested, and the trades would get through slowly. If they were red,
the servers were clogged. Todd also had a large display of an analog clock on
his computer, synchronized every day to the Atomic Clock, and two “CPU-
meters” that measured how busy the database was that dealt with the order
flow at International Securities. When it was busy for long periods of time,
orders took longer to execute. Other windows that Todd kept open throughout
the day included a screen with a limit order book in Nasdaq stocks, an email
screen, and a Unix-programming screen.

“Electronic execution has changed the appearance of the trading room,”
said Todd, confirming what Bob had told me. “As you can see, the place is
fairly quiet.” The flip side to automation, he added, was that when there were
problems with the system, losses were much larger. Situations became more
difficult, “and you scream at the programmers.” The move to quantitative tools
had also created execution challenges. One of these related to the price feed
coming from electronic exchanges like Island and Archipelago: although these
exchanges were already prevalent by the time of my meeting with Todd, they
were nevertheless a recent development. “We use them to supplement the
traditional Nasdaq market makers, but they do funny things. Sometimes they
reject orders that we send them, and they don’t send us a message back. So,
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FIGURE 3.1. Effect of delay on a trading strategy.

we think the order went through, but it has not.” This could create large losses
amidst falling prices.

More generally, Todd’s strategy created a great need for timeliness. “When
you’re buying some stock, the only reason you’re doing it is that, at the same
time, something else has another price.” In other words, because arbitrage
entailed connecting two markets, it required transactions to be synchronized.
“What happens,” I asked, “if there is a mismatch in the order flows?” This
could be very problematic. “Three years ago, on a day of high volatility and
a rising index, a rival bank got delayed information because of problems in
the Reuters server.” In a rallying market, traders at the rival bank consistently
saw the index below its real level, so what seemed to them cheap was in fact
expensive (see figure 3.1). “We, on the other hand, were getting timely data.
While they were buying, we were selling. Traders here were writing tickets
[i.e., trading] until their fingers started bleeding.” Todd made $2 million in an
hour until the competitors realized what was happening.

To avoid problems such as these, Todd combined the information com-
ing from his system with social cues from other desks. His desk was located
between the merger arbitrage and the technology desk. The latter was in
charge of the IT systems, so Todd could overhear what its officials told other
traders through their microphones. This gave him a sense of how well the
computer systems were running. “When you hear screams of agony around
you, it indicates that perhaps it is not a good time to trade.” As if to illustrate
the possibilities for multitasking, Todd’s screen suddenly required his atten-
tion. I paused to let him deal with the developments, but he told me I could
continue talking. “Here, you learn to do more than one thing at a time. In
principle,” he continued, “I would focus exclusively on execution. Speed of
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order flow, etc. But I can’t ignore the general situation in the market. Execution
problems coincide with a high volume of trading.” The programmer’s screams
were not the only social cue. Todd obtained a sense of the market environment
through the Bloomberg terminal, but he also listened to the futures desk. “If
all our systems worked perfectly, I would not need to talk to any programmer.”
However, it was the nature of the system that it was never at an optimal stage.

Todd’s account thus pointed to a paradox. He was keen on avoiding bias,
but communication with other desks was critical, even to a quant like himself.
Could he, I asked, possibly trade from outside the room? “I would need a
squawk box to communicate to the programmers”—that is, an intercom sys-
tem. “A phone would definitely not do, since sometimes they would be busy
and I would not be able to get their attention. Physically, I can go there and
grab the guy.” Did he use the whiteboard on the corner? He traded alone, he
said, so he did not. “I can have a meeting with myself in the men’s room.” I
paused for a second, trying to process the unusual joke. “Occasionally, I have
to walk to the back office when things are not well. Like, in my last day of last
year—when they count your results—they made a clerical mistake in counting
one of my trades, and it had to be resolved. It was on the one day that counted.”

Another reason for communicating with other desks was the need to
properly handle losing trades. “The secret in arbitrage,” Todd explained, “is
to make money from a narrow spread [i.e., margin] for a long time. The prob-
lem comes with large losses, which can wipe out your gains.” Risk Manage-
ment was located one floor below and was tasked with ensuring that traders
kept to their strategies and cut their losses. For instance, he added, “I am not
supposed to trade in crude oil futures,” Todd explained. “If one of the guys
in Risk Management found out I did, he’d probably call and ask, ‘what, you
woke up today, you were bored, and decided to speculate?”” However, the
meaning of losses was not as clear-cut as it might seem, because an early loss
could be the first stage of a lucrative trade. “Often, I find myself in the middle
of a four standard-deviation event, like obtaining ten tails in a row with my
55%-heads coin. This can happen,” Todd said. A four standard-deviation event
was Todd’s way to describe a statistical anomaly. If Todd’s model was correct,
any such event would only happen once every forty-three years. But unlike a
coin toss, where the probabilities remain constant with every toss, the odds
that Todd confronted could vary if the underlying situation had changed. “You
don’t know whether things have changed fundamentally or not, and you have
to decide what to do. Shall I keep the position, increase it, or reduce it? If the
stock’s properties have not changed, I’ll make extraordinary profits and make
up for the losses, but if 'm wrong then losses pile up.”

I asked for an example. “Summer of 1998,” he answered. At the time, lack
of liquidity caused by losses in the bond markets forced hedge funds such as
Long-Term Capital Management to close other perfectly reasonable positions,
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leading to bizarre and inexplicable price patterns. “In these cases, I will have
an informal conversation with Bob, and he will persuade me to reduce the
position. Well, I could also persuade him of my view, but it is not like a ‘one
man, one vote’ situation,” he conceded with a smile. Extreme events such as
these also called for informal conversations with the rest of the trading room.
Forinstance, “sometimes I become an accidental merger arbitrageur,” he said,
in reference to the merger arbitrage desk near him, which bet on companies
undergoing acquisitions. “I will have a position in a stock, and the company is
taken over.” This created a complication, because stocks undergoing mergers
were unsuitable to his strategy, as merger likelihood dominated every other
movement reason for price movement. “Then the question is, shall I liquidate
my position right away, or hold it for a while? It no longer is my trade, and it
is useful to have casual conversation with the merger arbitrage team. It is no
big deal to walk over and ask them for help.”

Exceptional situations like the ones just described happened with surpris-
ing frequency for Todd. They also happened when there was an important
change in the “microstructure” of the market, that is, in the details of how
trades occurred in stock exchanges. At the time of our conversation, the Nas-
daq had recently adopted “decimalization,” that is, trading in decimal price
increments rather than fractions of one-sixteenth of a dollar. Decimalization
had reduced the minimum spread between the bid and ask prices but also
the level of liquidity at each price level. This had put great pressure on Todd’s
returns. An even more unusual situation took place during the peak of the dot-
com bubble, which had only recently begun to burst then. “I have utterly no
sympathy for day traders, because they caused me grief. For three months, I
made no profits,” Todd explained. “It paid to buy the most over-valued stocks.
Then, for the rest of the year while these guys were getting killed, I went back
into profits.”

Todd’s antipathy for day traders was not exclusively caused by losses. “I
think day traders are very exposed to their own emotions.” The type of emo-
tional interferences that they suffered were the key weakness of the gambler.
“A gambler will either re-interpret the same information differently as the game
evolves, or will alter his degree of risk-taking.” Todd’s trading algorithm, by
contrast, creates the discipline to stick to strategies. “Also, day traders fall prey
to superstition. My favorite article in behaviorist psychology is by Skinner,
titled ‘Superstition in the Pigeon.”
be made “superstitious,” that is, made to believe in false cause-effect relation-
ships, by giving them food or electric shocks. One of Skinner’s pigeons took
to turning around in the cage two or three times between being fed, not just
in any direction, but counterclockwise, because it associated that behavior
with getting food. Like pigeons, Todd thought, day traders attempted to see

Skinner shows how hungry pigeons can
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regularities in the random patterns of stock price movements and ended up
developing spurious beliefs.

My last question centered on arbitrage. Aside from profits, what were the
societal benefits of his work? Arbitrageurs like him, Todd explained, act “like
shepherd dogs” toward stock prices. That is, if an index security should truly
be worth the same as the basket of the underlying stocks, then a disparity
in price between the two was an incorrect signal that would lead to capital
being misallocated. “By enforcing the relationships between assets, we keep
prices in line.” Nevertheless, he admitted, arbitrage also had the potential to
be destabilizing. Since competition pushed down profitability, arbitrage had
gradually deviated from its less risky forms.

Arbitrage, Technology, and Social Interaction

Following my meeting with Todd, and as I typed my fieldnotes, I reflected on
what I had seen and heard. I was relieved to have finally understood the role
of economic models in arbitrage, at least in the contemporary version that I
had just witnessed. The finance literature on arbitrage drew a clear distinction
between classic and modern arbitrage. Classic arbitrage was a riskless activity
that entailed exploiting mispricings in markets for the same security. To use
the textbook example, if the price of a gold bar is 95 cents in New York, and
one dollar in London, an arbitrageur could profit by simultaneously buying
gold in the United States and selling it in the United Kingdom (assuming no
transportation costs). Of course, opportunities like this do not last, as arbitrage
alters supply and demand, thereby eliminating the very price differences that
make it profitable. In the gold example, as arbitrageurs exploit the five-cent
price disparity by shipping gold from New York to London, gold prices in the
two cities would converge, eliminating the margin.

Given the above, contemporary arbitrageurs like Todd engaged in modern,
or risky, arbitrage. This entails the exploitation of mispricings across mar-
kets for different securities. Modern arbitrage had entered the public debate
following the numerous analyses of Long-Term Capital Management two
years earlier. “Using extensive statistical databases and theoretical reason-
ing,” MacKenzie wrote in the London Review of Books, Long-Term Capital
Management “identified pairs of financial assets the prices of which ought
to have been closely related, which should over the long run converge, but
which for contingent reasons had diverged [ . . . ] The fund would then buy
the underpriced, less popular asset, and borrow and sell the overpriced, more
popular one.”” Modern arbitrage, in other words, was about locating pairs of
securities that were different but closely related, understanding the precise,
mathematical way in which they were connected, and betting that over the
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long term this relationship would hold, leading to a convergence in prices. The
classic example was the 30-year US Treasury bond and the 30-and-a-half-year
Treasury bond. In the short term, one was more liquid and therefore valuable
than the other, but this difference disappeared with time, and traders could
exploit that convergence.

Todd’s approach to arbitrage, statistical arbitrage, differed from the Trea-
sury bond example in that it was centered around the use of a computer
program, or “robot,” to trade shares. Todd was like a bird watcher, or a train
spotter: he sat in front of his computer for most of the day and observed with
anticipation as his algorithm executed individual trades, following its actions
with paternal pride. My observation lent partial confirmation to Knorr Cetina
and Bruegger’s thesis on electronic markets, namely, that trading terminals
held an irresistible allure for the traders’ attention that displaced social inter-
action on the floor. Like the forex traders described by Knorr Cetina and
Bruegger, Todd spent a substantial amount of his time relating to his screen
rather than interacting with colleagues in the room or other traders on the
phone.?

My observations, however, ultimately pointed to a different dynamic,
namely, that networks and quantitative technology complemented each other.
Information technology and economic theory had certainly brought to Wall
Street new people, new practices, and new tools. However, these novelties
had not eroded the value of sociability, but merely altered the way in which
social relations and communication could prove valuable. Before quantitative
finance, social interactions helped traders answer questions such as, “what is
the price of IBM?” After the terminals arrived, the questions traders answered
were about the state of the technical infrastructure (is the server clogged?), or
about the statistical properties of the stocks (is this company being acquired?).

Such complementarity had not yet been adequately theorized. While
existing accounts of modern arbitrage gave the impression that arbitrage was
fundamentally about the use of mathematical techniques in selecting which
securities to connect, Todd’s case suggested that the creative work of connect-
ing markets was not the primary focus, and that statistical arbitrage traders had
responded instead to competition with a race for speed, using automation to
be ahead of their rivals. Furthermore, this use of algorithms or “robots” posed
its own problems, for Todd’s systems could be down, receive slow price feeds,
or be experiencing clogged servers or unresponsive stock exchanges. Even if
the algorithms worked well, a stock could stop behaving as Todd’s models
expected it to because of a merger, a financial bubble, or an operational change
at the NYSE, as occurrences such as these altered a stock’s statistical proper-
ties. Addressing such essential questions (e.g., is this stock what I thought it
was?) on a daily basis, rather than establishing whether two securities were
mathematically related in the first place, was Todd’s major challenge. In sum,
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while existing accounts of modern arbitrage presented the activity as a cre-
ative task of drawing connections across seemingly disparate securities through
mathematical replication, Todd’s work seemed to center on the different task
of operational effectiveness, such as ensuring that his equipment did not let
him down or that working assumptions remained valid.

This more prosaic understanding of statistical arbitrage had one important
advantage. It explained the way in which Todd managed to combine his theo-
retical knowledge of economic models with the tacit knowledge of the market
collectively held in the trading room. Equipment malfunction might, in the
extreme, not be detected through the equipment, so Todd relied instead on
social cues from the IT desk. A change in the statistical properties of a stock
might be impossible to statistically identify precisely as it happened, for sta-
tistics need cumulative observations to establish inflection points. However,
Todd could rely on the advice from the merger arbitrage desk. In these situ-
ations, Bob’s encouragement of communication across desks proved helpful.
My observation of Todd’s work thus accounted for the question that motivated
my visit to his desk in the first place: how did tools and social relations come
together? Quantitative tools and social cues, I found, were complementary
because of competition among arbitrageurs, which had led to a form of speed
arms race that restored the very uncertainty that the models were originally
supposed to eliminate.

Another remarkable observation emerged from my visit, and it concerned
Todd himself and the nature of Wall Street’s quants. Several accounts of Long-
Term Capital Management had described quants as stereotypical geeks: math-
ematically gifted but socially detached and introverted. Todd certainly fit this
description, but his self-awareness and reflexivity were nowhere to be seen
in existing accounts. The quants I read about seemed to be warped by their
own scientism and beset by a degree of social awkwardness that rendered
them incapable of recognizing even the most obvious market departures from
economic rationality. This was why, for instance, Nicholas Dunbar’s and Roger
Lowenstein’s accounts of Long-Term Capital Management’s demise blamed
the fund’s failure on its traders’ blind faith in economic models.* By contrast,
Todd was reflexive and self-critical. He was acutely aware of his own cognitive
limits and mindful of the dangers of his own biases; hence his resistance to
any decision that departed from his own rules. Indeed, Todd’s reflexiveness
went beyond self-awareness to the point of drawing on the academic literature
on psychology and behavioral economics. Just as the anthropology of Robin
Dunbar (not to be confused with journalist Nicholas Dunbar) had made its
way to a socially skilled executive like Bob, Todd was well versed in academic
theories that played to his own mathematical strengths.

There was, however, a paradox in Todd’s interest in behavioral finance.
Despite his awareness of how individual judgments often proved inconsistent,
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the persistence of uncertainty in Todd’s computerized strategy meant he could
not avoid intervening in his algorithm, for sometimes the computer could not
be trusted, and stocks had to be removed from his trading book. Todd con-
fronted this irreducible uncertainty through the use of rules, asin “when I hear
cries from the IT desk, I halt the algorithm” or “I only consider news on the
second column of the Wall Street Journal.” Such rules were reminiscent of the
“satisficing” rules of thumb that were posited by early behavioral economists
such as Herbert Simon, and that were seen as a remedy against cognitive con-
straints. However, while Simon’s rules were presented as an outcome of mental
limits and a driver of suboptimal choices, Todd’s rules were a product of his
own concern about bias. In other words, whereas the use of rules of thumb
has traditionally been regarded as a departure from rationality, Todd’s reliance
rules were an attempt to bring common sense into decision-making and doing
so in a world that was changing and technologically mediated, and that for
those reasons it escaped simple definitions of what “acting rationally” meant.

Motivation on Wall Street

Days after my conversation with Todd, I requested a meeting with Bob. I
wanted to discuss with him my emerging impressions of the trading room and,
more important, ask him for additional introductions. Bob agreed to meet, and
once we did, we started talking about my meeting with Todd. As it turned out,
Todd was one of four statistical arbitrage traders in the trading room. “Stat
arb one” was Todd, who had developed an algorithm a long time ago, and had
“rented” two more. (The fact that one could rent an algorithm was news to me,
but I learned that it was possible with only some additional complexity: “you
share the earnings with the company that built it.”) Stat arb two was a Russian
mathematician. “If you met him, you’d agree that the line between genius and
insanity is unclear,” Bob added. Stat arb three was a mathematician from Hong
Kong. “He comes back to work at night to pore over the data because he enjoys
it.” Stat arb four was a Taiwanese mathematician, but his algorithm was “more
corporate, in the sense that it was developed in-house.”

I then sought confirmation of the general points Todd had made, taking
care to avoid any allusion to anything personal or controversial that he might
have told me. Did overhearing traders at the merger desk really help establish
whether a stock was undergoing a merger? Bob agreed with my question and
added another reason to the one that Todd gave: the price of a company being
merged may not settle immediately after the announcement but experience
ups and downs instead. In that situation, “the traders at the merger desk can
tell you, ‘you’ll be able to sell back, no problem.”

I then brought up technology. Given that speeding up trading can acceler-
ate profits as well as losses, did the bank have any position limits or stop-loss
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arrangements for its algorithmic traders? “Not at International Securities,”
he answered. It was true, Bob added, that mistakes were sometimes made in
statistical arbitrage; for example, a trader at Lehman Brothers had recently
lost $6 million when he made a “fat finger” mistake, adding a zero to his buy
order. However, Bob rejected the use of position limits, for they could poten-
tially cut the trader off just at the wrong moment. They also signaled a lack of
trust. “If you’re watching, people know you’re watching. ‘T know you don’t
steal but I'm just going to take a look . .. But the trader will say, ‘bullshit,
you’re lying to me.””

We then returned to the problem of encouraging collaboration across
desks. The traders on Bob’s floor, even quants like Todd, benefited from com-
munication across desks. However, collaboration created a tension when it
came to compensation. The room was formally divided into desks, and traders
were paid a fixed percentage of the profits generated by their desk; for instance,
a trader might receive 5 percent of the profits of his desk. This was a number
agreed upon in advance of the financial year. It was also standard practice at
the hedge funds where Bob’s traders could find alternative employment so,
Bob said, he did not really have the choice of not adhering to it. However,
while this compensation scheme facilitated communication within desks, it
made cooperation across desks more difficult, because a trader’s bonus did
notincrease when a trader in another desk made a profit because of his advice.

I replied with the inevitable question: “how about paying traders to talk
across desks?” Many corporations, I knew, followed this approach. General
Electric, for one, used a matrix with two separate dimensions to decide on pay,
economic performance, and cultural fit. Bob dismissed the idea out of hand, for
two reasons. First, the size of the bonuses he was paying posed problems for
tying compensation to collaboration. “I pay $8 million, $15 million bonuses,”
he said. How do you motivate a guy that just received an $8 million bonus? Do
you say, here’s $40,000 for collaborating? If you’re a nice guy, you say ‘thank
you.” But most people would just give it back and say, ‘get out of my face.””
Furthermore, some of the traders Bob hired were already wealthy, especially
as he hired numerous midcareer traders. In conclusion, Bob said, “I cannot
pay them to be friendly. They were not hired to be friendly.”

There was a larger problem with paying traders to collaborate. It required
a subjective assessment of how collaborative they had been, which in turn,
Bob added, posed concerns about how that assessment was determined. In
other units of International Securities, and in most other Wall Street banks,
individual bonuses were determined by a compensation committee, which
relied on subjective measures. However, Bob argued that this led to conflict
because it involved assessing the value of the contributions of others. “If the
boss does not give a trader the same as others, he can say ‘you did a good job,
but weren’t very cooperative. You get four hundred thousand.” And the trader
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will go, ‘Theard Joe at a party, he got five hundred thousand. What, don’t you
like me?’”

The problem was not simply one of fairness. “Say you give the trader what
he wants,” Bob added. “What is he going to say? ‘Thank you for seeing my
value?” What a subordinate status! It gives the traders an opportunity to com-
plain about other things they are frustrated with in life. And that is the heart
and soul of what Wall Street is all about.” Bob, in other words, was not only
sensitive to the problem of unfair outcomes but also unfair processes such as
having one’s collaboration with others appraised by one’s supervisor. Bob’s
point, and in particular his generalization to Wall Street at large, was surprising
to me, for while I had imagined Wall Street to be chiefly about money, Bob’s
policy suggested that perceptions of justice or injustice were key. To the outside
world, Wall Street traders led a life of privilege and wealth; from the inside,
many experienced their outsized bonuses as insufficient and unfair.

By contrast, the peculiar bonus arrangement at Bob’s floor seemed to avoid
those difficulties. “At the end of the year, you don’t have to come to me,” Bob
said, “you go to the accountant and find out the profits at the desk,” imply-
ing that because the bonus was an arithmetic percentage of the total profits,
it could be objectively measured. Or, as he put it, “you don’t have to kiss my
feet.” Furthermore, if a trader tried to renegotiate the agreed percentage at
year-end, Bob would refuse to budge. “The social system we built is a zero
complain environment.” Once again, I was intrigued by Bob’s insistence that
fairness, and not only the total size of the material gain, was a driver of trader
motivation. I insisted: was money really not the chief, if not sole, goal of your
traders? “Here’s a paradox,” Bob replied, smiling. “Say someone lost money
and is due no bonus, but you give them forty thousand. What happens? He’s
insulted. He quits. So, sometimes, if the guy wasn’t rich and needed to pay the
mortgage, I made up an excuse [to pay him a bonus]. Otherwise, it’s leave me
alone. Money is not a good a good driver of cooperation.”

Conversely, Bob believed proximity to be a much better driver of coopera-
tion. For that reason, he had resorted to regularly changing the seating arrange-
ment in the trading room. “I rotate people as much as I can,” he explained.
“They resist. My rule of thumb is, they only talk to people around them.” For
that reason, Bob rotated traders, sometimes as much as twice a year. “They can
complain about me, and they get to know each other in doing so.” The frictions
and animosities created by these moves were moderated by the fact that any
move was temporary. “The trick is to put people who don’t know each other
together just long enough for them to get to know each other but not so long
that they’re at each other’s throats.”

Bob’s goal was to make traders share their judgments and analyses, not
just facts and information. “The typical sharing of information is, Joe, what’s
the ratio of Time Warner to AOL?’ It’s like at the copier: ‘Joe, how do I doit?’
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‘Hit the reset button.”” This was just normal teamwork; the key, however, was
sharing opinions in complex and uncertain situations. Achieving that required
habituation to each other: “there are now a lot of conversations about the
elections,” he added, “and I would never discourage them, because it helps
traders know each other. Once two traders have been sitting together, even
if they don’t like each other, they’ll cooperate. Like roommates. Everyone in
the trading room got moved every six months on average. But not everyone
at a time.” Bob likened the policy to children’s “sliding block” puzzles, which
have one hole only so that only one block can be moved at a time. The changes
in the seating arrangement were similarly gradual. “More than shifting, drift-
ing,” Bob noted.

In engineering social interactions, Bob added, architecture had proved
helpful. In addition to the whiteboard and integrating the Operations Depart-
ment, Bob enforced a “low monitor” policy. “We try to keep the PCs at a low
level so that they can see the rest of the room. But people are insecure on
the floor and build themselves a nest.” At the same time, Bob was aware of
the limitations of using space to shape interaction. “We have this guy; he has
a degree in mathematics from Princeton. If you see him in the subway, you
would think he’s a postal inspector. But he makes millions. Personally.” The
trading room, Bob continued, had another desk, the agency sales desk, where
the traders typically shouted as they worked, and this bothered the Princeton
trader. “They will get the order from their clients and shout ‘AOL Time War-
ner’s up!” The guy hates this, because it influences him. He likes to arrive at his
conclusions through careful deduction and logic. He wants to be sequestered.”
Bob had gone as far as offering him to sit in a glass-enclosed room, so that no
noise would bother him, and the trader considered it for a moment, but in the
end decided to stay with the rest.

Similarly, Bob admitted, there were complexities associated with the white-
board. It was located at the center of the trading room, so it was very visible.
Others could read what was written on it. Bob had recently decided to stop
walking over to it, because “when people want to please, they don’t listen.”
Indeed, he also explained that new trading ideas were not originated on the
whiteboard. “Breakout thinking leads to a victory lap. First you talk to others.
You tell someone else, ‘T’ve got this great idea,” and if he tells you, ‘I read it
yesterday in Barron’s, you say, ‘Oh, I did too.”” The whiteboard was the final
stage of that lap, but not the beginning. “People go there when there is a high
degree of complexity. They’ll say, ‘let’s clarify this. But the whiteboard is not
a launching site.”

Beyond the use of space, Bob had developed a more directive policy to
promote collaboration. This entailed an executive that Bob had tasked with
engineering conversations across desks. Bob referred to him as the “minister
without portfolio,” in reference to an innovation famously introduced by the
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French king Louis XVI. This monarch first introduced the figure of a govern-
ment minister with cabinet status but no department of state under his author-
ity. At Bob’s trading room, this “minister” was a trader who was not located
in any desk, but whose job was to find desks doing related trades that could
benefit from communicating with each other and were not yet doing so. This
executive had proved to be controversial on the floor. “He is not liked,” Bob
admitted.

Another limit to Bob’s policy of encouraging collaboration, he confessed,
was that it did not benefit all parts of the trading room equally. For instance, a
sizeable part of the floor was dedicated to producing research on listed com-
panies aimed at institutional investors. “This is a mature business, and very
specialized,” added Bob. “It is more like a factory than anything else. The layout
is not at all that critical. Sure, these guys want to sit together, but I don’t know
how much they speak to each other. The number of people they need to talk
to is very small, around five or six. It’s the I-bring-you-coffee-you-bring-me-
coffee thing. They want to sit together because they want to be in a team.”

My last question for Bob probed the extent to which the aforementioned
practices were typical of other trading floors. Was Bob’s approach common on
Wall Street? He did not claim to be the only one doing it, but could not point
to other firms following a similar policy. “Not many people, including myself
ten years ago, have given a lot of thought to trading rooms. Managers, they’ll
tell you, ‘communication, communication, but you wonder. For example, you
should visit [the Swiss bank] UBS and its trading room in Connecticut, it is the
size of three aircraft carriers. And the reason for it is that it is a source of pride
to the manager. It is difficult to see how traders can communicate shouting at
each other across two aircraft carriers. At UBS, what you’ll find is chaos that
looks grand.”

Informal Networks and Quantitative Finance

Bonuses. Architecture. A “minister” without portfolio. Back at NYU, as I
reflected on my third conversation with Bob, I realized that I now had a deeper
understanding of how he conceived his trading floor. While our conversation
had broadened our previous discussions on communication and architecture,
this time Bob had added his own views about motivation and compensation.
His arguments challenged, or to be precise, qualified, the view that the only
motivation on Wall Street was material, as some of Abolafia’s traders reported.
Bob certainly paid large bonuses, and his “percentage payout” scheme made
profitability the only measure of value in a trader’s work. However, the lack of
subjective assessments that Bob had instituted also made clear his view that
what motivated people on Wall Street was not exclusively money. Fairness, as
in not making less than someone else who had contributed equally, was just
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as important. Dignity, as in not depending on someone else’s whim, mattered
too. The seemingly simplistic nature of the percentage payout, which did not
take into account nonfinancial contributions to the trading room, concealed a
complex reasoning: subjectively attaching a monetary value to collaboration
created difficult problems of fairness, dignity, and autonomy.

Bob’s practices spoke to existing research in the field of organizational
behavior on the problem of organizational justice, a concept introduced by
Jerald Greenberg to describe the reactions of organizational members to the
decisions made by the organization.® Greenberg established that perceptions of
injustice can impact job attitudes and behaviors at work, and Bob appeared to
have an intuitive understanding of this dynamic. Far from considering fairness
a peripheral aspect of an industry otherwise shaped by greed, Bob put fairness,
or the lack of it, at the center of his subjective experience of Wall Street. As
Bob said, perceptions of injustice were “the heart and soul” of Wall Street. The
comment proved intriguing, in that it revealed Bob’s ambivalence toward his
own industry, hinting at some unhappy experience that might have led him to
think this way. I found that surprising, for I somehow assumed that Wall Street
executives, especially the well-paid and high-status ones, would be proud of
working in finance. To my surprise, it seemed that traders’ attitudes were less
straightforward, at least for Bob.

Bob’s appreciation for the complexity of human motivation was also clear
from his approach to promoting collaboration across desks. Bob’s bonus
scheme system did not automatically promote collaboration, but his solution
was to use proximity and the architectural layout of the trading room: the
whiteboard, rotating the desks in the room, and the low-monitor policy. Far
from working flawlessly, one of Bob’s experiments, the minister without port-
folio, had already backfired. Another one, the rotating of desks, had strong
detractors. Finally, the whiteboard space turned out to be ineffective for brain-
storming during the early stages of idea generation. The common thread run-
ning through these limitations, I concluded, was the reactive and social nature
of the trading room: people resisted being acted upon, whether it was being
exposed to the screams of others, seen by others to make a flawed argument,
or being told to whom they should talk.

A final surprise, prompted by my conversations with Todd and Bob, was
the remarkable degree to which they drew on academic concepts to justify
their practices. Todd had a sophisticated sensitivity to the biases created by
judgment and could cite classic articles in psychology articulating this concern.
He could even account for his trading strategies in terms of these ideas, argu-
ing that he was seeking to exploit the presence of biases in other investors. In
the case of Bob, I already knew of his sensitivity to the effect of trading room
size on trust and communication, was well as his use of Dunbar’s Number via
Malcom Gladwell. After the conversation described above, however, I now
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understood that not only Bob was sensitive to social relations, but he also
grasped the problem of organizational justice and put it well ahead of material-
ism as an explanation of behavior on Wall Street.

What accounted for the academic bent of Bob and Todd? I realized that I
had bumped up against the problem of what ethnographers call “studying up.”
In 1964, the renowned anthropologist Laura Nader observed that ethnographic
studies had until then for the most part studied remote tribes or inhabitants
of depressed urban areas with lower social and economic status than that of
the researchers. It was easy, in that context, for ethnographers to disregard the
theories espoused by the natives as alienated, superstitious, or unscientific, and
to cast themselves as the proper theorists and true discoverers of empirical
regularities and broad patterns. Instead of studying the underprivileged, Nader
called on ethnographers to turn to the privileged and powerful; as she put it,
“the colonizers rather than the colonized, the culture of power rather than
the culture of the powerless, the culture of affluence rather than the culture of
poverty.”® Thoped my project was contributing to advance Nader’s vision, but
I'had to grapple with the unexpected theoretical sophistication of my subjects
and the difficult question it posed: how did my theories speak to their theories?
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My conversations with Todd and Bob had proved revelatory: the trading room,
I'now understood, was a social system that equipped traders to better confront
the uncertainty inherent in the use of financial models. One way in which it
did so, I had learned, was through the provision of social cues across desks,
such as those that helped Todd understand when to stop using his trading
algorithms. The trading room fostered these social cues by facilitating informal
interaction across desks. Such appreciation for the social aspect of trading,
however, did not seem to extend to other banks on Wall Street. One conse-
quence of the recent shift toward financial models and electronic markets,
Bob had explained, was the reduced importance of the so-called sales desk,
where traders executed orders for clients. “In the old times,” Bob said, “sales
traders enjoyed close relations to floor brokers and clients.” These traders had
extraordinary physical presence and relational skills. “The people that ended
up gravitating toward these jobs,” Bob added, “were like pilots: self-confident,
charismatic.” Unfortunately for these traders, the move toward electronic mar-
kets had diminished the advantages conferred by these interpersonal traits.
In other words, more technology, fewer interactions. This change not only
raised critical questions for those traders who had specialized in professional
relations (what challenges were they facing? How were they adapting their
work practices?), but also had important implications for conceptualizing
the effect of technology on the stock market. It lent support to Knorr Cetina
and Preda’s thesis that electronic markets had re-centered financial markets
around the trading terminal, that is, transformed markets from pipes (or social
networks) to scopes (or trading terminals). I expressed to Bob an interest in
meeting sales traders. “It would be ideal,” I said, “to compare them to the
quantitatively oriented arbitrageurs in the trading room, like Todd.” As it turns
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out, Bob replied, such comparison was feasible, for he had kept a small sales
desk within International Securities. That desk was actually located directly
behind him. Bob agreed to introduce me to them, and suggested I email them
to ask for permission to conduct observations of their work. The traders said
yes and agreed to being observed for two days.

The chapter that follows thus presents the findings from my observations
and conversations at the sales trading desk. This subunit at International Secu-
rities, also known as the “agency sales” desk, was composed of four traders, one
analyst, one intern, and one administrative assistant. Among these, two senior
traders, Joe and Jim, sat next to each other and conducted their own research
to find trading opportunities for their clients. Two junior traders, Scott and
George, sat behind them, executed trades, and followed the prices of specific
stocks. Kelly, the administrative assistant, sat nearby, next to the intern and
the analyst. Most remarkable among these was Joe, a tall, fit, and elegantly
dressed senior trader who looked like the charismatic bond traders originally
described by Abolafia, and whose powerful voice resonated well beyond the
desk to the rest of the trading room. Joe’s desktop featured automatic weapons
with the barrel pointing out aggressively. Immediately next to him sat Jim, the
other senior trader, who was thinner and more cerebral, and more understated
in his dress style. In splitting their jobs, Joe styled himself as “the marketer”
and explained to me that Jim was “the strategist.”

As I describe below, the customer sales desk was the closest I ever got in
my study to a traditional Wall Street trading desk, that is, one characterized by
hectic activity, bold decisions, and tight camaraderie. The desk comprised an
intricate social entity that helped the traders divide their attention with preci-
sion, cultivate tight relationships with customers, give meaning to the numbers
displayed on their screens, and develop useful emotional attachments. At the
same time, not everything that I saw there was uncontroversial. During my
days of observation, I witnessed sensitive information traveling across the
bank’s Chinese Wall, and a prank to a Haitian caller that, at the time of writing
this book (almost twenty years after the fact), still seemed to me insensitive
and inappropriate.

First Day

My first day of observations at the sales trading desk was centered on one of
its junior traders, Scott. I arrived at the desk at 8:00 am for my first morning
of observation, but Scott and George had not yet arrived. I was received by
Kelly, the administrative assistant, who was already at her seat and who sug-
gested I take a chair in between those of the two junior traders. Just before
8:30 am, Scott walked in. “Hi Kelly, how’re you doing? How’s the baby?” said
Scott, making friendly conversation with the administrative assistant, who was
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mother to a toddler. “I've got the photos from the honeymoon on Shutterfly,”
he added in reference to a photo-sharing website, “I’ll email you the link.”
Scott had recently been married and displayed a proud wedding photograph
of his wife on the wallpaper of one of his workstation screens. “Four hun for
the wedding album,” he added. “I can’t believe I paid that much.” Physically
thin and mild mannered, Scott had some resemblance to a high school teacher.
Like others in the trading room, he defied the stereotype of the physically
imposing Wall Street trader.

Soon after, George walked in. Young and agreeable, though somewhat less
earnest than Scott, Greg had snowboarding photographs on his wallpaper, and
he wore a sports watch and somewhat sporty, casual clothes. Both Scott and
George were in charge of executing arbitrage trades for clients, that is, of doing
the actual buying and selling of shares. Customers such as hedge funds turned
to Scott and George because if these customers executed their own orders,
others might learn of their intentions and have an adverse impact on prices.

Sitting next to me, Scott began to customize the various windows on his
screens, arranging them in specific ways. The stock market would not open
until 9:30 am, which gave him a few minutes to prepare. Scott followed market
movements by relying on price and volume data that he could monitor. There
were three high-contrast flat panel screens in front of him, populated by several
windows containing price information about stocks. Each screen was divided
into several areas: on the left screen, a series of windows provided general
information on the market, including news from Bloomberg and price charts
for stocks in the Dow Jones Industry Average. The middle screen showed what
Scott called a “magnifying glass,” that is, a selection of sixty stocks that he
considered representative of key sectors such as electronics, oil, or broadband
Internet firms. The numbers on these windows grew in size when an order was
received, giving it a pulsating quality. On the right screen, Scott had opened
several windows and placed them in the appropriate corner, creating a “trad-
ing basket” (the set of securities he intended to buy and sell) in advance of the
market opening. He did this by executing and canceling a trade, which could
save up to 15 seconds in the actual trade. “What matters,” he said, “is being
fast, efficient and organized.”

Scott then began to work on “setting up” an arbitrage trade for a large
customer. Doing this arbitrage trade entailed “buying the spread” between two
merging companies, AmeriSource Corporation and Bergen Brunswig, when-
ever the difference in their stock prices exceeded 80 basis points (that is, 0.80
percent). The challenge was to buy and sell as closely in time as possible, for
doing a single leg of an arbitrage trade (i.e., longing the target company without
or shorting the acquirer, or vice versa) would expose the customer to direc-
tional price movements, defeating the very purpose of arbitrage. Scott referred
to this scenario as “getting hooked.” To avoid getting hooked, he needed to
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anticipate immediate price movements and execute a sell order right after a
buying order.

By 9:30 am, the two senior traders, Jim and Joe, arrived at the desk. They
sat directly behind Scott, creating a setup of extreme proximity that resembled
the cockpit of an armored vehicle. The proximity allowed the traders to com-
municate verbally about what they saw without taking their eyes off their own
screens, much like watching sports on television in the same room as someone
else. Sometimes Scott’s utterances even resembled sports talk. For instance,

ScoTT [in a cheerful tone]: “Jim, Bergen at $35!”
JIM: “Snap ’em up!”

Indeed, according to Scott, trading was “like a sport.” That was one reason
he liked his job. “When the pressure goes up,” Scott asked, “are you gonna yield
or not?” This pressure, however, sometimes spilled onto the trading equip-
ment. “We break these alot,” he added, pointing to the phone handset. “Jim
breaks one a month.” Scott himself had cracked one of his flat screens only
the month before, “because I was mad, and threw the pencil at it.” The bank
ordered a new one immediately.

In turn, the use and misuse of the equipment created fodder for jokes at
the desk. For instance, a few minutes later Jim made a joke about the intern,
who was working two seats to his left. “Oh, I know why you need a headset!
Because you cannot hold the phone! I saw you holding it yesterday, so close to
your ear, it hurt.” The banter was received with comments and chuckles from
everyone, including the intern. “There’s going to be telephone-holding classes
here every day at four,” Joe added.

Stan’s exchanges with Jim were not only about stock prices. “These guys,”
said Scott, referring to Jim and Joe, “often ask, ‘what do you think of the mar-
ket?”” When Scott was new at the bank, he was reluctant to give his view. “I
thought, ‘what if 'm wrong?’” However, he eventually understood that his
fellow traders were not looking for a forecast, but an opinion. “It’s your view.
You have to take a stand. When you tell where you stand, you're not jeopardiz-
ing your career.”

While Scott explicitly addressed one of the senior traders in his comments,
the senior traders were engaged in a different form of dialogue, seemingly
aimed at no one. “These guys are constantly yelling out shit,” Scott explained,
in reference to Jim and Joe. “Some of it matters, some of it doesn’t.” The point
was economy of language. “Joe will give an order out of the blue, and he’ll
assume I heard it. He’ll yell something, and I know it’s at me. I just know. It’s
one thing you learn when you first come to work in a trading room—no one
wants to say things twice.” To facilitate this form of interaction, Scott used a
small rearview mirror beneath his monitor that allowed him to look behind
him without taking his eyes off the screens in front of him. The bank’s logo was
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on the mirror, and George also had one, which suggested to me that it was an
institutionalized tool at International Securities.

Giving Looks

At10:50 am, I noted that Scott’s phone call with a broker had suddenly become
intense. “A long seller,” Scott said to the broker, “came in and knocked the
shit out of AAS. What’s going on?” Scott was referring to an accumulation of
selling orders that had arrived for AmeriSource. For the past hour, Scott had
been looking for opportunities to buy the stock, but the spread was not wide
enough—it was “tight.” At around 10:30 am, however, Scott began to see an
accumulation of selling orders, and at 10:44 am, the price dropped. What made
these moves extraordinary was that the price of Bergen, which was supposed
to move in lockstep with AmeriSource as merger stocks tend to do, had not
changed at all. What accounted for the divergence? Would there be additional
sell orders of AmeriSource? And, more to the point, was Scott likely to get
hooked if he went ahead and bought stock in the company?

The broker that Scott contacted, however, replied he did not know the rea-
son for those sell orders in AmeriSource. Lacking a satisfactory answer, Scott
checked the news on the Bloomberg, but again this provided no conclusive
answer. Scott then asked the analyst at the desk for additional research on the
two companies. “You know anything?” He didn’t. He posed the same question
to Jim and Joe, who did not know much either.

Minutes later, Scott found the answer he searched for from somewhere
else, a floor broker at NYSE that he contacted on the phone. “Morgan Stanley,”
the broker had told him, “came up with this long seller.” By “long seller,” Scott
meant an investor who was merely selling to reduce his exposure to the stock,
rather than for the purpose of the arbitrage deal Scott’s client was interested in,
and that had executed his trade through Morgan Stanley. This was good news
for Scott, for had the seller been an arbitrageur, the profit opportunity that
Scott’s client was pursuing might have vanished. As it was, the price movement
was not a red flag. “I know it was not a deal-related issue,” Scott explained to
me, which meant that he could proceed with executing the customer trade,
safe in the knowledge that he would not be hooked.

This episode illustrates the peculiar nature of information flow on Wall
Street. Information is not bought and sold explicitly but indirectly exchanged
legally for trading commissions. As Scott putit, “the floor brokers we use at the
NYSE will lead us if something is going on, say someone is buying many IBMs.
He’ll give us a look. And maybe when I do a trade, I’ll give it to this guy.” Giv-
inglooks, Ilearned, typically entailed conveying something about the identity
of a buyer or a seller that allows others to infer that individual’s strategy from
it. But, according to Scott, “it’s deeper than that. Floor brokers [at the stock
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exchange] will tell you when things are going to happen—so much news takes
place in between the closing of the market and the following morning.” For
example, “at what price is a certain stock going to open?”

Scott not only received looks, but also passed them on to his customers. At
some point during the morning, for instance, Jim called Scott’s attention to the
situation of another company, Galileo Inc. Jim then called one of his clients:
“I’d just like to give you a look on Galileo. [ The spread] is a little tight. I know
that you’re active on it, and I thought you’d be interested.” Scott went as far
as asking for looks from his own customers. “We are in the heart of the deal,”
he explained to me. “When we talk to our customer it’s like, hey, do you see
anything? What’s happening? They’re customers but, hey.” On the other hand,
there was no communication with others in the room. I asked Scott, are you
in contact with the merger arbitrage traders? “No,” he answered. “There’s a
Chinese Wall. Those guys sit over there, they don’t know what we’re doing.”
As he said this, Scott pointed to a distant desk past the whiteboard room where
two traders worked, clearly out of earshot.

In the delicate task of combining the information they had with that of
their clients, the traders at his desk relied on a special technology. Instead of
a traditional telephone, Scott used a “telephone turret,” a digital switchboard
with a microphone, a handset, and direct lines with various brokers, custom-
ers, the New York Stock Exchange, CNN, and CNBC. I was particularly inter-
ested in a special mute button on the phone’s handset. This allowed Scott to
prevent his customers from hearing him talk to a colleague at the desk, even
as the customer might be talking. “I can go, Jim what do you think about this?’
without the customer hearing it,” Scott explained. The system was quicker
and smoother than putting the customer on hold. “All traders on Wall Street
have this,” Scott added. The phone turret also had a speaker that connected
Scott to the sound of the financial news television network CNBC, which he
had “always on.”

The morning went by quickly, and as lunchtime approached, the activity
at the desk began to slow down. At some point, Joe stood up and began to ask
each of the traders on the desk what they wanted for their meal. There was
a well-appointed cafeteria inside the trading room, but on that day the sales
traders wanted to order out. “Bacon cheeseburger,” said one trader. “Chicken
sandwich,” went another. Joe then turned to me and asked what I wanted.
Surprised, I decided to join in and asked for the same sandwich as Scott. After
Joe had taken all the orders, he asked, “OK, who’s the least senior trader here?”
He then gave the order list to the intern, and Joe paid for everyone.

Once the food arrived, the conversation turned to nonwork matters. Jim
and Joe debated the following issue: which was the best SUV on the mar-
ket? Joe argued vigorously for the Mercedes. While they talked, I asked Scott
additional questions about his experience of working at the desk. Scott was
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grateful, he explained, for the work environment at the bank. “When I decided
to come here,” Scott said, “I was very nervous. I had a rival offer. I didn’t know
what to do, so I walked the streets, wondering. I was going to take that other
offer, but then someone told me, ‘come in, you just have to come in and meet
Bob.” He then met Bob and accepted the job at International Securities. “And
you know what?” he added, “this is home.” Once Scott joined the bank, the
rival bank raised the offer, but Scott chose to stay, and he had “not regretted
it one moment.”

He added in a lower voice, “these guys [ Jim and Joe] are very generous
to us, and especially to me. Here, it’s very relaxed. At other places such as
[another bank] they’re very stiff. Bob is very laissez-faire. When I made my
first mistake and lost $100,000, you know what these guys did? They took me
out for dinner. They buy me lunch every time. Also, I play ice hockey. When I
came, I told Bob I wanted to create a hockey team here. He said he’d sponsor
it, right away. He pays $20,000 a year for the hockey team.”

“So, this is lunch at the desk,” Scott noted as we finished our sandwiches.
“Today we ate at normal speed because it is a slow day. If it’s busy, then it’s
either no lunch, or wolf it down as fast as you can. And I like it that way. You
get it over, and that’s it.”

Distributed Cognition

Ileft the trading floor after lunch and spent the afternoon back at my cubicle at
NYU, taking stock of what I had witnessed that morning. My observations at
the sales trading desk offered two core insights about the role of social interac-
tion in trade execution. The first pertained to the problem of rapid coordina-
tion and information processing, and specifically the need to avoid “getting
hooked” while executing an arbitrage trade. To this end, Scott relied on a
careful disposition of technological tools that allocated his own attention to
whatever was happening at the time: the elaborate screens, phone turrets, and
rearview mirror. In addition to these tools, sitting close to the senior traders
allowed Scott to overhear them and access their sense of events on the market
at any given moment.

In this regard, the desk resembled the airplane cockpits described by psy-
chologist Edwin Hutchins. In Cognition in the Wild, Hutchins documented the
numerous ways in which information “travels” in an airplane cockpit. Informa-
tion, Hutchins argued, not only moves from the several dials to the pilots, or
from one pilot to the other, via conversation; in addition, each pilot’s action
provides information to the other pilot, even if those actions are not explic-
itly meant to serve as communication. For instance, when, a pilot pulls the
yoke toward him, the co-pilot instantly learns that the plane is being pitched
nose-up. Hutchins refers to these as unintended information trajectories. In fact,

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

62 CHAPTER 4

before the advent of electronic controls, the pilot’s and co-pilot’s yokes of large
planes were connected and moved together, thus providing each pilot with an
instant indication of what the other pilot was doing and thinking. This form
of information sharing had the advantage of being cognitively inexpensive, in
that it did not require talking and allowed the pilots to develop a shared sense
of the situation.

As with Hutchins’s pilots, the close proximity among sales traders meant
that initiation and interruption of individual tasks could be done in tight coor-
dination with each other. Similarly, the loud remarks to events on screen cre-
ated a shared common ground that helped the traders interpret subsequent
utterances, as well as to know that theirs would be equally understood. In doing
so, the traders at the sales desk behaved in line with the findings reported by
Heath and colleagues in their research on dealing rooms during the mid-1980s.
As they wrote, the physical disposition of traders in desks made it possible for
them to establish “mutually focused collaboration.”

A second key aspect of Scott’s work was his reliance on “looks” from a
floor broker at the NYSE. Such looks were a legal and legitimate activity. The
specialists at the NYSE shared selective elements of their order books to floor
brokers to account for the reasons behind larger orders or quick price move-
ments. By doing so, specialists allayed the traders’ suspicions that there might
be hidden reasons not to buy a stock, while at the same time protecting the
identity of the other buyers and sellers. The requests for and provision of looks
comprised a key relational part of the activity of the sales traders like Scott, and
one that the shift toward electronic markets noted by Knorr Cetina and Preda
had not eliminated. Indeed, the look at AmeriSource provided that morning
by a NYSE floor broker gave Scott information that was not displayed on any
screen, and therefore sat outside any of Knorr Cetina and Preda’s scopes. This
information had come from the book of a NYSE specialist, who had verbally
shared it with a floor broker at the post, who in turn had mentioned it to Scott
via the telephone. In other words, events at the desk suggested that the intro-
duction of electronic markets had not placed a// information on public display.
For that reason, it had made those relationships that could provide off-screen
information all the more valuable.

Finally, what to make of the broken headsets and flat screens? I was sur-
prised to hear that Scott and others frequently abused their equipment. What
accounted for this seemingly irresponsible treatment of the bank’s technology?
I eventually understood that the broken headsets might be part of an overall
performance at the sales desk, where affective and emotional behaviors were
not only accepted but in fact promoted by the senior traders. The actions and
utterances of the junior traders formed a decisive part of the social cues that
were used in the rest of the room (“everyone listens to us,” explained Scott).
Asaresult, the cost of broken IT might be deemed acceptable. After all, junior
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traders like Scott had quickly learned from their senior colleagues to develop
opinions about future stock prices on the basis of how they felt about it. While
traders like Max’s at the merger arbitrage desk flatly rejected this approach
to trading, I concluded that relying on instinct might be appropriate in the
context of the sales desk and trade execution, where the horizon was short
and prices were more influenced by the flow of other investors’ orders than
by the intrinsic properties of the listed companies. Adopting a speculative
orientation to trading execution could be an adaptive way to be attuned to
“market sentiment.”

Second Day

On my second day at the desk, I was to sit next to Joe and Jim and watch them
work. I arrived at the desk after lunch and found Jim looking relaxed, staring at
an Excel spreadsheet. The spreadsheet had a table with the largest companies
in the Nasdaq and NYSE, along with their sales. “I've got a lot of theories about
why these companies have such high sales. Look at that,” he said pointing to
the sales of GM. “GM sold 180 billion. Can you believe that? And then there’s
JC Penney, which is going up like crazy for no special reason.” He mentioned
the debate over how analysts had been valuing Internet firms. Jim saw his work
as very much influenced by cycles. “I like to anticipate broad trends and get
ahead of the next trend.”

“Liberty Media has no plans to buy ATT cable,” he quoted aloud min-
utes later, reading from the Bloomberg screen. “That means he wants it, right
there!” he added, in reference to Joe Malone, the owner of Liberty Media, and
added: “why would they say that otherwise?” This type of remark was one
of several ways in which Jim located opportunities for customers: reframing
public news. Jim read out Bloomberg newswires that he found interesting,
providing his own interpretation. “I don’t want to read spreadsheet to clients,”
he said in reference to prices on the screen, “I give market color.”

“I'fucking hate Yahoo,” Jim shouted shortly after, having read a press release
about the company’s earnings on the Bloomberg terminal. He then explained
to me that he rejected sources that provided a ready-made interpretation. “I
never read the Wall Street Journal. It just poisons me. Once I see those nice
charts, Iwould get here and say just what everybody else is saying. I read press
releases instead. I phone the companies and listen for the tone of the voice.”
Jim was also in communication with the traders at the stock loan desk a few
meters away. “Scott will tell me, ‘the stock is going higher, and someone from
stock loan will say ‘it is getting harder to borrow, ” suggesting that the stock
was the target of arbitrageurs.

As the conversation continued, Jim corrected my initial sense about the
division of labor at the sales desk. I thought he only did research, but he did
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also execute some of the bigger trades. “I take more risks than Scott, because
I have less patience, but that is also a product of my seniority. If I screw up,
it comes out of my own pocket. If Scott screws up, it also comes out of my
own pocket. Scott takes fewer risks, even if we [him and Joe] would some-
times prefer that he did [take greater risks].” This was surprising to me, for
it reversed the traditional account of conflicts of interest in the economics
literature, which was often attributed to agents that work for others on a com-
mission (e.g., salespeople).

As we talked, Bob came over the desk. He approached us smiling and jok-
ing like a welcome guest at a party, ready to share some gossip: there had
been an announcement in a trade magazine that an ex-employee who had left
the bank had now been promoted at his new bank. “You never forget about
anybody in this business,” Jim remarked as Bob left. “I may end up working
for him. Or he may end up working for me.” The statement seemed to confirm
the value of social networks despite the prevalence of electronic markets. He
added: “International Securities is very different from other places. Bob has
a vision of where he wants to be, and that allows people to stay and wait out
the bottom of the cycle.” In turn, this confirmed Bob’s self-described interest
in creating greater stability and cohesiveness at International Securities than
at other banks.

A few minutes later, Joe arrived at the trading room. The sales traders’
attention automatically shifted to him. He was coming from the floor of the
NYSE, where he had gone to visit “a friend who is a floor broker, who’s been
there for 35 years, and is about to retire.” He went on to list in detail the people
he had talked to, whom others in the desk also knew. “You guys have to go. I
saw everyone!” He described the case of a trader that “Lehman fired because
they couldn’t understand his strategy, and risk management got freaked out
at the volume he was dealing with.” He gave career updates on everyone and
a brief report on the level of activity in the market.

Once Joe settled in his seat, Jim and I returned to our conversation. Another
way in which Jim generated ideas was by considering what customers were
doing and thinking about it with the proprietary traders who sat across from
him. “Josh [the proprietary trader sitting in front] will say, ‘everybody is doing
this,” then I’ll work backwards, and maybe there’s something, maybe there’s
not. For example, if someone pays a lot for a stock, it could be interpreted as,
‘why would someone want to pay that much for that stock?” But it could also be
seen as ‘what does he know that I don’t?’” In sum, Jim concluded, “this is real
brainstorming, not like the bullshit brainstorming you have in corporations,
where a bunch of people go into a room and one forces his views on the rest.
Here, we really don’t know what we’re going to think at the end. I could’ve
told ‘buy’ to those guys [the proprietary traders] and conclude five minutes
later that it was ‘sell.””
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I asked Jim for an example of the type of brainstorming with proprietary
traders he had described. Earlier that year, Jim explained, Tyson Corporation
(the multinational food company) had announced its intention to acquire
meat-maker IBP, Inc. Three months later, Tyson tried to cancel the deal, argu-
ing that IBP had provided misleading information about the company’s own
value. After two months of vacillation, however, Tyson Foods finally agreed to
complete the $2.7 billion deal. The transfer of ownership would take place asa
“cash conversion,” that is, the shareholders in IBP would be able to sell some
of their stock for $30 per share, and the rest would be converted into Tyson
Class A common stock, at a preestablished ratio. As with simpler mergers,
the conversion gave shareholders a choice to take cash or IBP stock, and that
choice could be used by Jim and others for the purpose of arbitrage.

Jim developed an idea for an arbitrage trade that arose from a conversation
with a client. Jim received an order: “I looked at it and said, ‘why does he do
that?’ I then talked to Josh [a proprietary trader sitting in front of him] and it
didn’t make any sense. ‘That guy’s crazy, we thought. That was the tip-off. We
structured what we thought was a better trade. So, I phoned back the client.
“This is the trade you should be doing. And this is why.'” In doing so, Jim said,
he was able to tap into Josh’s expertise and the productive friction created
between the customer’s order and Jim’s own plan. The ultimate beneficiary
was the customer. Granted, Jim added, these calls did not always result in the
client following Jim’s suggestion. “He might say,” Jim continued, ““You’re an
idiot, and that’s never going to happen.” So, I'll say, ‘Great. Do you want to take
the other side?’ You know, it takes two sides for a trade.”

I'was somewhat troubled by Jim’s reliance on a customer for the Tyson-IBP
trade. Was this a form of insider trading? Alternatively, was it an illegal case
of front-running of the customer? And more generally, should there not be a
proverbial Chinese Wall between customer activities such as Jim’s and propri-
etary traders like Josh? As I looked into the matter more carefully, however,
I realized that the Tyson-IBP trade was not insider trading, for although Jim
had used information about the customer’s trade that only he knew, Jim had
also shared the opportunity he saw with that same customer. Similarly, the
practice was not front-running (i.e., trading ahead of a customer’s order) for
even though Jim was using information about the client’s order as the basis
for his strategy, he was not trading that same order for his own account before
executing the customer’s order.

Nevertheless, the practice was fraught with complexity. The commu-
nication between Jim and Josh was indeed crossing the legal partition (or
Chinese Wall) between proprietary and customer trading. Indeed, the two
desks were physically located in front of each other for the explicit purpose
of sharing information. Yet far from taking advantage of his customers, Jim
felt this approach was beneficial for them, for according to him, what made
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sales traders like himself valuable for hedge funds and mutual funds was that
Jim and his colleagues were part of the broader trading room, and as a result
they understood complex events in the market. “We are all in this together,”
said Jim. “Our thing is a loyal customer base,” he added, explaining that he
elicited such loyalty by constantly telling customers about opportunities. “Our
customers have a vested interest in our success,” and as a result they gave them
business.

I was initially unsure about what Jim meant by “gave them business,” but
I soon found out. Minutes after our exchange, and while I was going through
my notes, Jim received a phone call. As he answered the caller, Jim lowered
his voice, alerting me to the sensitive nature of the call. He turned his eyes
in my direction to check whether I was listening, but I saw him turn his face
before he could see me, and pretended to be staring at my notes. The call was
about a so-called soft-dollar arrangement, or indirect payment for research
and advice through trading commissions. These arrangements were legal and
performed on a daily basis: clients compensated Jim and Joe for their advice
about opportunities by trading with them. However, on this specific occasion
the client on the phone did not want to trade through the United States for
tax reasons. “No,” Jim told the client after a while, “even if you want to trade
from Bermuda [where the bank had an office], you have to direct the trades
through New York.”

AsIsubsequentlylearned, soft-dollar arrangements were the core business
model at the sales trading desk. The senior sales traders offered their customers
ideas free of charge and were paid by the commissions that the desk charged
for executing orders. The arrangement called for having both trading ideas and
execution within the same desk. Quick and inexpensive order execution by
the two young traders, Scott and George, would not attract as much business
as they currently did, for clients were also drawn to the ideas provided by Joe
and Jim. At the same time, without trading commissions the customer had
no established way to pay for Joe’s and Jim’s ideas, so the desk needed to have
execution services to be compensated for them. (There was another and more
visible source of complementarity, which was the way in which Scott moni-
tored the ups and downs of the market and relayed them back to Jim or Joe.)

Jim went on to describe the role of the customer trading desk within Bob’s
trading room. The desk, I now understood, sought to create strong client loy-
alty by providing them with opportunities that originated from conversations
with the proprietary trading desks. Such loyalty created a steady stream of
revenue that reduced the fluctuations in volume stemming from the economic
cycle. “We are a niche player,” Jim noted, in reference to the small size of the
floor. That, he argued, was clearly the result of Bob’s vision. However, Bob’s
decision to keep the overall activity of the client sales desk relatively small
had broad organizational effects: “if you're not a niche player you can only
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stay competitive by being large . . . but being large forces you to lay off people
when the cycle turns against you.” In International, as noted above, their aim
was to stay small and avoid layoffs.

More broadly, Jim added, Bob’s management approach sought to limit too
much attention to the short term. “Your value comes from the results. Every
day, you get this email,” and as he said so he clicked in his email program and
showed me a spreadsheet displaying the returns that his desk had made on
that day. “It’s very easy to concentrate only on this number. But you shouldn’t.
This is a cycle. You build up goodwill with clients.” If people concentrate too
much on results, Jim said, they will end up doing something excessively risky,
“and we don’t want that.”

Aswe spoke, Jim and I were suddenly interrupted by unexpected agitation
at the other end of the trading room. An external caller had confused the bank’s
phone number for the number of New York’s Department of Motor Vehicles,
and had called to find out whether he had passed the driving test. A trader at
another desk used his phone turret to pull an elaborate prank, which involved
pretending to be the administrator of the driving license official, and then
transferring the call to Joe at the sales desk, who pretended to be the senior
official. The dialogue went as follows:

CALLER: I'm calling about my license.

TRADER A: [who had first received the call]: Yes. May I have your name,
last name, date and place of birth, and social security number? [ Then,
muting his phone and shouting at others in the trading room] Hey!
Here comes another for the driver’s license!

joE: I'll take it! It’s mine!

TRADER A: Ok, Joe, line two.

At this point the caller gave all this information, spelling it out in detail.
He was from Haiti, he explained. As he did, Joe was listening on his phone and
writing down that information. Other traders had stopped working, and many
were waiting to see what happened next.

TRADER A: Very good, I'll put you through to the person in charge.

The Haitian caller had now been transferred to Joe, and the conversation
was being broadcast on the trading room’s speaker system. Everyone in the
room could hear it.

JOE [in a commandeering tone, as if he was reading the caller’s file from
a computer screen]: Good morning. Are you [name] born [date] in
[place] with social security number [ XXXX]?

CALLER [in a humble tone]: Yes, yes, that’s me, sir.

JOE: Well, I'm afraid I don’t have good news for you. My file here shows
that there were some traces of drugs found in your urine.
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CALLER [even more humble, nervous, shocked]: Drugs?

JOE: Yes, I show here cocaine and heroin. Do you take drugs?

CALLER: No sir! No drugs! Never in my life. Never, I swear!

Jok: Well, we’ll have to re-do the urine tests then. And one more thing.
Your file here says you come from Haiti. Now, I happen to know there
is alot of voodoo going on there. Black magic. Are you engaged in any
of this?

CALLER: No, sir, no magic, no sir.

JOE [with magnanimity]: We’ll have to take your word for it. [ Then,
more seriously] But the urine tests definitely have to be re-done.
Present a sample of your urine tomorrow at ten at the fifth floor of
number 12, 34th Street. Did you take that well?

DRIVER: Yes, thank you, sir, thank you very much. I’ll be there.

As Joe hung up, the traders broke out in laughter, congratulating Joe for
the originality of the prank with cheers, expletives, and high-fives. “How did
you come up with the voodoo thing?” Jim asked. “I know that in Haiti people
either do voodoo or are completely against it,” Joe answered.

I had laughed with everyone else. But as soon as the collective laughter
died down, I felt troubled by the prank. Scott, sensing my bewilderment,
offered a justification. “They do these pranks often,” he explained, “because
the bank’s phone number is very similar to several other numbers.” Further-
more, he said, Joe’s pranks were also directed at the fellow traders. “You can’t
get away with anything here,” Scott explained, “lots of joking, lots of messing
around.” For example, “if these pants were a little bit too yellow, you’d hear
about it in two minutes. But then you snap right back into work, that’s how
it goes.”

Jim had a more elaborate theory on how their trading strategy matched
their use of humor to the job at hand. ““You’re crazy!” We want everybody to
tell us that,” Jim said. “In order to make the point that you should take a stand,
we find stuff we shouldn’t have an opinion on, like a women’s basketball league,
and bet on it.” Indeed, a few minutes later, Joe began playing with a voice
synthesizer he had loaded in his computer. While a nearby trader called Matt
had left his seat for a few minutes, Joe typed something about him. “Listen
to this,” he exclaimed, “this is gonna be an all-time winner.” A loud metallic
voice then announced from Joe’s computer: “Matt Corigliano, please report to
the pizza parlor for your paycheck.” The utterance was a humorous reference
to Matt’s tendency to leave the floor to buy food in the middle of the day. Joe
then played it four times, ahead of Matt’s return. When, minutes later, Matt
returned to the desk, everyone was waiting to see his face when Joe played
the voice synthesizer one more time. He did, to the shock of Corigliano and
the delight of fellow traders.
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At 4:00 pm, markets closed. Some of the sales traders left their desk min-
utes later, once they had closed their systems. Scott said he would stay for an
hour, registering the transactions he had done for the day and reading and
preparing some documents for the senior traders on the following day. I left
too, in order to transcribe my notes at my cubicle in NYU. As I made my way
out, a trader from another desk remarked, “Joe and Jim . . . they have their
own gig going on.”

Affect

Soft dollars. Breaching the Chinese Wall. Pranks. My observations during the
second day at the sales desk underscored the social aspect of the trading room,
shedding fresh light on the question of how electronic markets were reconfigur-
ing, rather than simply phasing out, networks and social relations on Wall Street.

The first observation that surprised me on my second day was Jim’s insis-
tence on reading and reframing Bloomberg’s news. I initially wondered
whether Jim might not be too fond of hearing his own voice. However, the
literature on computer-supported collaborative work provides an alternative
explanation for these actions. In Technology in Action, Christian Heath and Paul
Luff examined similar undirected utterances in media newsrooms and argue
that these play the crucial role of “animating” the dry information coming
from the screen. These allow for journalistic articles to be developed collabora-
tively through physical co-location. Specifically, Heath and Luff note that the
banter solves a problem of search: different journalists have access to different
information; some of this information will be interesting to other journalists,
but it is not clear who that might be. How, then, to share the relevant part
without swamping everyone else with data? This, they argue, is facilitated
through tongue-in-cheek remarks that do not require a response and hence
they do not interrupt anyone’s workflow.

Jim’s loud readings from his screen thus reinforced the parallel I had already
seen between the sales trading desk and Hutchins’s plane cockpits. Unintended
communication trajectories, both in the forms of banter and of serious talk
at the desk, helped traders focus on the relevant news and price movements
without the associated interruption cost. This might provide a crucial speed
advantage that would then translate into profits.

In turn, this observation led me to reflect on the problem of attention, one
of the pillars of the literature in behavioral economics. A tenet of this literature
was the observation, originally made by Herbert Simon, that humans have
a limited cognitive capacity to process decision alternatives, a form of lim-
ited attention span. Simon’s observation had important implications, because
decision-makers with limited attention span will typically opt for a suboptimal
course of action, or as Simon put it, one that is “satisficing,” namely, good

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

70 CHAPTER 4

enough, but not the best. The implication is that markets will settle for sub-
optimal decisions.

My observations at the sales desk added a twist to this argument. Unlike
the abstract decision-makers that featured in behavioral studies, the real-world
traders that I observed used a cockpit-like setup to manage their attention.
This included both social mechanisms and material tools, from the elaborate
setup of windows and screens that Scott arranged every day, to the overheard
utterances that shaped the traders’ attention and helped them distinguish the
important from the accessory. Thanks to this organization of the desk, traders
might be able to go beyond their normal cognitive limits in attention span.

However, managing attention was only one form, perhaps the least impor-
tant, of finding profit opportunities. Beyond attention, the sales desk also man-
aged affection. The traders’ comments, attitudes, and reactions animated the
otherwise lifeless flow of numbers and news presented on the Bloomberg
screen. One senijor trader “hated” Yahoo. Another one pulled pranks. The
junior traders were encouraged to develop views about stock prices despite
having limited information and experience, in order to feed into brainstorm-
ing. This flow of attachments was then broadcast to the rest of the room by
way of loud remarks, banged headsets, broken monitors, and outrageous bets.
Affect, Bob had previously remarked, was particularly important in a trading
room during moments of slow trading, both in a seasonal sense—the summer
period—and on a daily basis, the midday lull. The sales trading desk brought
this type of noise and affect to the room.

Another surprise from my second day of fieldwork was the fact that Jim
used his clients’ trades as the starting point of brainstorming conversations
with Josh, the outcome of which was then shared with clients in the form of
ideas for trades. This was consistent with Bob’s rationale for placing a customer
trading desk in a proprietary information floor: customer trading was, in a
sense, the opposite of proprietary trading. However, Bob explained, there
was an inevitable overlap between customer and proprietary business, and he
would rather err on the side of including all relevant information for propri-
etary trading by engaging in a modicum of customer business.

Practiced Morality

Finally, I now return to the original question that prompted my visit to the
sales desk. What did the sales trading desk suggest about the effects that the
introduction of electronic trading had on Wall Street? Taken together, my
observations from the two days could be summed up in two metaphors about
the changing role of the sales trading desk: the sales desk as a cockpit (dis-
tributed attention), and the desk as a stage (projecting affection). However, a
narrow focus on the activity at the desk ran the danger of overlooking a third
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and perhaps even more important source of profit opportunities—social rela-
tions beyond the four walls of the trading room. Information circulated on
Wall Street through the exchange of soft-dollar commissions, whereby the
ideas were free but trades were generously paid for via trading commissions.
Such information also obeyed the logic of reciprocity, flowing along infor-
mal networks of former colleagues and service providers. Interestingly, the
information conveyed in the “looks” given by NYSE floor brokers was not
self-explanatory, in the way that an accounting number or a macroeconomic
figure would be. The data that pointed to a profit opportunity was typically not
unequivocal, but ambiguous and partial. Indeed, a broker’slook only revealed
the identity and strategy of the buyer or seller behind some puzzling price
movement. However, such information was invaluable in the context of the
calculative and deliberative process taking place at the desk.

As much as my description so far presents a picture of a well-run, effectively
organized desk, I remained troubled about the prank to the Haitian caller. Had
there been any trader on the desk of the same ethnicity or geographical origin
as the unfortunate caller, a prank like this might not have been possible (but
then again, it seemed that the traders pulled pranks on callers from multiple
origins). The prank thus reflected a clear insensitivity to cultural diversity.

More broadly, the prank also illustrated the risks that Bob was taking by
having the sales trading desk in the midst of his proprietary trading floor. They
were salespeople. By including them in the trading room, Bob had introduced
an element of the old, relationship-based, irreverent Wall Street sales culture
into an otherwise serious group of engineer-traders. The sales traders seemed
willing to jump to conclusions for the sake of conversation. Their insistence on
taking a view reflected a time when intuition and personal charisma, including
humor, made up for missing argumentation and analysis. The danger that the
sales traders posed to the trading floor was real, because information was after
all crossing the Chinese Wall. Information was flowing in the legal direction,
thatis, from proprietary trading to customer trading, rather than the other way
around; however, it created a chain of reciprocity that meant it could poten-
tially flow in the reverse direction. Furthermore, the use of soft commissions
invited discussions of the type I had overheard of opaque offshore payments.
Paradoxically, however, my conversation with Jim revealed that Bob’s insis-
tence in having this desk was legitimate: the desk not only produced affective
cues for the rest of the room, but also provided a steady source of returns that
were uncorrelated with those of other desks. These returns allowed Bob to
avoid layoffs and avoid short-termism among his traders.

My initial motivation for the visits to the customer trading desk was to
better understand the traditional role of social relations in trading. My initial
premise was that electronic markets had displaced phone calls and loud utter-
ances as the core vehicles for information exchange on the floor; and that
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financial models had displaced structural network positions as a source of
trading advantage. However, and despite these trends, the customer trading
desk still relied primarily on social relations and social interaction, making it a
unique setting in which to examine how those dynamics had been reshaped by
the new quantitative technology. I concluded from my visit that social relations
had coalesced around the surviving sources of advantage, such as looks from
floor brokers at the NYSE. The trading room could be seen as an instrument
for what Hutchins had called “distributed cognition,” yet this cognition was
not only distributed across instruments, but also across social networks that
crossed sensitive organizational, economic, and legal boundaries. The question
that this posed for Bob was how to adequately manage this process. That is,
how could he foster animation without exuberance?
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In contrast to the highly relational work that I had seen at the customer sales
desk, my earlier observations of Todd’s work had opened a window into a
strangely hybrid world, both technical and social, made up of data feeds as
well as social relations, of algorithms and personal ties. In grasping the diverse
activity I witnessed on the trading floor, however, one element still proved
elusive: economic models. As much as trading terminals had displaced the
market’s location onto the screen, the adoption of economic models seemed
to exert a different and altogether more transformative effect. The demise of
Long-Term Capital Management in 1998 was illustrative of both the opulent
gains and dangerous perils entailed in using models for investment purposes.
Economic models, that is, simplified mathematical representations of economic
processes, gave its user access to a wealth of possibilities: algebraic manipula-
tion, statistical measurement, or econometric calibration. These techniques had
the potential to alter or even reverse the meaning of a given number, thereby
yielding unique and valuable new insights. However, models also created the
danger of oversize errors and losses if their assumptions proved inaccurate.
How, Iwondered, did the trading floor at International Securities facilitate
the use of models? My observations at Todd’s desk had made clear that statisti-
cal arbitrage was not a purely solitary endeavor, as he combined algorithms
with social cues and conversations with other desks. These allowed him to
exclude some stocks from the book that his algorithm traded, or stop his algo-
rithm altogether. Now that I had a good grasp of the integration of algorithms
and social cues, I needed to understand the analogous process with economic
models. How did traders incorporate social cues in their models?
Answering this question called for observing the work of a trader who
relied heavily on economic models. I recalled that Bob had mentioned one
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such trader, the “Princeton mathematician,” with particular admiration.
(Iwill refer to him with a pseudonymous name, Max.) I asked Bob about him.
“Everything Max knows,” Bob said, “he knows down to the smallest details.”
Indeed, Bob attributed to Max the rare ability to use quantitative tools without
falling prey to them. “The guys in his desk,” said Bob, “talk in probabilities,
as in, ‘this has a 60 percent probability of happening.’ It’s not real, but it’s real
to them. Max calculates the most sophisticated Bayesian formulas to get at
a probability number, and then he’ll say, ‘it’s all guessing.”” In other words,
while Max’s colleagues seemed to be essentializing the formulae, he was the
exception.

Max’s ability to simultaneously attach and detach himself from his models
seemed to me a logical implication of Frank Knight’s distinction between risk
and uncertainty. Traders needed to navigate uncertainty with quantitative tools
that presumed a simple world of risk that did not quite correspond to the actual
complexity of the stock market. Instead of abandoning the models altogether,
the traders needed to find ways to remain mindful of their limitations and
incorporate them into their practices: as anthropologist Hirokazu Miyazaki
wrote, successful arbitrage lay in a combination of “belief and doubt.” Such a
balancing act, however, prompted numerous additional questions: how could
a trader commit to a model and simultaneously remain skeptical of it? For
instance, what affective state would this imply? Similarly, how would a trader
divide his attention between numbers and social cues that disconfirm such
numbers? I imagined Max operating in a schizophrenic world of attachment
and detachment, distance and proximity, belief and disbelief.

With this in mind, and once Bob had introduced me to Max, I emailed
him to request a meeting, and he agreed to see me at his desk. On the day of
my visit, I found Max sitting in front of his Bloomberg screen, dressed in an
elegant form of business casual and sporting a calculator watch that gave away
his quantitative orientation. The first question he asked me was about the
correct pronunciation of my last name. He then introduced me to the junior
traders at his desk with an impeccable pronunciation of my last name. Max had
read a summary of my project, which I had prepared ahead of our meeting,
and went on to offer stylistic corrections, suggesting, for instance, the use of
“among” rather than “amongst.”

Max’s refined taste, I found out, was easily offended. He winced when, as
part of our conversation, I used the expression “buy a stock.” “We don’t say
that,” he cautioned. “The most obvious thing that differentiates the professional
from the amateur is that you talk about how you are positioned toward the
stock. You are short or long. But you don’t ‘own it, with the commitment that
it implies. It is much more dispassionate, professional, even-handed. In fact,
while many amateurs consider selling at a loss to be the result of some fault of
character, taking losses early and in small amounts is a sign of professionalism.
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There are horror stories about traders who roll losses.” Modern arbitrage, Max
implied, called for dispassion and cool-headedness. The point was to limit one’s
attachment to one’s trades, thus preserving one’s rigor and accuracy when they
were challenged by colleagues or a client. Max’s correction of my sentence
was thus highly informative, although it made me feel somewhat inadequate.
I would have to be mindful of what I said in front of him.

Like Todd, Max engaged in arbitrage, but the specific arbitrage strategy
he specialized in was merger arbitrage. As any basic finance textbook explains,
this strategy leverages the announcements of mergers between companies to
find mispricings. For instance, suppose company A announces today a merger
with company B, to be completed in nine months. Company A will typically
add how it plans to pay shareholders in company B. Suppose it plans on paying
one share in A for each of their shares in B. Nine months after the announce-
ment, if the merger is successfully completed, any investors will be able to hand
over one share in company B to the management company A, and receive in
exchange a share in company A. This can provide an arbitrage opportunity. If,
nine months after the announcement, the merger between companies A and
B is successfully completed, the price of stock in company B will be exactly
equal to the stock price of company A, as the two will be the same company.
Furthermore, this will be true regardless of contextual vagaries such as move-
ments in the Dow Jones index performance, the state of the US economy, or
the competitive fortunes of the two companies in their product markets.

A merger, in other words, creates a radical simplification of the problem
of valuation. Simplifying is key to merger arbitrage, because certainty over
the value equivalence between A and B on merger day can then be brought
forward to the present. If the price of B today is significantly lower than the
price of A, an arbitrage opportunity thus exists: a trader could buy shares in
B, which amounts to betting that its stock price will rise; and sell short shares
in A, that is, bet that its price will fall. If the merger is successfully completed,
the trader will then exchange the shares he bought in company B for shares in
company A and use those shares to pay off the shares in company A he bor-
rowed to short it, and pocket the difference. This “relative value” trade has the
additional advantage of insulating the trader from the overall movements in
the market, because if stock prices fall, the profits from shorting company A
would offset the losses from longing company B.

In practice, there was a further twist to this trading strategy due to the
uncertainty associated with merger completions. There is never full certainty
that a merger, once announced, will actually be completed, and on average
5 percent of mergers are not completed. Accordingly, the stock prices of
companies A and B will reflect this less-than-certain equivalence. In the
extreme, and assuming many other arbitrageurs are active and have had
time to respond to a merger when it is announced, a trader could use the
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difference in price between companies A and B (also known as the spread)
to quantify the probability that other arbitrageurs attribute to a successful
merger completion. For instance, if the stock price of company B is half
of company A’s, that can be taken to mean that arbitrageurs attribute a 50
percent probability to the completion of the merger. Thus, although bet-
ting on merger arbitrage entails buying and selling shares in companies A
and B, it effectively means betting on the probability that the merger, once
announced, will be completed.

As much as merger arbitrage (or at least the textbook explanation noted
above) seems straightforward, Max’s account was anything but: “the on-off
character of merger completion,” Max explained, “means that the probability
distribution of returns is not lognormal but bimodal.” Merger arbitrage, Max
was implying, was chiefly about operational details. Because arbitrageurs like
him only entered a trade once it had been announced, the merger spread (or
difference in prices) between the merging companies was never very wide.
Other traders, betting on the merger before it had been announced, had
already narrowed the spread for arbitrageurs like Max. This meant that the
potential margin available to Max was not wide. On the other hand, if the
merger was canceled at the last minute, the prices of the merging companies
could move substantially, leading to sizeable losses for arbitrageurs. As a result,
the two possible outcomes that Max effectively faced were either a small profit
if the merger was completed, or a very large loss if it was not. This is what he
meant by “bimodal.” Max’s goal, then, was not to make outsize returns on
any individual trade, but rather to accumulate a steady stream of reasonable
returns while avoiding any single disastrous bet. As Max explained, “in Vegas,
people bet on small odds with big payoffs. We do the opposite. High odds,
small payoffs.”

Beyond the above, Max proved elusive. He resisted revealing to me the
operational details that allowed him to bet for high odds and small payoffs,
as well as the ways in which working from the trading floor facilitated such
activity. “There is really no mystery to what we do,” he said. This, to me, was a
sign that there was a lot to learn. I asked, “could I spend a morning observing
how you trade?” Max was not keen: “I am unclear,” he replied, “as to what you
are going to learn.” And then, pointing to the summary I had sent him, he
added, “I am a little wary about going into so much detail about the integra-
tion we have achieved of the different desks in the trading room. We have done
very well, and other banks have not managed it, so I don’t know how much
we should share.” I could not help but be pleased by this comment. Never
before had I seen such direct corroboration of a hypothesis of mine during
fieldwork. Max’s comment left me with even greater interest in watching him
trade, though of course that was precisely what he wanted to avoid.
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Merger Arbitrage

Back at NYU, as I transcribed my notes, I realized that my visit to Max’s
desk had left me both intrigued and frustrated. Max’s arbitrage strategy was
arevealing example of so-called modern arbitrage, that is, arbitrage that did
not simply relate markets for the same securities but connected seemingly
unrelated markets. In other words, Max was not exploiting mispricings across
the same market, as in the classic example of gold in New York and London
that Todd had described (see figure 5.1). Instead, Max was exploiting differ-
ences in prices between two different securities, such as the stock prices of
company A and company B. These securities were in principle unrelated,
but the announcement of a merger suddenly brought them together (see
figure 5.2).

My conversation had not made clear the precise ways in which he used
models to make bets on merger probability. The extraordinary returns asso-
ciated with such a model-based strategy had been well documented, and a
growing literature on the economics of arbitrage had emerged during the
late 1990s. This literature had quantified the returns from merger arbitrage,
identifying returns that exceeded the normal rate of return by 100 percent?
(this figure was subsequently challenged).’ Despite its remarkable profit-
ability, it was also clear that merger arbitrage carried substantial risk, sug-
gesting that part of those excess returns was a compensation for its risk.

In sum, my first conversation with Max had allowed me to understand the
basics of merger arbitrage, but it had also led to a number of additional ques-
tions about the use of economic models in trading. How did Max use models to
bet on merger probabilities? Why was the use of models so lucrative? Finally,
how were those models integrated with the knowledge produced by the rest
of the trading room?

NYC London
Gold < > Gold
$0.95 $1.00

FIGURE 5.1. Classic arbitrage. In this example, the presence of a mispricing between two
geographically separate markets for gold creates, assuming zero transportation costs, an
arbitrage opportunity.
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Company A Company B

Merger announcement

A

$0.95 $1.00

FIGURE 5.2. Merger arbitrage. The announcement of a merger between companies A and

B creates an arbitrage opportunity if the difference in prices between the two exceeds the

expected difference between the value of the acquirer and the merger value of the acquisi-
tion target.

One Morning at the Merger Arbitrage Desk

Several months after our first conversation, Max finally agreed to let me watch
him trade. On the day of our appointment, I arrived at the merger desk after
9:30 am, just after the market had opened. As I arrived, however, the traders
barely acknowledged my presence. They looked busy. Max and a trader sitting
next to him, Andy, were entering data in their respective computers, checking
with each other every row they typed. Next to them a young analyst named
Oscar was listening intently to a webcast PowerPoint presentation, sealed off
from the desk by large headphones. “There’s been a merger announcement
this morning,” Max explained, offering me a seat between him and Oscar. The
news had landed on the traders’ Bloomberg terminals at 5:58 pm the previ-
ous day, with the market already closed. This merger would combine two
barely known for-profit educational institutions, Whitman Education Group
and Career Education Group. Mergers such as this one were the raw material
of merger arbitrage, so the announcement was big news for Max’s desk. The
three traders had been at the desk since 7:30 am, preparing for the opening of
the market at 9:30 am. I was late to the party.

What had I missed? AsIlooked around, I noted that Max and Andy were
both glancing at a sheet of paper that sat on top of a low bookcase separating
them. The paper was the second page of a memo that summarized the details
of the merger. Oscar had prepared the memo earlier that morning, based
on the PowerPoint presentation that Whitman’s management had webcast.
Oscar had passed this memo on to Max and Andy “for modeling.” At the
bottom of the memo I saw a diagram that represented the “collar structure”
of the deal. This referred to a set of legal provisions that altered the “con-
version ratio” between Whitman and Career shares, that is, the number of
shares that Career was offering to buy Whitman. The typical collar reduced,
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or “choked,” the rate at which the acquiring company exchanged its shares
for those of the target, hence the name. This choking took the form of a legal
clause, and it typically applied if the target’s stock price dropped severely as
in, for example, the case of a financial scandal. The collar thus protected the
acquirer but also created difficulties for arbitrageurs as it altered the value
equivalence between the two merging companies, adding an extra piece of
uncertainty to the puzzle.

Having represented the merger memo as a collar diagram, Max and Andy
were incorporating this information into a spreadsheet. “When we go down
from here, we’re gonna have negative gamma,” Andy said. He was looking
again at the collar structure. “Do you wanna revisit the volatility assump-
tions?” Max answered. “50 days, 44 . ..” The dialogue was illustrative of the
manner in which traders interacted with one another. They smiled, but not
too often, and always in a subdued manner. They spoke in a whisper, so low, in
fact, that I sometimes could not hear them even though I was sitting between
Andy and Max.

Max then turned to me: “the deal is so complex, you cannot just eyeball it
and say ‘oh, volatility is good for us.” It is good on some tranches of the collar,
and negative on others.” Why, I asked, pursue such complex trades? “We go
for collared deals,” Max replied. “Fifteen years ago, I had the models and no
one else did, and what looked to others as a two-dollar spread looked to me
really as a dollar-and-a-half spread.” However, he added, the quantitative tools
he had were now diffused. “Here at International Securities we have a PhD
in fluid mechanics in Risk Management. A lot of it has been the result of the
influx of Russian and Chinese expatriates.”

In sum, my first minutes at the merger desk revealed a different way to
trade than what I anticipated. The traders were not just reacting to the ups
and downs of the market, but spent their time creating models that revealed
profit opportunities too complex for the eye to see. On the day of my visit,
this entailed two hours of work for three people before the opening of the
market, and a combination of tools that included a webcast presentation, a
written memo, a model, and a spreadsheet. The final outcome of this work
was another spreadsheet, a summary document, showing red brackets around
the cell corresponding to Whitman when the price of the stock created a buy
opportunity. In this regard, Max was truly representative of the shift toward
models and formulas on Wall Street. In my subsequent observations, I sought
to understand whether economic theory had shaped the tools used by the
arbitrageurs, and if so, how.
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Taking a Position

“Amex hasn’t really opened on WIX,” said Andy with bewilderment at 10:00
am. Andy was referring to the stock ticker symbol of Whitman Education,
WIX, which was listed on the American Stock Exchange (“Amex”). By 10:00
am Max and the others had the trade already “set up” (native expression) and
all they needed to know to start trading was the price of Whitman. Although
trading at the Amex normally opened at 9:30 am, by 10:00 am the stock had
not yet started trading. Some delay was typically expected when there was a
merger announcement, but at thirty minutes the delay was taking longer than
usual, suggesting that something problematic might be taking place.

Asthey waited, the traders turned to other mergers they had been working
on. On that day, they were active in thirty-one deals in total, at different stages
of completion. On Max’s screen, a window called Trading Summary listed
these trades as rows. In the rightmost column of each row Max had included
keywords like “Judge,” “Chinese,” “Justice approves,” or “watch,” to remind
himself of the key aspect he needed to follow for each deal. For instance, one
of these mergers involved General Electric (GE), which was in a second-stage
merger discussion with the European Commission’s antitrust unit. Max was
also active on the merger between DHL and Deutsche Post; this one needed
approval from the US Transportation Department, as it would entail a govern-
ment (the German one) owning an American airline. “Both mergers involve
a European and an American firm, and they are both pending a political deci-
sion,” Max explained. The background story, he added, was a gradual souring
of international trade beginning with the US decision not to sign the Kyoto
agreement and then enacting steel tariffs.

A few minutes later, Whitman finally began trading. The spread, or differ-
ence in price between Whitman and Career, was as wide as ten cents. “Things
were so simple, this looked like an okay deal,” Max remarked, “but it may
turn out to be better.” Sensing an opportunity, the traders began to scruti-
nize the merging companies. “Do they have regulatory approval?” Max asked
Oscar. Max was asking for potential risks to merger completion. “Do they
have accreditation?” he added. Oscar explained that they did. “What schools
are these anyways?” Max insisted, his eyes squinting at the computer screen
as he sought to grasp the big picture. “Technical, for adults,” responded the
analyst. “They teach you things like how to be a dental assistant.” Max’s prob-
ing continued: “Is it true that there’s a summer drop for this business?” Oscar
replied that the drop Max was wondering about was in fact the summer recess.

I asked Max about the reason for these questions. “This guy Edison,” Max
explained to me as he looked at the screen, “a few years ago wanted to manage
the primary school system, but then went down in flames.” The entrepreneur
that Max was alluding to was in fact named Christopher Whittle, but he was the
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founder of Edison Schools. Edison began operations in 1995 with the promise
to bring “private-sector discipline” to the education industry, which accord-
ing to him was heavily “bureaucratized,” but Edison’s company soon saw its
stock price plummet in 2002 amidst accusations of corruption. A scandal of
the type that Edison experienced would immediately ruin the merger between
Whitman and Career, so the probability of a scandal had to be factored in. Max
was thus analyzing the Whitman merger based on a rough industry categoriza-
tion. Once he established that the proposed merger belonged to the “for-profit
education” sector, he had drawn an analogy between two secondary education
companies such as Whitman and Career, and a scandalous primary education
company like Edison Schools.

Turning to his Bloomberg terminal, Max saw that Whitman’s owner held
a large proportion of the stock, which suggested he had a stake in the future
of the company. This led Max to conclude that corruption was not the reason
for the wide spread he was seeing. “The reason why the spread is not zero is
that other traders have their own proprietary models for it. And they can all
be right. At this point, it’s all about the future, and we don’t know the future.
So, their assumptions on volatility, for example, could be different than ours.
Or their assumptions about timing. If it were just a cash deal, it would have a
much lower spread.”

“Let’s bid $13.60 for 10,000, said Max to Andy. Max had decided to “have
a presence” in the deal and buy ten thousand shares at $13.60. Why? “There
may be many issues with this company,” he explained, “but I can invest right
away by knowing that they’re a five million and a two million company. This
means it’s not one company acquiring another one of the same size, which
right away means that there are not financing issues involved. If there were,
it would be a whole different game.” Following the instruction to buy, Andy
lifted the headset to call traders at other banks to buy shares in Whitman. To do
so, Andy had specialized tools to track the market: a telephone turret, screens
filled with stock prices, etc. “We want to have a presence in the deal, but we
don’t want to be the ones setting the price,” Max explained.

Max’s decision-making process came as a surprise to me, in that he did not
rely on quantitative tools to arrive at a numerical point estimate of the value of
Whitman before deciding to buy. Unlike what I anticipated, his equations and
databases were not producing a single number. I asked him why he did not use
the models to calculate merger probabilities. “We do not have a formula for
that. This is an art. It is not like statistical arbitrage,” he replied, in veiled criti-
cism of Todd’s trading strategy. Categories and analogies, I concluded, were
instead what helped arbitrageurs anticipate possible merger obstacles. They
allowed the traders to glean the future from the past. “We look for patterns,”
Max explained, “precedent, similar deals, either hostile or friendly, degree of
product overlap, and earnings variability.”
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Talking to Other Desks

While Andy was buying stock in Whitman, Max turned to one of his daily
routines, updating the prices of the stocks in all the mergers that were active
in their book. “What’s your price for XYZ? I’ve got bad data on it,” Max said in
a low voice, without taking his eyes off the screen. Sometimes, he explained,
these prices do not automatically update correctly.

The traders’ attention soon turned to another deal. “Let’s see what the
NYSE says about Household International,” said Max, logging on to the web-
site of the New York Stock Exchange. Five months earlier, the Hong Kong and
Shanghai Bank (HSBC) had announced its intention to acquire Household
International, an American bank that specialized in subprime mortgages. Max
and his traders were actively betting that this merger would be completed. Max
entered his password on the NYSE site to check whether the original date,
March 28, still held for the closing on the deal. “If they had some doubts that
they’re merging on the 28th,” Max said, “they would use different wording.”
And if the merger were delayed, “it could be a big problem, because the index
guys are shit-load long on HSBC.” Max knew about the position taken by index
arbitrageurs from his frequent contact with the index arbitrage desk barely a
few meters away. Unless these traders correctly anticipated the precise day
of the merger, they stood to lose from the derivatives that they were using to
take a position. As it turned out, the wording was as expected. But then this
prompted Andy to check another source. “Bloombergis using 31st,” he noted,
renewing their doubts.

At 11:30 am, Max got a call about the timing of the HSBC-Household Inter-
national deal; he spoke on the phone for a few minutes and then walked two
desks over to the index arbitrage team. He had left to speak to them about the
timing of the deal. He came back excited: “it turns out there are really many
possibilities, many moving parts: they could take it on Friday, on Monday ...
he said in reference to HSBC-Household International. “If the deal does go
through,” he learned from the conversation, “Symantec will be replacing
Household in the S&P 500.” Immediately, Max checked Symantec’s price:
“Let’s see, perhaps we should expect a jump in the price. . . it’s a midcap stock,
the indexers are going to have to buy 4 percent of it.”

In calculating the impact of the merger on the price of Symantec, Max was
thinking strategically about how passive funds would affect the stock price.
Passive mutual funds were committed to mimic the S&P 500 index in their
portfolio, so when a stock was included in the index, they had to buy large
blocks of it. Knowing this, index arbitrageurs could anticipate the moves of
passive mutual funds by buying the company that was expected to enter the
index, thereby pushing up its price ahead of time, creating a signal that Max
would read. Max’s rule of thumb was that if the newly entering stock was a
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large firm, its price would increase by 8 percent. Symantec was a medium-sized
firm, so Max only expected its price to rise by 4 percent. The price of Symantec
already reflected that upward pressure, which meant that other index arbitra-
geurs believed that the Household International-HSBC deal was going to come
through. This lent support to Max’s hunch.

In sum, talking to the index arbitrageurs and tracing back their strategy
(which, in turn, traced back the strategy of passive mutual funds) had allowed
Max to read the price of Symantec as a relevant signal of the likelihood of
a merger between Household International and HSBC. To do so, Max was
anticipating what other actors would do by thinking ahead and mentally rolling
back their actions to the present. This was the type of rational discounting of
the future that financial economists attribute to market actors, but I was struck
by one difference: Max understood that there were many different types of
investors, with as many different strategies. Understanding the motivations
of each type allowed Max to make sense of stock prices and to arrive at a
better estimate of merger probability and merger date. To do so, Max relied
on conversations with other desks in the trading room that were similar to the
investors he needed to understand.

Visualizing Merger Likelihood

Max’s attention soon returned to the Whitman-Career deal. He called up a
black-and-white window on his screen that displayed old fashioned, 1980s-style
Microsoft DOS characters. Pressing a combination of command keys, Max
obtained some information on Edison Schools. He was looking for similarities
with the Whitman-Career deal. The screen he had displayed corresponded to a
proprietary database that Max had meticulously assembled over the years with
information about all past mergers in which the desk had been involved, and
that classified the deals along several dimensions. This gave him “thumbnail”
information about each company that merged. “You think you would remem-
ber,” Max says about it, “but you don’t. Memory is very deceiving.”

The database often proved helpful. Max recalled a merger between two
junkyards that had incompatible computer systems. In the low-tech world of
junkyards, one might not anticipate that information technology would be a
key factor in derailing a merger. But, Max added, “if the point of a junkyard is
to find a door for that 1996 Volvo, you can imagine how important computer
systems are.” The arbitrageurs had previously encountered another deal in a
different industry that also entailed incompatible systems, and that merger
reminded them of the junkyard deal. They correctly predicted the failure of
the latter, closing their positions early enough to avert outsize losses. “Drawing
parallels and linkages, saying ‘this reminds me of that, is at the heart of what
we do,” said Max.
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FIGURE 5.3. Plotting implied merger probability. Screen shot of a Bloomberg terminal show-
ing the spreadplot of Household International and HSBC Bank, November 2002-May 2004.
Source: International Securities.

As he finished this sentence, Max typed a command in his Bloomberg
terminal, producing a large graph in black and blue colors. The chart, repro-
duced in figure 5.3, displayed the evolution of the spread between HSBC and
Household. As noted, the spread is the difference in the prices of the merging
companies, adjusted for the terms of the merger. In this case, the spread was
the difference in the prices of HSBC and Household, weighted by the stock
conversion ratio agreed to by the merging partners of 0.535 shares in HSBC for
each share in Household International. The graph, known as the “spreadplot,”
played a key role in Max’s work. Max interpreted movements in the spread
as signs of changes in the likelihood of merger completion. The completion
of a merger would turn the two merging firms into a single entity, and the
difference in their stock prices (the spread) would then be zero. Conversely,
a widening spread was evidence that the merger was likely to be canceled. If
a merger was canceled, the value equivalence between the two firms would
disappear, and the spread would revert to its wide level before the merger
announcement. For that reason, a narrowing of the spread was an indication
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that the market expected a greater likelihood of merger completion, while a
widening of the spread indicated lower likelihood.

The spreadplot gave Max access to information that would otherwise be
impossible to obtain: what arbitrageurs on a rival desk on Wall Street were
thinking. Using the spreadplot was akin to predicting the weather by looking
at whether pedestrians on the street are carrying umbrellas: if one assumes
that other pedestrians are rational, well informed, and keen to stay dry, their
decision to carry an umbrella will reveal their assessments of the weather.
And although the street might be filled with wild optimists and pessimists, on
average the extremes will cancel out, offering insight on what weather people
expected on average. Similarly, by relating the changes in the spreadplot to
ongoing news and events, Max was able to infer how his rivals thought about
the merger.

Max’s use of the spreadplot, however, went further. He was able to numeri-
cally calculate the estimates of merger probability that rival traders were mak-
ing. Max referred to this as the “implied probability” of merger completion.
To quantify this magnitude, Max assumed that the prices of both companies
were already the result of his rivals’ trades. If that was the case, the size of the
spread would reflect their perceptions of merger likelihood. With this and
other assumptions, Max was able to mathematically infer, or “back out,” the
numerical probability associated with a given merger.

The spreadplot offered even more information. By using the implied proba-
bility repeatedly over several months and not just on a one-off basis, the traders
were able to access not only the average assessment of merger likelihood, but
also the reasons for such assessments. The HSBC-Household merger illustrates
this approach. The spreadplot for HSBC-Household (see figure 5.3) shows two
spikes along a descending line. These correspond to the two instances in which
market participants lost confidence in the merger. The first, on November 22,
2002, was motivated by funding concerns, as investors wondered whether
HSBC was financially sound or buying Household to get funding. The sec-
ond instance took place on March 20, 2003, following news that Household
International was shredding documents. This reminded arbitrageurs of similar
shredding activity at Enron. The two spikes thus illustrate how plotting the
spread brought into relief potential merger obstacles. By plotting the spread
over time, Max’s traders were thus able to identify the magnitude of these risks,
and the types of risks that other traders saw in the deal (funding concerns at
the acquirer, and governance problems at the target). These variables then
structured their attention.
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Are We Missing Something?

By 11:30 am, the spread between Whitman and Career had not narrowed. “I'm
concerned,” Max said. One hour earlier, Max had interpreted a wide spread as a
good thing, but now the profit opportunity seemed too good to be true. “Are
we missing something?” Max wondered, “or can it be that the deal has gone
under the radar screen of other traders?” Perhaps, Max reasoned, someone’s
worried by an earnings surprise that we’re not worried about. To check, Max
turned to a proprietary database called Relegence FirstTrack. “It gives you all
the information published about some company in very different sources.”
According to the database’s brochure, Relegence offered capabilities for
aggregating, filtering, and managing information from “tens of thousands
of external sources.” Max typed WIX into the database. He obtained several
results, but all of them were familiar to him. He was looking for news from
some unexpected regional newspaper. “We ran Household International
in it,” he explained, “and it turned up shredding practice in its Washington
office.” This could have potentially derailed the merger with HSBC, “but then
Relegence uncovered this story from AFX, a European News Agency, with
a quotation on HSBC saying that the firm was aware of these things when it
announced the merger.”

Following an inconclusive database search on WIX, Andy picked up the
phone and called a floor broker who handled orders for Whitman at the stock
exchange. “John says buy this WIX, no one’s really hedging it,” he said to Max. No
other arbitrageur, the floor broker had implied, was active in the Whitman
trade. From this, Max concluded that the merger had effectively gone under the
radar of other arbitrageurs. He reacted by increasing the desks’ exposure to
the merger. “Let’s work another ten [thousand], but pick your spots,” he said
to Andy, asking the junior trader to purchase additional shares in Whitman,
but to do so carefully so as to avoid inflating the stock price.

Why had Andy called up the floor broker? Until 11:30 am, the traders had
interpreted the spread as the implied probability of the merger. The persistent
discrepancy between the wide spread and the traders’ confidence in it, which
would imply a narrow spread, had led them to question their own interpreta-
tion of events. Having re-checked the Relegence database, they decided to
inquire about the identities of the shareholders, partially lifting the veil of
anonymity that protects securities trading. By doing so, the arbitrageurs were
able to clarify whether backing out the implied probability from the spread
made sense: was the spread effectively reflecting the information in the hands
of rival arbitrageurs? The traders concluded it was not, because they were not
active in the deal.

This last step was important to understanding merger arbitrage. Backing
out, I now grasped, can only be done under certain conditions. In translating
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prices into implied merger probabilities, arbitrageurs typically make two key
assumptions. First, that movements in the spread are dominated by merger
considerations; if on the contrary the spread moved for reasons unrelated to
the merger, interpreting the move as a change in merger likelihood would be
erroneous. The second assumption the traders made was that markets equili-
brated rapidly, which amounts to assuming that rival traders had seen and paid
attention to the spread, compared it to their own information, and acted upon
it. Max was mindful of these two assumptions and had come back to them once
the spread began exhibiting a puzzling behavior.

The spreadplot allowed Max to see what his rivals were doing. Was Max
thus attempting to mimic them? I would argue this was not the case, and
that Max was instead attempting to read his rivals’ actions to improve his own
understanding. On learning that no other arbitrageur was hedging the stock,
he concluded that the spread could not be interpreted as a measure of implied
probability, and decided to do the opposite. In other words, Max’s was not
a case of blind imitation aimed at short-cutting the need to analyze the deal.
Indeed, as Max explained to me at a later date, the ultimate point of the implied
probability is that it allows for confrontation rather than imitation. “It is a
reality check, it’s a number that’s out there and it challenges you every day,
when you come in, to have 85 percent confidence in this deal, whatever that
is. You could have a little sign saying, ‘Are you challenging yourself every day
on every deal?’”

The significance of the spreadplot could thus not be overstated. Its use
provided merger arbitrageurs with a measurement of the extent to which
their estimates deviated from their rivals’. It also warned them against missing
information, prompted additional search, pushed them to use their business
contacts, and ultimately gave them the necessary confidence to expand their
position. Indeed, this use of the spread was illustrative of the trading strate-
gies generally described as “quantitative finance.” Max emphasized this with
an example. “Look at this jump,” he said, in reference to the brusque price
movement of Household International on the day its merger with HSBC was
announced (see figure 5.4). “This is the value that [mutual] fund managers
and the guys on the Street are after,” referring to those that were seeking to
anticipate the merger announcement. “Once the jump has taken place,” that
is, after the merger is officially announced, “it’s a matter of pennies. The value
investors don’t have the fine-tuned tools to position themselves in this spread,
to determine if it’s too wide or too narrow for them. We do.”

As the morning came to an end and the work pace began to slow down
ahead of the lunch hour, Ileft the trading room and returned to NYU. Before I
left, Inoticed a small drawing taped to one of Max’s screens. It showed Snoopy,
the cartoon character, in full airplane pilot gear, piloting his doghouse: Gog-
gles, helmet, scarf flapping in the wind, and arms stretched out holding an
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FIGURE 5.4. The jump in the spread on merger announcement date. Spreadplot of Household

International and HSBC Bank, before and after the merger announcement. The jump in

the spread on November 14, 2002, corresponds to the merger announcement. Contempo-

rary arbitrageurs, however, focus their trading on the post-announcement period. Source:
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imaginary plane yoke (see figure 5.5). Intrigued,
I made a note of it before leaving the floor.

The Use of Models in Arbitrage

Back at NYU, I felt a combination of fatigue
and accomplishment. My observations at the
merger arbitrage desk had produced twenty-
three pages of nearly illegible notes, but proved
exceptionally rich in findings. In the three hours
that elapsed between 9:30 am and 12:30 pm, the
desk comprised of Max, Andy, and Oscar had
produced a memo, created a valuation spread-
sheet, taken a position, and brainstormed with
other traders inside and outside the trading
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room. They had made elaborate inferences from a graph that led them to
increase one of their positions. The traders had also worked on three differ-
ent mergers: Whitman-Career, HSBC-Household International, and Deutsche
Post-DHL. In following those, the news of the day had taken them from busi-
ness scandals in the obscure world of the for-profit education industry to the
emergence of the subprime loan industry, as well as the political context of
post-Kyoto international trade. Through all this, the traders had displayed a
remarkable ability to multitask. “The best predictor of your skill at merger
arbitrage,” Max had remarked in passing, “is your potential as taxi dispatcher—
the skill to do lots of things in parallel.”

My original goal when approaching Max and his desk was to understand
how financial models were used in merger arbitrage, and more specifically, how
their output was combined with social cues from the rest of the trading room.
In this regard, several surprises emerged from my morning of observation. The
first related to the ways in which traders used the models. Based on the idea,
as Todd originally explained, that traders used models to relate the value of
different securities, I expected Max to use economic models to make numeri-
cal predictions. To my surprise, this was not how Max and his colleagues used
models. Instead, Max quantified a new variable, implied merger probability,
and monitored it through a graphical representation, the spreadplot.

Reflexivity

Two entities, the spreadplot and the implied probability, held the answer to
my original question. Max did not simply combine quantitative tools with
social cues, as Todd did to determine when to stop relying on the algorithm.
Instead, Max used models to infer a form of social cue from market prices, and
specifically, to infer the market’s average implied estimate of merger probabil-
ity. Max’s approach is captured in figures 5.6 and 5.7. The spread, or difference
between the prices of merging companies (see figure 5.6), is expected to con-
verge as the date of merger completion approaches. Arbitrageurs thus plotted
the spread over time on their Bloomberg screen and looked for an L-shaped
pattern as in figure 5.7.

In a subsequent conversation, I checked with Bob about my interpretation
of Max’s technique. “Is it really the case,” I asked, “that Max backs out prices
to find out the opinion of his competitors?” He confirmed this point. “It’s like
being able to tap into the wisdom of the crowds, but only a few people can do it.
This is very topical, this recognition that there is some kind of collective crowd
knowledge. This is powerful stuff,” he added. “The conventional idea is that ‘oh
we have a scientific valuation model and then we go out and trade.” But that is
not what’s happening. The scientific model is actually a reverse flow, more often
than not. The scientific model is a way of deriving what the crowd is deciding.”

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



90 CHAPTER S5

Acquirer

Stock price
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FIGURE 5.6. Mergers create price convergence. Two companies that merge success-
fully typically start from disparate values, but as the likelihood of them becoming a
single economic entity increases, their stock market values become the same.

Stock price of acquirer minus
price of target company

Time

FIGURE 5.7. Spread and successful merger completion. The difference in prices or
“spread” between two companies that merge successfully decreases over time in
an L-shaped pattern of gradual decay. Arbitrageurs look for this pattern to identify
whether market investors believe that the merger will be completed.

Max’s use of models in reverse was at first genuinely shocking to me. How-
ever, I soon discovered that the finding was consistent with those of other soci-
ologists. MacKenzie and Millo’s study of the use of the Black-Scholes formula
reported a similar mechanism in options trading. As they wrote, “central [to
the problem of pricing options] was the notion of ‘implied volatility, calcu-
lated by running the Black-Scholes model ‘backward’: using observed option
prices to infer, by iterative solution, the stock volatilities they implied.”* The
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outcome of this exercise, MacKenzie and Millo argued, allowed the traders to
capture something as abstract as volatility, which would not have been pos-
sible otherwise.

Studies like MacKenzie and Millo’s, however, did not report on the intrigu-
ing way in which Max used the spreadplot. Instead of relying on the implied
probability to replace his own estimates of merger likelihood, Max used it to
question them. His was a reflexive and dispassionate orientation to trading,
and key to it was Max’s focus on what variables could go wrong, rather than on
the outsize returns to any given trade. Equally important to Max was to ensure
accurate data entry, and to question his own beliefs by reading correctly the
ups and downs of the spreadplot.

Irealized at that point that I had come full circle. I had begun my research
inspired by cultural accounts of financial markets such as Abolafia’s depic-
tion of bond traders. What I had observed at Max’s desk, however, was the
opposite. Three decades before my visit, a mathematics graduate from an
Ivy League university like Max would not have found a job on Wall Street.
Thanks to the development of quantitative tools, and thanks to the public
reaction against the insider trading excesses of Ivan Boesky and others in
the 1980s, merger arbitrage had been reinvented as a quantitative activity.
To the extent that the protagonist of Oliver Stone’s film, Gordon Gekko,
had been inspired by Boesky, what I had just witnessed at Max’s desk was a
form of anti-Gekko.

Materiality

A second surprise that emerged from my visit was the tangible and material
way in which the traders used financial models. Max was not using models in
his head, as economic accounts appeared to imply. Instead, the model was
programmed into an Excel spreadsheet and turned into a graphical form—
the spreadplot—on the Bloomberg terminal. The cognitive complexity of the
collared trade, as Max had said, was otherwise too high. In this sense, the
spreadplot fit with the category of what Muniesa, Millo, and Callon had called
“market devices,” or material artifacts that helped market actors make deci-
sions.’ Its use was also consistent with other findings reported by MacKenzie
and Millo, who also found that Black-Scholes was introduced into the pits
of the Chicago Board of Trade through a material device. As these sociolo-
gists note, Fisher Black printed tables with theoretical option values for each
volatility level and maturity date, so that the traders could roll these papers
and take them to the pit to trade.® Finally, research by Caitlin Zaloom has also
identified a graphical representation that serves as a material tool for Treasury
bond traders: the “yield curve,” which represented yield rates paid on Treasury
securities against various maturity dates.”
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It took me some time to fully grasp the implications of the above. If the
traders were reading prices and feeding these prices back into their estimates,
acting and reacting to their screens, their actions amounted to an invisible form
of collaboration across the various banks active on the trade. In other words,
while I was sitting by Max’s desk, another desk of merger arbitrageurs some-
where in another Manhattan skyscraper was working on the same mergers
as Max. In doing so, the entire “arbitrage community” (a peculiar expression
that Max and others used) was thinking more or less as a whole entity, thanks
to the use of the spreadplot. The merger desk, I then realized, had given me a
distinctly modern experience, a sense of connectedness with people I did not
know or see, but whose presence made itself felt through the trading termi-
nals, in the movement of the spread. This peculiar form of belonging spoke to
research by Knorr Cetina and Bruegger that claimed that electronic markets
had redefined the grounds for shared experience in finance, shifting those
grounds from being in a common space to operating at a simultaneous time.
As the authors wrote, “the screen gives a gestural face to the signals that are
transmitted through this information technology; it instantiates the market as
a life-form that inhabits the technology.”®

Social Networks

My visit produced a third notable observation. Max was not only relying on
quantitative technology, but also on social networks within and outside the
floor. During my morning at his desk, Max had relied on other people to over-
come the limitations of his setup. He leveraged fellow traders at his desk for
spotting errors, conversations with other desks for insight on the mergers, and
looks from a floor broker at the exchange to interpret the spread. Without ques-
tion, the key moment of the morning took place at 11:30 am, when the same
figure for the spread was interpreted differently from what it had been at 10:00
am. The conundrum the traders experienced (“are we missing something?”)
emphasized the ambiguity involved in interpreting the data produced by the
combination of models and prices. As with the case of Todd, Max’s quantita-
tive sophistication was not enough to eliminate the irreducible uncertainty
of his trades. Max’s own response was the addition of social ties and informal
conversations to his highly mathematical and technological setup.

In this, Max’s thinking was based on the premise that his models were
imperfect, that data entry was prone to errors, and that the spreadplot was not
always an accurate representation of his rivals’ views. Max turned to his net-
work for checking errors and clarifying ambiguities. Had he used established
models and tried-and-tested strategies, fewer of these interactions would have
been necessary, but because Max pursued highly profitable and complex deals
such as mergers with collars or with unclear completion dates, his models
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remained imperfect, and social relations were crucially important. In this
regard, my morning of observation had also impressed on me the enduring
applicability of Knight’s framework for the use of financial models: whenever
economic models involve the future, there is an irreducible uncertainty that
makes simple calculation impossible.

The above, I felt, might explain the Snoopy cartoon that Max had taped to
his monitor. At one level, the cartoon illustrated Max’s self-deprecating humor:
“if you think I am a powerful trader, steering the world’s financial markets,
think again. I am a plain dog in trader gear.” At another level, the cartoon
exemplified the strong interdependencies entailed in working at the merger
desk with thirty open deals at a time: the multitasking demands of trading—
like those of running a taxi dispatch, as Max himself had said—were similar
to the multitasking demands of operating a warplane. Finally, Max’s cartoon
could be seen as a metaphor for the balance between skepticism and belief that
was needed to succeed as a quantitative trader. As Bob pointed out, traders
required the ability to move from careful discussions of Bayesian probability
to recognizing that it was “just guessing.”

Performativity

My observations also speak to the sociological debate on the performativ-
ity of economics. Callon’s performativity thesis posits that economic theories
have the potential to alter the economy and bring it closer to the theory. The
theory has proved both intriguing and controversial; one frequent critique is
that there are few clear empirical examples of performativity beyond Mac-
Kenzie and Millo’s study of the Black-Scholes formula. In this regard, the case
of merger arbitrage offers another instance where the introduction of eco-
nomic models altered, rather than merely described, stock prices, and did so
in the direction predicted by model.

In recent years, the literature on merger arbitrage has documented that
merger arbitrage funds have altered the stock prices of merging companies.
As Jetley and Ji note, between 2002 and 2008 merger arbitrage spreads have
declined by more than 400 basis points (see figure 5.8).° This decline, which
these authors found “both economically and statistically significant,” corre-
sponds to a simultaneous decrease in the aggregate returns experienced by
merger arbitrage hedge funds, as well as an increase in the capital inflows going
into these funds, suggesting that the narrowing in spreads was due to the arrival
of more and more investment capital to this strategy rather than to external
factors such as regulation or the business cycle. The authors further argue
that the reason for the diminishing spreads is the diffusion of highly quantita-
tive and model-based “post-announcement” strategies (similar to that used
by Max), as opposed to the traditional “pre-announcement” merger arbitrage
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FIGURE 5.8. Arbitrage spread in percentage points of successful M&A deals, in the
first 90 days of trading after the M&A announcement. Source: Jetley and Ji (2010).

strategies, which typically relied on market tips. As Jetley and Ji write, “part
of the decline in the arbitrage spread may be explained by increased trading
in the targets’ stocks following the merger announcement.”*

Such development can be seen as a form of performativity. If merger
spreads have narrowed, and such narrowing has been due to the activity of
model-based arbitrage, one may conclude that the narrowing of the spread
was caused by the diffusion of arbitrage models and tools. Indeed, Max’s own
account of his work confirms that this narrowing took place. As he explained,
the initial introduction of models and tools such as the spreadplot allowed Max
and his colleagues to identify lucrative profit opportunities that were invisible
to the naked eye. Once the existence of these opportunities became widely
known, the arrival of competing traders with similar models reduced merger
spreads. Seen in these terms, the narrower merger arbitrage spreads can be
attributed to the diffusion of economic models and tools.

Furthermore, such narrowing of merger spreads brings stock prices in line
with the predictions of the models. More specifically, the model used by Max
and others in merger arbitrage is based on the Law of One Price, which dictates
that the stock market value of an acquisition target should correspond to its
merger value. Such value can be calculated as the price at which the acquiring
company will buy the target, adjusted by the likelihood of such acquisition.
Thus, unlike the earnings value of a stock, which amounts to the net present
value ofits cash flow, the merger value of a stock is only defined by the merger.
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Given the above, the secular reduction of spreads in successful merger deals
documented by Jetley and Ji suggests that the stock prices of merging com-
panies are increasingly determined by their merger value. Put differently, the
development and diffusion of no-arbitrage pricing models in merger arbitrage
has made such models a more accurate description of stock prices. The case
of merger arbitrage is thus not simply an instance of performativity, but spe-
cifically an instance of strong or “Barnesian” performativity, where the model
alters stock prices in the direction predicted by the model. In this manner,
the case of merger arbitrage contributes to the debate over performativity by
providing an instance of Barnesian performativity that complements the case
documented in MacKenzie and Millo’s study of the Black-Scholes equation.

My observations also speak to the way in which the models gave rise to
performativity. As noted above, the models derived from the Law of One Price
did not provide a direct way to calculate stock value, because the probability of
merger completion remained unknown. Instead, the model proved useful by
providing calculative tools that supported Max’s trading strategy. This strategy
entailed comparing his own estimates with the market’s estimate. The role of
the model was thus enabling the traders’ calculative practices or, as MacKenzie
writes, to act as an engine.

Finally, merger arbitrage also speaks to the consequences of performativity.
A subsequent industry research report on merger arbitrage explicitly agrees
with the analysis by Jetley and Ji, and considers its implications." The docu-
ment, titled “No Free Lunch: Plain Vanilla Deals Offer Little Upside,” notes the
presence of “spread compression” in basic merger arbitrage strategies.”” Cru-
cially, it adds that the solution adopted by arbitrage funds has been to resort
to more complex traders and economic models: “confronted with shrinking
spreads, merger arbitrage players have had to climb up the scale of complex-
ity to deliver higher returns” (p. 6). This included “topping bids, hostile deals
and transactions taking place in multiple jurisdictions or exposed to antitrust
risk.” Such a dynamic suggests that performativity was followed by a turn
to strategies with greater uncertainty, as first posited by Frank Knight in the
context of entrepreneurship. It thus suggests that the performative adoption
of an economic model may lead to additional, more elaborate and complex,
models. One performative cycle therefore leads to the next.

Models, Technology, and Social Interaction

Taken together, the tight integration with which Max weaved models, tech-
nology, and social interaction spoke to the literature on the social studies of
finance, and in particular to the work of Callon, MacKenzie, Knorr Cetina,
and others. Consider first Callon’s argument that market devices allow market
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actors to calculate gains and losses, and generally behave in ways that approxi-
mate the conception of rational actors put forth by orthodox economics.”® A
tool like the spreadplot illustrated this dynamic: the introduction of economic
models had turned merger arbitrage into an arena where calculative decisions
were now possible. This was visible in the historical shift in arbitrage strategy
from trying to anticipate merger announcements before they happened (pre-
announcement trades) to betting on mergers that were already announced
(post-announcement trades). The former hinged on creating and maintaining
social ties to industry insiders, while the latter called for superior modeling
skills.

However, there is a twist to this seemingly simple illustration of the Cal-
lonian argument. The reduction in uncertainty that Max had achieved was not
an outcome of the model itself but sprang from a distinct possibility afforded
by such models, namely, the ability to contrast his own estimates against those
of his rivals. Furthermore, while the use of models had increased the accuracy
and sophistication of Max’s trading, it had also given rise to a new type of
uncertainty that centered on the modeling process itself: did the spreadplot
truly capture his rival’s estimates? This secondary uncertainty was addressed
by turning to social mechanisms that Callon originally imagined would dis-
appear with the arrival of market devices: networks, social cues, and cultural
conventions."*

Arbitrage had thus not gone from social to mathematical, but from pre-
dominantly relational to a combined activity that relied heavily on both models
and networks. Max’s case thus illustrates a subsequent distinction that Callon
drew between “homo economicus 1.0,” or the textbook decision-makers of
orthodox economics—calculative, asocial, devoid of feelings—and his sub-
sequent conception of market actors as equipped with tools but also socially
embedded, which he labeled “homo economicus 2.0.” Callon referred to the
combined effect of devices and networks as habilitation, and illustrated this
process with reference to disabled wheelchair users: by itself, a wheelchair or
another form of prosthesis does not fully integrate its user; it is the combina-
tion of wheelchairs, accessible ramps, legal rules, etc., that restores accessibil-
ity for the wheelchair users."” In a similar way, it was the combination of Max’s
models and networks, his spreadplot and business contacts, that accounted
for his profits.

A similar message emerged when I compared my findings to Knorr Cetina
and Bruegger, subsequently elaborated by Knorr Cetina and Alexandru Preda.'®
At first blush, the use of the spreadplot and implied probability resembled the
shift from pipes to scopes (that is, from networks to trading terminals) that
Knorr Cetina and Preda had theorized. Indeed, Max’s engagement with the
market had many of the characteristics of the scopic market that Knorr Cetina
had originally posited: the traders’ sense of shared experience was grounded
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in simultaneous exposure to economic events, attention was centered on the
screen, and high returns hinged on better technological infrastructure—in
Max’s case, a better spreadplot.

However, much of what Max did departed from Knorr Cetina and Brueg-
ger’s conception of the financial market, which was primarily screen-based.
Chief among these departures was the critical importance of Max’s local
networks, which Max engaged to resolve the ambiguity that sprang from his
instrument, the spreadplot. As I had witnessed, the same number had differ-
ent meanings at different times of the morning, so that what seemed like an
opportunity at 10:00 am could be a potential danger two hours later. Indeed,
every time Max interrupted his on-screen experience to take a phone call or
talk to traders at other desks, he was brought back to the physical reality of
his colleagues sitting next to him. Max’s morning could thus be described as
an exercise in toggling back and forth between the screen world and his social
milieu. It was no wonder, then, that Max referred to a good arbitrageur as a
taxi dispatcher.

My findings also spoke to MacKenzie and Millo’s claim that models had
become an integral part of the market, rather than an external representation
of it. T observed two aspects of this dynamic at play in Max’s case. While the
use of models was central to modern arbitrage, my observations at Max’s desk
suggested that modeling was not the only activity traders engaged in. The trad-
ers spent almost two hours modeling the Whitman-Career merger, but once
the arbitrage trade was thus “set up,” the traders merely relied on the model
to observe their competitors’ estimates, test their own views, and increase
or decrease their trading positions on the basis of their relative comfort. The
resulting level of exposure, which for the coming nine months would rise and
fall with Max’s degree of confidence in his own views vis-a-vis those of his
rivals, was not a result of the model but of his prior experience, his database,
and his networks. From that standpoint, Max’s models were an input into his
trades, but his trades were a combination of models, technologies, and social
relations.

The implication is that models have not reduced the role of social rela-
tions in markets, but have transformed it instead. Specifically, the combination
of models and social relations provided Max with a level of rigor, empirical
scrutiny, and reflexiveness that was suggestive of an academic department at
a university. Models had not eliminated the social aspect of trading, but had
altered trading, turning it into an activity that is given to deliberation. David
Stark and I sought to capture this transformation with the expression “reflexive
modeling.”"’
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My conversations with the various traders piqued my curiosity about a func-
tional area of the bank that I had not previously considered: risk management.
Given the traders’ concerns about risk management, and Bob’s skepticism
of the figures and estimates that this department produced, I had become
intrigued by (if not downright suspicious of ) risk management. A quick search
in the academic literature revealed that the use of models in risk manage-
ment was developed in the 1970s at a now-defunct Wall Street bank, Bankers
Trust. Such models were developed further at JP Morgan during the 1990s
and had been globally adopted after the Basel IT Accord of the Committee on
Banking Supervision in 1999, as well as Sarbanes-Oxley in 2003. But despite
widespread diffusion of risk management, a growing literature in critical
accounting had expressed skepticism about its effectiveness. Michael Power,
for instance, saw risk management as an ineffective tool that took place “in a
climate of organizational defensiveness and a logic of auditability,” where the
emphasis was placed on avoiding institutional sanctions rather than reducing
actual dangers for companies.' Similarly, several accounts of the downfall of
Long-Term Capital Management, including MacKenzie’s, had identified risk
management as a key factor that aggravated the precarious situation of the
fund in 1998. Risk management forced the fund’s rivals to reduce the size of
their positions, increased the temporary mispricings, and drained liquidity
from the embattled hedge fund. Intrigued, I asked Bob to put me in touch
with the executive responsible for risk management at International Securi-
ties. He introduced me to Lewis Cabot, head of the bank’s Risk Management
Department.

98

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

MANAGERS 99

The Risk Management Department

A few days later, I met with Lewis in his office at International Securities’ Risk
Management Department. The unit, located one floor below Bob’s trading
room, presented an odd mix of similarities and differences with the trading
room I knew well: it had the exact size, height, and views as the floor above, yet
the two felt very different. As I walked in, instead of an open-plan layout with
rows upon rows of traders and flat-panel screens, I found traditional cubicles
with mid-height partitions and employees working in solitude. Because of the
partitions, the employees had no view beyond their computer screens, but
someone walking behind them could see what they were doing. There was
also a striking silence, which contrasted with the humming sound of multiple
conversations in the trading room above.

Lewis and I met in his glass-walled office, which was not unlike Bob’s office
upstairs. Lewis was prematurely bald and wore small round metal glasses,
giving him the appearance of a scientist. He spoke in the language of the mathe-
matical economist, with multiple references to agency problems and the “risk-
return equation.” But far from hiding behind technical jargon, Lewis provided
an account of his work and challenges that was insightful and revealing. To
him, financial institutions lived in a world of imperfect certainty, where the
future was truly unknown. This seemingly simple premise, when taken to its
ultimate conclusions, led to paradoxical implications. “Suppose,” Lewis said of
afictional investor, “that you think prices are going to fall. Should you sell your
entire portfolio?” No, he answered, because you might be wrong, so it would
be wiser to sell only a part of it. “Now suppose,” he added, “that you expect
your trading strategy to lose millions in the following year. Should you close
it?” No, he answered again, because in the end it might not lead to those losses,
and the profits from it might be necessary to make up for losses in other desks.
Lack of certainty, in other words, changed how decisions should be made.

Risk management, Lewis explained, was an attempt to confront that uncer-
tainty in an organized fashion. One of his department’s functions was to under-
stand how the different positions taken by the traders affected each other.
He referred to this as portfolio optimization. Equities and options traders, for
instance, could tell what their respective positions were, but they did not know
where they stood relative to other traders in the bank; as Lewis put it, “they
can’t define their risk-return equation.” This is where Risk Management came
in: “we aggregate the risks taken by the different divisions of the bank,” Lewis
explained. The key tool that Lewis employed for this purpose was a model
known as “Value at Risk.” This produced “risk capital,” or the capital needed
to offset the potential losses from a given trading position. Risk capital, or “risk
dollars,” to simplify, was a theoretical magnitude that could be used to compare
between competing investment possibilities. “Consider two investments of
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$100,” said Lewis, “one in shares of Coca-Cola, and another in US Treasury
bonds.” If both securities offered the same return, one would quickly conclude
that bonds are preferable, because stocks are generally riskier. However, what
if bonds yield 7 percent and stocks yield 10 percent? This apples-to-oranges
comparison problem was pervasive in a bank, and risk capital allowed them to
make these comparisons. “We treat risk as a cost,” Lewis added, because the
bank had to set aside a certain level of risk capital for every dollar that was put
at risk. According to the risk capital calculations Lewis used, an investment of
$100 in equities was equivalent to one of $1,000 in US Treasuries in terms of
the capital the bank had to set aside to offset its risk. Using these equivalences
and looking at different possible outcomes and correlations between securities,
Lewis decided whether a business within the bank was performing or not. “If
it is not, we have to consider whether to change something or close it down.”

The process, Lewis admitted, was necessarily imperfect and engendered
suspicion. “The main reason for the mistrust is that risk capital ends up being
meaningless, because of the many assumptions that are involved.” A large
number of those assumptions were often not satisfied. “Fortunately, many
cancel each other out, so you trust the overall number thanks to the Law of
Large Numbers.” Lewis was alluding to the probability theorem stating that
the larger the number of trials, the closer the average result will be to the
long-run theoretical value. The Law of Large Numbers, Lewis cautioned, only
applied at the level of the entire bank and not to individual businesses such
as Equities (in reference to Bob’s division). “The lower the level, the less you
can trust the assumptions.” Hence, Lewis concluded, the need to place strict,
hardwired limits on each individual business. Another implication was that a
change in risk capital could not simply be taken at face value. As he put it, “you
see that risk capital went up today. Did risk really go up? This is why we can’t
rely on computers to do the risk management.”

There were additional functions that the Risk Management department
performed. One was ensuring the bank had enough capital to confront a rea-
sonable level of losses, as measured by risk capital. This function was known
as capital adequacy and was a way to protect the health of the bank, “even if
its shareholders would want us to take on more risk, because they can offset
itin their portfolio.” From Lewis’s perspective, shareholders might well push
for risky decisions that could bankrupt the bank, as this might be in their
narrow self-interest, and Lewis saw his job as preventing that. Furthermore,
shareholders were not the only group with perverse incentives. “Traders basi-
cally have call options,” Lewis said: if they did well, their pay went up, but if
they lost money, they did not have to pay the bank back. “There is a conflict of
interests,” he concluded. For that reason, an additional responsibility of Lewis’s
department was to place risk limits on the traders’ positions.
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I knew from my conversations with Bob that placing limits on the traders’
positions was very problematic, so I asked Lewis to elaborate. Lewis’s per-
spective came down to the ultimate nature of arbitrage. “Traders say they’re
arbitrageurs. They all say they hedge. But just because you hedge you may not
have eliminated all the risks.” A trader may be buying in New York and selling
the exact same security in Los Angeles, but what if the telephone line goes
down? “Risk Management comes back and says, ‘there’s no arbitrage’ They are
taking risks.” Lewis, however, also recognized that he could not just ignore the
point of quantitative finance, which was to use models to develop a distinct
perspective about risk and return. “If you look at the traders’ positions with
disregard for their models, what they’re doing seems crazy. You would restrict
them,” but this would do away with quantitative trading in the first place, so a
complete disregard for economic models was not sensible either.

The solution to the dilemma was, again, establishing limits, or risk controls,
at different levels of the organization: the individual trader, the business, etc.
Lewis’s department allocated risk capital in fixed proportions to the differ-
ent businesses. “Suppose risk capital is allocated 50-50 between equities and
treasuries.” If there were losses of 65 in equities and 30 in treasuries, Lewis
added, “you might think this would be acceptable, as it still adds up to less
than 100 in total. But it would not be. You want each individual business to be
within its own internal limits.” Rigidity, in other words, was the answer to the
uncertainty Risk Management faced about the degree to which the models
used by the traders really worked.

Regulators, Lewis added, had been instrumental in promoting the develop-
ment of risk management. The American government, concerned that bank
insolvency might negatively impact the economy, had traditionally protected
the bank deposits of Americans. However, deposit insurance created a prob-
lem of moral hazard, as it encouraged bank depositors to choose the riskiest,
highest-interest-paying bank, safe in the knowledge that they would get their
deposits back. Similarly, “until twenty years ago,” Lewis explained, “the guid-
ing principle for risk management was a set of rules: banks cannot own stocks,
and so on.” But these rules sometimes had negative unexpected consequences.
For instance, the rule that forced banks to operate in a single state, originally
imposed to reduce systemic risk, had created a new form of risk. Because the
main asset of a bank often was the real estate holdings on its book, limiting
a bank’s presence to a single state forced on it a geographically undiversified
exposure. As a result, when house prices in a state experienced a crunch, banks
in that state tended to go bankrupt. Partly for that reason, policy makers had
switched to encouraging banks to control their risks themselves.

Our conversation then moved to a recurring theme in my observations
at Bob’s trading room: physical proximity. Lewis argued that proximity also
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played a key role in risk management. It was difficult, he noted, to interpret
model-generated figures such as risk capital. For that reason, Lewis was in
constant communication with the fifty or so main decision-makers at Interna-
tional Securities. He visited the equities trading floor frequently and found the
interactions with the traders “very valuable.” Indeed, this form of presence and
conversations was not available to Lewis’s supervisor abroad, the global Head
of Risk Management. “I wouldn’t want his job,” Lewis said, to my surprise.
“Finding out about risk at a distance is extremely complicated.”

Our conversation closed with a discussion of Long-Term Capital Man-
agement. Lewis had read Lowenstein’s analysis of the fund’s demise, When
Genius Failed. To him, the case of Long-Term Capital Management illustrated
a fundamental paradox in risk management, namely that risk controls were
potentially counterproductive, but nevertheless necessary. If every investor
simultaneously revised up his risk estimates in the face of a new risk, every
investor would reduce his investments at the same time, thereby impacting
stock prices and creating a new form of risk, a second-order risk.”> This was
one reason for the adverse price movements that caused the initial losses at
Long-Term Capital Management: the Russian bond default prompted market
participants to pull back.

At the same time, Lewis added, it was important to remain skeptical of
financial models, and to close seemingly correct positions when losses accumu-
lated beyond a certain level. “When the market says that a bond is worth $3.80
and the model says $4.00, you know the real value must lie between $3.80 and
$4.20. But traders at Long-Term Capital Management always took what their
model said to be true.” I understood the dilemma but countered that this was
precisely the point of quantitative finance: the models inform the trading.
What alternative, I asked, did they have? “That’s right,” Lewis replied. “The
difference is that at some point the banks said, ‘stop it.” Long-Term Capital
Management did not. When I read that book, I started believing in my own job,”
Lewis added, implying that he did not fully believe in risk management before
the Long-Term Capital crisis. Confronted with such a candid confession of
self-doubt, I did not quite know what to reply. “Thank you,” I mumbled, and
gathered my things to leave.

Understanding Risk Management

Back at NYU, and while transcribing the day’s notes, I considered the sur-
prising ambivalence that Lewis had expressed about his own department,
Risk Management. This was new to me, in that none of the other traders I
had spoken to before had professed any doubt about the value of their job, or
their importance to the company. The skepticism that Lewis had conveyed,
however, was consistent with Bob’s rejection of quantitative risk management,
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as well as with research by Power and others. But if Risk Management depart-
ments on Wall Street did not actually manage risk, why did they continue
to exist? The more I empathized with the dilemmas Lewis faced, the more
confused I felt about risk management.

In my search for clarity, I decided to return to the academic literature on
risk management. This revealed an intriguing history. In its original form,
financial risk management was developed at a Wall Street bank called Bank-
ers Trust in 1973 by an executive named Charles Sanford, who went on to
become its chief executive officer.’ It was originally conceived as a way to
systematically compare investments with similar rates of return to avoid the
customary reliance on subjective judgment and routine. Sanford reasoned that
a trader who took a position was introducing a new risk into the bank, so the
cost of that risk should be considered when appraising the trader’s returns.
He proposed to estimate such cost in terms of the capital needed to offset the
maximum potential loss inherent in the trader’s position. He called this “risk
capital,” as Lewis had explained to me. Risk capital was then used in deciding
which projects to undertake by adjusting the expected returns of the various
projects to reflect their risk.

Risk capital was not only successful within Sanford’s unit, but went on
to be adopted in numerous other departments at his bank, reshaping them
in the process and elevating Sanford to the position of CEO. Other banks
soon started imitating Bankers Trust’s approach. Risk management was then
combined with probability theory in the 1990s: instead of using the maximum
possible loss, risk managers used a probabilistic loss, that is, losses with a 95
percent or 99 percent probability, to capture the concept of a reasonable loss.
This approach was adopted and further refined at JP Morgan at the request of
its CEO, Dennis Weatherstone, who famously called for a “4:15 report” that
would combine all firmwide risks on one page and be made available within
15 minutes of market close. The resulting indicator was called Value at Risk.*
Unlike the original version developed at Bankers Trust, where the concept of
risk capital was employed to choose between competing investments, at JP
Morgan it became a tool for managing the bank’s overall exposure. Value at
Risk underwent yet another transformation on its route to global adoption.
In 1999, the Bank for International Settlements introduced it in its capital
requirements framework, known as the Basel II Accord, integrating it in the
supervision of the global banking industry. Thus, in the span of less than two
decades, Value at Risk was globally diffused, and risk management depart-
ments were created and charged with ensuring compliance with international
capital adequacy regulations.

The above helped me make sense of Lewis’s dilemmas. Although in its
early development risk management had been a strategic initiative at lead-
ing Wall Street banks, its adoption in the rest of the financial industry was a
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combination of imitation and compliance. Less successful banks had yielded
to regulatory pressure and copied the practices of JP Morgan. A bank like
International Securities, in other words, had few options but to have a Risk
Management department. This explained why Bob had decided not to rely on
the output produced by Risk Management. His response was a deliberate case
of what institutional sociologists call decoupling, that is, disconnecting actual
practices from formal policies. As I understood this, I also grasped Lewis’s
reservations about his own effectiveness. He was in charge of the Risk Man-
agement department, but senior managers like Bob did not find his numerical
output useful, or relevant.

My conversation with Lewis also revealed the sophisticated rationale
behind the use of bureaucratic rules in risk management. The bank’s traders
used economic models to attain extraordinary returns, but Lewis was expected
to question the assumptions behind those models without simply replicat-
ing the traders’ thought processes, as that might simply reproduce the trad-
ers’ mistakes. Given the delicate nature of his position, Lewis had to walk a
fine line between too much leniency and excess rectitude. His solution was
to rely on bureaucratic rules, that is, hardwiring the use of capital across the
various divisions of the bank, and fixing position limits for the traders.’ The
unit essentially created and administered fixed rules and limits. This explained
why the Risk Management department was on a different floor than equity
derivatives, and also explained the outdated appearance of its layout. As the
issuer of impersonal rules, the department shared many characteristics with
a Weberian bureaucracy.

Unlike a classic bureaucracy, however, Risk Management was hampered
in its application of impersonal rules by the ambiguous meaning of the risk
capital figures. To understand what a change in the Value at Risk number
meant, Lewis needed specialized knowledge and social cues he could obtain
only by talking to Bob and others in the bank. Thus, even Risk Management,
predicated as it was on the social separation between its officials and the trad-
ers, required context to make judgments, and resorted to interaction with the
traders to obtain it. In this paradoxical need for both distance and proxim-
ity, Lewis reminded me of Max and his complaints about excess noise: both
were attempting to manage their relations in order to gain both insight and
independence.

Finally, the dilemmas entailed in risk management brought me back to
Lewis’s reading of Lowenstein’s book on Long-Term Capital Management.
One of Lowenstein’s core theses is that the fund failed because its founders
and senior partners professed excessive faith in financial models. This claim has
subsequently been challenged by MacKenzie’s re-analysis of the case, which
instead blamed the existence of limits to arbitrage, arguing that the fund’s
models were correct but market mispricings persisted for too long, making
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its position untenable.® Paradoxically, however, Lowenstein’s thesis helped
Lewis justify his own work as risk manager, for, in the presence of imperfect
arbitrage models, the case for position limits becomes compelling.

My conversation with Lewis not only impressed on me the importance and
significance of risk management, but also its limited effectiveness and the inner
self-doubt that it created. Arbitrage was imperfect, I now understood, but so
was risk management. My meeting with Lewis, in other words, had explained
Bob’s skepticism about risk management. It had also explained the reason for
the widespread presence of this limited and imperfect practice: regulatory
compliance. However, my meeting with Lewis had also given rise to more
questions. At this point, I decided to email Bob to request another meeting
with him. If risk management truly did not work, I planned to ask him, how
did he instill restraint on the floor?

Heavy Losses

Bob and I met a few days later. On the day of my visit, I found him notably
tense. “You seem to come in on days of heavy losses,” Bob said, barely man-
aging a smile as we shook hands. He was referring to an earlier visit of mine,
which had taken place on a day of tumbling prices and trading losses during
the dot-com crash of the year 2000. As we finished shaking hands, Bob led me
to his private office, closed the door, and sat in front of an oversize Bloomberg
screen in order to monitor ongoing market events while he spoke to me. As
soon as he sat down, however, he quickly changed his mind and proposed that
we move back to his desk. He wanted to remain in contact with the trading
room, he said, and valued that more than having privacy for our conversation.
“We lost a decent amount of money today,” Bob said, “and the day before. ’'m
very bearish. Stanley is too.” Stanley was the “minister without portfolio” that
Bob had tasked with promoting communication across desks. He reported
directly to Bob, and the two engaged in brainstorming whenever unusual mar-
ket developments took place.

Bob’s concern was not unjustified. In the two previous days, the Nasdaq
composite index had experienced consecutive drops, leading to indiscriminate
sales. “People were just chucking things out the window,” according to the
Wall Street Journal.’” Yet the real cause of Bob’s concern was not the declining
prices but the fact that no one seemed to know the reason for it. Was it the
fate of the US spy plane in China? Was it the latest round of corporate profit
warnings? I brought up Knight’s distinction between risk and uncertainty, and
its implications for trading. This resonated with Bob: “uncertainty on the floor
means you can’t even identify what the problem is,” he said, as was the case
on that day. The effect of uncertainty on traders, Bob added, was paralysis:
“the way traders normally operate is, they don’t start with theories but with
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intuitive conclusions that they try to justify. If they can’t fit them into a rational
argument, they may give up.”

In Bob’s case, he dealt with uncertainty by turning to other people. “Yes-
terday I called Morgan Stanley. I usually try to find out what they’reup to. . .
and they’re doing terrible. I spent some time at night yelling at the kids, what
you usually do in these cases. I checked some screens, tried to find out what
is going on in the market. Then today I tried to sell others my view of what’s
going on.” In other words, like the traders that worked for him, Bob turned
to others in response to uncertainty. Unlike them, however, uncertainty gave
Bob a chance to influence his subordinates. Bob debated ongoing events with
afew executives like Stanley, bracketed the relevant facts, and offered his own
interpretation to the traders.

With a slight movement of the head, Bob shifted his gaze away from me
and toward his Bloomberg terminal. I gestured to ask if he wanted me to leave,
but he was happy to keep talking while he looked at the screen. Sitting in the
middle of the room also gave him the ability to scan other traders and, more
important, encouraged them to reach out to him if they needed to. Talking to
me, I suspected, was helping him restore his emotional balance. He wanted
me to keep talking about theories and take his mind off the market. Bob then
received a phone call, and that gave me the opportunity to look around and
take in the room in a special situation such as this.

I'then saw something that startled me. A trader a few feet behind us had just
stood up from his chair and was speaking on the phone with a volume and
intensity I had not seen before. He was Joe, the head of the sales desk described
in chapter 3. Unlike other desks in the trading room, this one did not do any
proprietary trading. Bob had included this desk in the trading room because
their conversations with customers gave the other desks a wealth of social cues,
contacts, and an emotional tone that helped others understand the market, a
form of soundtrack. Being salespeople, the traders in this desk also had a much
more imposing presence and tone of voice. On the phone, Joe sounded like
a general issuing commands: loud but controlled, urgent, authoritative. On
any other day, the noise might just have been a nuisance. On a stressful and
uncertain day such as that one, I panicked. Looking around, however, I saw
that no one was reacting to the trader, so I decided to ignore it.

I'turned to Bob, who had finished his call, and asked him about his manag-
ing of risk. How could he get away with not using the figures produced by Risk
Management? “Typically,” Bob said, “in firms like ours, Risk Management has
little political power.” The influence that such departments end up having, he
implied, was independent of their technical merits and depended instead on
their relative sway with the CEO. Bob was quite open regarding his skepticism
about this department. But, I asked him, how did he do “his own” risk manage-
ment? Partly through diversification, Bob replied. “I talk to the traders, try
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to find out if they are all doing the same thing, if the market is pushing them
in the same direction.” How was that diversity preserved? “First, we forbid
people from imitating winning strategies. Traders cannot trade just what they
want. An options trader has to trade options.” Bob nevertheless admitted that
some traders ended up replicating partial aspects of winning strategies, so he
had put other measures in place. “We don’t have formal meetings at the floor
level among traders. But on the other hand, we don’t forbid conversations at
the water cooler.” This was a surprise to me, as I thought that Bob favored all
types of collaboration. Finally, Bob was mindful that imitation could take place
atan unconsciouslevel. “Sometimes,” Bob said, “you don’t know what’s going
on. You are ascribing some rationale to what you are doing after the fact.” For
example, “we are trying to have uncorrelated strategies. But all the strategies
seem to be feeding off the same root. Even two trades as disparate as Morgan
Stanley’s fund portfolio rebalancing and the GE-Honeywell deal.”

Our conversation then moved to the sensitive topic of position limits.
How did Lewis decide that a trader’s losses were high enough to justify clos-
ing his position? “We use comparable models,” he replied. “Trade magazines
provide indications on the performance of single-strategy funds.” But again,
this was of limited use, “because if you’re not making a good comparison,
you could be making a terrible decision. And if you are unique, looking at
what others do does not help.” Conversely, “sometimes it is traders who
want to close their position, and it is the bank that is interested in keeping
the position open.”

Most important, Bob explained that he relied on his “management team”
to handle risk. This was news to me, for I did not know there was such a thing
as a management team on the floor. “I’ll introduce you to Jerry, head of the
stat arb units,” he offered. “In order to manage traders, the cultural stuff is
important. But it isn’t enough. You need to have a real knowledge about what
they’re doing,” Bob added. “You have to be a technician as well as a leader. And
Jerry is, in essence, willing to be a technician.” Jerry had worked with Bob for
fifteen years at a previous bank, Premier Financial, and had done so in different
locations. He was “emotional,” Bob added, not very consistent, and became
angry easily. “Jerry can get so angry,” Bob said, “that I really should say that
I am the one who works for him. He is an engineer, and you know how they
are. I'll ask him, ‘how’s that model doing?” And he’ll say, ‘horrible, nothing’s
working.” And when I find out more, I realize the only problem is it has some
slight inconsistencies that he dislikes. On the other hand, if then I go to him
and refer to the model that does not work well, he’ll deny it. ‘Not well? Works
perfectly!”” At the time, Jerry was working on improving the performance of
Todd’s robots. One of Todd’s models was “discrete,” in that it sought prices
from the market once and then traded. Instead, Bob and Jerry wanted to turn
it into a continuous one.
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After almost an hour, it was time for me to go. Bob walked me to the exit,
his frustration with the losses of the week becoming apparent. Out of the blue,
he asked me about academic seminars in Manhattan. I told him about a few of
them at NYU and Columbia, but my surprised tone prompted him to account
for the question. “I don’t get out of here enough,” Bob added, by way of expla-
nation. “I'd like to go somewhere where I can have complete anonymity.”

Optimal Connectedness

Back at NYU, it took me a while to regain my own emotional balance. For
the first time, I had experienced fear of the market. My own turmoil was only
the result of emotional empathy, in that although I had no capital invested in
Bob’s bank and thus no money at risk, his troubled state of mind on that day
had somehow transferred to me. Early in the visit, I now realized, the lack of a
satisfactory emotional connection with Bob put me in a state of mild anxiety.
This anxiety turned into fear when I became startled by the loud orders of one
of the senior traders. Interestingly, the way in which my anxiety subsided was
also social: based on the lack of reactions to the loud orders of the sales trader,
Iunderstood that there was nothing to worry about. Finally, the visit revealed
something new to me: there was a vulnerable side to Bob. Like any parent,
stress from the job ended up affecting him at home. In situations of stress, the
carefully orchestrated sociability of the trading room was almost too much for
him, and he wished he could disappear into an academic seminar.

Another novelty from my visit was the realization that Bob discouraged,
rather than encouraged, the highest degree of integration among the desks.
This contradicted my initial understanding, which was that integration was
unambiguously desirable. Now I saw that there was an optimal degree of inte-
gration, beyond which additional connectedness was not desirable. The reason
was the need to preserve diversity in the strategies pursued by the desk, and
doing so was one important way to limit the overall risk the trading room
faced. This, I now understood, was achieved through organizational proce-
dures, encouraging informal interaction while prohibiting formal meetings
across desks.

My final and more significant realization was that there was a layer of mid-
dle managers on the floor. This was consistent with Bob’s view that the figures
from risk management were of limited use; instead of using numbers, Bob had
hired subordinates that he trusted—that is, former colleagues—to supervise
the traders on the floor. I noted then that I knew very little about middle
managers on Wall Street. They had been largely overlooked in the existing
academic literature on finance, whether in the case of Baker, Knorr Cetina,
or MacKenzie. What exactly did these managers do? What practices and tools
did they draw on? How effective were they? I decided to pursue an answer to
these questions by requesting meetings with Jerry and Stanley.
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JERRY

Jerry and I met at a conference room on the trading floor. He was one of two
middle managers with line responsibility over traders. He was in charge of
several desks, including statistical arbitrage, to which Todd belonged. Jerry
began our conversation by discussing his views of this trading strategy. “Stat
arb,” Jerry explained, “is the opposite of a traditional investment strategy. You
look for patterns. You don’t have to know the company you’re buying or sell-
ing. The signals to buy and sell are coming from the computer.” The strategy
was relatively new to Jerry, he added, and he had taught himself stat arb in
order to be able to supervise the four statistical arbitrage traders on the floor.

In doing so, Jerry had to overcome his traditional commitment to an orderly
mathematical framework. “I was never a believer in statistics,” he explained. “I
was a foreign exchange trader, and studied bond math.” Jerry’s experience, in
other words, had not prepared him to run a stat arb desk, where opportunities
were not certain but happened with a certain probability. In his previous work
as a bond trader, “you could lock in trades. You added it all up, it worked.”
The differences between locked trades and statistical arbitrage created initial
friction in his relationship with Todd. “When I spoke with Todd, he said he
traded based on some factors. I said, ‘which factors?” And he said they were
invisible. I hated him, and did not respect what he was doing.” Eventually,
however, Jerry found out about Todd’s performance and his attitude softened.
“He is not stellar. But he is consistent. He makes money every year, in a bull
market as well as in a bear market. It is very difficult to do that, to make money
every year, even if it is only a bit. I still hate him, but that’s beside the point.”

Jerry’s interest in statistical arbitrage first developed after hearing about
Renaissance Technologies and its exceptional performance. This New York-
based hedge fund was founded in 1982 by a former academic mathematician,
James Simons, and its flagship Medallion fund had had one of the best invest-
ment track records in financial history, averaging around 40 percent a year for
nearly three decades. Renaissance was specialized in statistical arbitrage,® and
its success had inspired Jerry. “So, I hired a couple of guys and set out to learn
statarb,” Jerry explained. “My programming skills are not that good, but I tried
to build a team. Along the way, we stumbled on a couple pathways, and now I
understand Todd. I know what those invisible factors are.” Jerry, however, still
operated according to the premise that he needed to know why a trade made
money, or, as he put it, he needed “to have principles.” He added, “I realized
that some rules really work. For example, my dad traded. Some old rules, like
never sell on a down market, make sense. You put them in practice, and you
realize that your returns are higher.”

I asked Jerry about one of the challenges that Todd typically encountered,
namely, situations where stocks lose their usual statistical properties: How
do you know when to turn off the robot? To my surprise, Jerry had a ready

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

110 CHAPTER 6

answer: “we back-test the models. We find out what is an acceptable devia-
tion in returns and what is not, what is a three-standard-deviation event. We
have to distinguish a statistical mistake from a bug in the code. We put three
people side by side.” Ultimately, Jerry thought, a model is a set of rules, so it
is possible to understand its rationale. “For example, the idea in the ‘Dogs of
the Dow’ is to buy the stocks with the highest dividend yield in the previous
year.” Jerry was referring to the investment strategy popularized in 1991 by
Michael O’Higgins, who proposed that investors select the ten stocks in the
Dow Jones Industrial Average whose dividend is the highest fraction of their
price.” The difficulty, Jerry added, was that robots evolved. “If, for example,
you are following the Dogs of the Dow, the index may get reconstituted, and
you may find out that it works better on a quarterly basis, or that it works better
with the S&P 500 than with the Dow.”

Ultimately, Jerry admitted, managing risk in statistical arbitrage entailed
a crucial difficulty: “it is not locked arbitrage; you can make the right deci-
sion and lose money.” Statistical arbitrage thus called for a different way of
thinking about risk than in other forms of arbitrage: “you have to differentiate
between being blatantly wrong and making a bad bet.” Also, it was essential to
understand the economic rationale behind an idea that worked. “The stat arb
trader has to be interested in markets, know statistics, and know computers;
if he just has quantitative skills, he might as well be doing biometrics.” For
instance, Jerry added, “it is reassuring when you find out that the stocks the
model proposes as the main explanatory variable are the ones that everyone
is talking about. I need to have a rationale, that comfort level.”

Jerry explained that his biggest challenge in managing the stat arb desk was
not conceptual, but interpersonal. “The mathematics are not that complicated.
It’s linear algebra after all, factor models. You take a matrix of 3,000 stocks and
try to predict the movement of one with the rest. Much of the problem lies in
the execution.” By execution, Jerry meant managing the stat arb traders. “We
have this Chinese mathematician, a genius. He has two PhDs. The problem
is, one of his positions will start to lose money, but he won’t take it off.” More
generally, “programmers are easily offended. If I say, ‘Mike, this isn’t working,’
he’ll say, ‘no, it works, until I insist and show him that it does not, and then
he’ll say ‘oh, you’re right.”” Similarly, Jerry could never praise someone’s piece
of code in front of another programmer. “They’ll say immediately, ‘have you
tried my code?”” As a consequence, the stat arb traders sat separately from
each other. “Programmers are very antisocial. Paranoid. Schizophrenic. We
separate them. They don’t talk to each other, but if you sit them side by side
with someone else, eventually they spill their view of the world.”

Beyond that, Jerry’s role was to flag problems: “I try to be noisy. If I see
something coming up, I’ll shout.” The programmer’s reaction may not be

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

MANAGERS 111

accommodating. “He’ll say, ‘you’re fucking with my model.’ I'll say, ‘Look,
I've saved your ass three times, and it’s my money too, so you change that
model.” That’s how you build up your credibility. You impose something and
then you turn out to be right.” There were three actions that Jerry could ask
a stat arb to do: pull a stock out, change an assumption, or switch the robot
off. “The first one I have no problem with at all. Two I sometimes do. Three is
tougher because you make the most money when the model is right and the
rubber snaps back. But sometimes a model will not work, and I'll say, ‘look,
in two weeks we’ve made a very big hole.”” The rubber metaphor was used by
traders to describe the quick reversion from losses to profits that takes place
when the market comes around to a trader’s perspective.

I'was interested in one final aspect of Jerry’s work. “What we do,” Jerry said,
“is data mining, and data is dirty.” Data mining, that is, the search for correla-
tions without drawing on prior causal hypotheses, was something I had been
warned against repeatedly in my graduate courses on probability. I pointed this
out to Jerry and asked him what potential concerns he had about data mining.
“Well, I try out things that academics say do not work, and I find out they’re
working. Whenever I want to try something, I have this guy who is really good
at finding what research has been done, so he pulls it out for me. Ilooked at a
paper on stock option volatility, and the author found no correlation. But he
mixed the options bought at the ask and at the bid. When I separated them, I
found the pattern.” Jerry thus appeared to draw from the academic literature
on finance for his trading in the same vein as Bob, Todd, or Max. However, his
relationship with it seemed more irreverent and instrumental.

Supervising Traders

Back at NYU, I realized that my conversation with Jerry had left me somewhat
stressed, but also filled me with excitement and a sense of discovery. I had
ventured into the unexplored realm of middle management on Wall Street.
Sociological neglect of middle managers had privileged the work of traders and
the buyer-seller transaction, whether in the form of tools, models, or networks,
thereby overlooking the fact that those traders typically work in an organiza-
tion, and that because this organization is structured as a form of hierarchy,
they have a boss. Jerry’s existence was a reminder that such structures and
bosses could not be ignored.

One academic exception to this oversight was Abolafia’s research, which
presented supervisors as an effective source of structural restraint to Wall
Street opportunism. In contrast to the bond traders Abolafia had once fol-
lowed, his ethnography of the NYSE described two key layers of supervision,
Exchange officials and “floor governors,” that is, floor members who acted in
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a self-regulatory capacity, were distinguished from others by the red badges
on their arms. The figure of the governor had been created to enforce the
application of the formal “obligations” of specialist market-makers. According
to Abolafia, the combination of officials and governors led to an “articulate,
comprehensive and moralizing ideology consisting of the institutional rules
of the trading floor.”*°

In light of the above, my own experience with Jerry was somewhat surpris-
ing. He certainly fit the role of norm enforcer documented by Abolafia, and
indeed, the relationship between Jerry and Bob was symbiotic, for having a
line manager like Jerry allowed Bob to focus on the big picture and liberated
him from day-to-day interaction with all 150 traders. At the same time, Jerry
did not quite fit my expectations of a supervisor that others would look up
to. I was startled by his professing to “hate” a subordinate, his eschatological
language, and especially by the verbal violence. Coming into contact with
Jerry had left me somewhat frazzled. Meeting him after talking to Bob felt
like moving from the center of a city to a different and more dangerous
neighborhood.

In Jerry’s defense, however, I also had to recognize that managing the statis-
tical arbitrage traders seemed far more difficult than T had anticipated. Indeed,
based on Jerry’s description, it seemed that his work was not fundamentally
about creative ideas, but about “execution.” Once the math and the code came
into contact with the stocks, complications cropped up. These included per-
sonal friction, caused by lack of work discipline and abrasive personalities, as
well as social difficulties, including employees that disliked or imitated others.
In short, managing stat arbs was rough, and this might justify some of the
managing style that Jerry had displayed.

Beyond norm enforcement, another surprise from my visit was the extent
to which Jerry found it difficult to accept the methods and techniques of sta-
tistical arbitrage, given his background in bond trading. The trading floor at
International Securities seemed to possess something akin to what sociologists
of science such as Karin Knorr Cetina had called epistemic cultures. These
include the practices, arrangements, and mechanisms bound together by
necessity, affinity, and historical coincidence that, in a given area of profes-
sional expertise, “make up how we know what we know.” They are, in other
words, differences between the various “machineries of knowing,”"" and
account for disparities across disciplines such as those that exist between high-
energy physics and molecular biology. Like scientific disciplines, the different
trading strategies on Bob’s floor had different standards of proof and ways of
establishing the value of securities.

In subsequent research, MacKenzie introduced a version of Knorr Cetina’s
concept into the study of finance with the idea of “evaluation practices,” or
locally bound beliefs about what is appropriate and inappropriate, shaped to
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alarge degree by the calculative device. That knowledge-intensive disciplines
such as science or finance fall into subgroups with common commitments
to what is legitimate and appropriate, has important implications, because it
highlights the problem of fragmentation. Differences across subcultures, in
other words, constitute a barrier to communication. In the case of International
Securities, my meeting with Jerry suggested that such differences could be
addressed by his own willingness to retrain himself into the new practice he
was supervising. My conversation with Jerry thus suggested he was engaged
in two different forms of middle management: norm enforcement, and knowl-
edge integration across desks.

The above were, however, preliminary findings based on a single manager.
My next step, I concluded, should be to meet the other middle manager that
Bob alluded to, Stanley. “Would that be possible?” I asked Bob. “Of course,”
he replied. “But there have also been changes to take into account,” he added.
Since my arrival at the trading room, Stanley’s desk had moved from being
close to the whiteboard to several meters away. Why? “Most people do not
believe there is value in him,” Bob explained. One reason was the difficulty
in identifying his contribution. “If I take something from A and give it to B,
do you think B thanks me when he goes home? No, he thinks, ‘that was my
trade.” Knowing that Stanley could take their idea and share it with another
desk, traders had taken to declaring they had nothing to give him. He would
then argue with them to show them they were wrong and he was right. Given
the animosity, Bob had decided to move him.

STANLEY

The first thing that struck me about Stanley was his youth. He was an over-
achiever who had made it to the managerial rank by age thirty-six, managing
traders much older and more experienced than he. He also had the physical size
and energy of a college athlete, and a degree of emotional intensity that came
across as almost threatening. I started by asking him about his early career
and learned that he started in finance in 1988 after obtaining an MBA from a
prestigious business school known for its quantitative training. During the first
year of his MBA he was fascinated by economic theory, but soon appreciated
the practical side of life. After almost failing to secure a summer internship
during his first year of business school, Stanley concluded he would have to be
more pragmatic. “I learned,” he said about his job interviews, “that it is very
important to control everything that is happening in that [interview] room.”
In Stanley’s final job search during his second year of the MBA, he received
nineteen offers out of twenty job interviews.

Stanley met Bob at a bank where they both worked during the 1990s, Pre-
mier Financial. Unlike Bob, who never said much about Premier, Stanley felt
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inclined to talk about it. “Premier was a free, wild, crazy place. I learned a
lot. Competitive, but not in a malicious way.” The bank gave “an incredible
amount of responsibility to young people, too much perhaps, which is maybe
why some people abused it.” He was making reference to a number of scandals
in the mid-1990s that tarnished the bank’s reputation. “It’s funny, after that
happened, there were a lot of references in the press about traders making
derogatory remarks about customers. And it is true that they made them,
because that was the culture of the place. But they were not serious. They were
for play.” After his time at Premier, Stanley decided to look for a smaller bank to
leave his imprint on. Following a six-month sabbatical, he joined International
Securities in 1998 “because of my relationship with Bob.”

My conversation with Stanley provided me with the first temporal per-
spective on International Securities, and the changes that Bob had instituted
there. When Stanley first arrived, he explained, “International Securities was a
dysfunctional little firm full of fiefdoms. People didn’t talk to each other. They
were protective of their P&L [profit and loss accounts] and were compensated
individually.” There had been so much management turnover that traders were
skeptical of any new management team. “They thought,” Stanley noted, “that
if they waited just a little bit, it would go just as the previous one had.”

Bob, he recalls, set out to change that. He began to move people around.
“Now, on the surface Bob looks very easygoing. Deep down, he can be ruthless.
He does so by surrounding himself with very aggressive people. Like myself.”
Things were different now at the bank. “There is camaraderie and a sense that
if people contribute to the general information flow and ideas, everyone can
be better off. This is facilitated by the fact that there are no surprises in the
compensation,” he said in reference to Bob’s percentage payout system. “There
is also none of that false bravado of Premier. People come here because they
want that freedom.”

Once hired at International Securities, Stanley became part of the change
process that Bob was introducing. Bob sought to promote communication
by putting Stanley in charge of a common book of trades, a form of clearing-
house. “Ilooked at the strategies on the floor and realized that they were all
very related. Trades would show up in different permutations in the different
books.” This placed Stanley in the difficult position of having to consolidate
trades. “This ended up pinning me against them. I actually don’t mind confron-
tation,” Stanley said, “butIrealized that for the traders this was not necessarily
true.” This, he thought, pointed to one interesting limit of transparency and
open communication: “people resent being shown that they’re wrong, that
was one of the problems with the whiteboard.”

After several months of perseverance, Stanley added, the duplication had
been addressed. “The same trade appeared on several desks,” but these desks
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used different strategies to profit from it. “Max may be betting on whether the
deal will go through or not. The index arbitrage guys will be betting on index
rebalancing. A lot of that cooperation used to happen at the whiteboard.” How,
I asked him, does being in the same trading room help? To benefit from the
commonalties between strategies, he said, “you cannot do it unless you have
a trading room,” but that is only a necessary condition. “A culture of openness
is even more important. The benefits of a trading room are sometimes exag-
gerated,” Stanley said, “but I'll also tell you that, in the middle of all the noise,
I am able to hear my [desk] phone ring. It has a particular tone.”

Stanley thought about arbitrage as an essentially mental, rational, and logi-
cal activity. “I remember,” he explained, “this TV show with three doors, and
an option to choose between them. For thirty years, everyone was convinced
that the order in which you chose was indifferent, but then a mathematician
realized it was not the case. That, to me, is the definition of arbitrage. People
know things when they have worked to find out.” By contrast, he added, Bob
operated in a very different way. “The way Bob manages is, he does not listen
to what you say, but to the tone of your voice. If I say something to him and
he finds me very committed, he’ll tell me to go ahead with whatever it is that
I propose. Then he’ll ask how much I plan to commit, and since he knows I'm
conservative, he’ll suggest that I double it.”

One of the reasons for the positive atmosphere in the trading room, Stanley
added, was that “no one” was hoping to make a career in the upper ranks of
International Securities, that is, to be promoted beyond the equity floor. “We
are not looking to be bigger, or to take over fixed income. If anything, we would
prefer to be smaller, which would make things easier to manage. International
Securities lets us be part of them, and we share with them our profits.” The
bank’s contribution to the trading room was the favorable credit rating, which
allowed the traders to get capital at low rates. “In exchange, we are reasonable
and don’t take excessive risks during, for example, last year, which was bad.
We could improve our results by playing Russian roulette, but then we might
not be here again the following year.”

Finally, the lack of rivalry within the management team was also important.
“The way compensation is calculated for senior management means that there
is no incentive for anyone to get more at the expense of someone else.” The
incentive for everyone was to help others make more money, and to be paid
more in that way. “It is really what they call a true partnership. Have you ever
come across the expression?” By “partnership,” Stanley meant the traditional
organizational structure of investment banks before the 1980s: small in size,
and with joint liability. “Things are quite informal as a management team.
We don’t have very clear schedules, presentations, etc. At Deustche they say
things like, ‘T have gotten really good at setting someone up. It may take me
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some time, six months, nine months, but eventually I'll do it.”” At International

Securities, Stanley implied, this did not happen.

From Risk Management to Line Management

I reflected on my conversation with Stanley while transcribing my field-
notes. His “minister without portfolio” position was an intriguing one: he
was expected to connect desks that were active on related trades, but which
were not already collaborating. This emphasis on connecting was suggestive
of the relational nature of trading, in line with Baker’s research.”* Baker’s trad-
ing crowds, however, did not have a central figure that brought together and
connected others like Stanley. Instead, the sociological concept of “broker-
age” developed by Ronald Burt captured this active role. The broker in Burt’s
writings exploited and remedied the existence of “structural holes,” or gaps
between individuals who had non-redundant information. Such gaps typically
exist because social life is arranged in clusters of strong connections that are
weakly linked to each other. Thus, someone connected to more than one group
will be able to transfer valuable information from one group to another.” In
crafting the “minister” position and appointing Stanley to it, Bob seemed to
have progressed down the path of a network-inspired trading floor that he initi-
ated when drawing on the anthropology of Robin Dunbar. Bob was not only
ensuring there was trust by limiting the size of the floor and creating spaces
for open discussion, but also creating an intermediary role to guarantee that
traders collaborated across desks.

Surprisingly, however, the “minister without portfolio” role was not quite
working for Stanley. He had been moved away from the whiteboard. The rea-
son forit, I could now see, was because Stanley’s proximity discouraged traders
from using the whiteboard, as they did not want him to take their ideas. I could
hardly blame them, given my own unsettled feelings after meeting Stanley. He
had been generous with his time, and his mental speed was impressive, but
he seemed more skilled in conveying his own thinking, including the sense
of anxiety that comes from intellectual discovery, than in having a calming
influence on others. Like Jerry, Stanley seemed willing to win every technical
discussion at the cost of his personal rapport with others. Indeed, his approach
was consistent with his view of arbitrage as a game show with three doors:
cognition and logic, rather than teamwork. Perhaps it was for that reason that
Stanley was skeptical of the corporate aspect of Wall Street. The reason for
the success of Bob’s trading room, he had ventured, was that they were not
trapped in the larger structure of the bank. Such an anti-hierarchical concep-
tion of the world—a form of libertarianism, applied to finance—was clearly
informing Stanley’s approach to his own job.
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Norm Enforcement and Integration

Overall, my conversations with Lewis, Jerry, and Stanley opened up an unex-
pected window into an obscure but critical corner of Wall Street: its manag-
ers. While my original interest had centered on the traders, I had now come
into contact with the less-known but equally important individuals that were
responsible for them.

The limited attention to these managers in the existing literature suggests
an implicit view of markets and organizations as separate realms, in which
companies are purposively organized, while markets are self-organized. Such
self-organization has been characterized as network structures or material
configurations and spurred further theorizing about the effect of information
technology and financial models on Wall Street. However, my interactions
with Jerry and Stanley—and especially my direct experience of their intensity
and stubbornness—was a theoretical wake-up call. Wall Street traders, I now
saw with clarity, were themselves being managed. They had a boss. The organi-
zations versus markets duality that economic sociologists had tacitly presumed
needed to be revised, because those traders were not freely operating in a mar-
ket, but were enabled and constrained by the organization they were part of.

Abolafia’s research, by contrast, has resolutely emphasized the role of floor
managers as promoters of restraint and enforcers of institutional norms. There
is nothing inevitable, he contends, about opportunism on Wall Street, and
financial organizations can be shaped through structural and cultural mecha-
nisms so as to limit such opportunism. Middle managers are key to this process.
The creation of a formal middle manager position such as “Floor Governor” at
the NYSE had decisively contributed to the enforcement of trading rules and
formal obligations and contributed to preventing floor brokers and specialists
from taking advantage of investors.**

The two middle managers I spoke to, Jerry and Stanley, were also a
reminder that there were limits to informality and space as the basis for orga-
nizing, suggesting that those elements were only a complement to an existing
hierarchy. One way to visualize this hierarchy was by thinking of the trading
room as a pyramid (see figure 6.1). At the top there was Bob, below him were
his two subordinates, Jerry and Brian (I had not yet spoken to the latter),
and below them were the various traders, grouped by desks. Separately, and
interacting directly with the various desks, was Stanley. Finally, Lewis and the
Risk Management department are left outside the figure because he reported
directly to the head of the entire US subsidiary of International Securities.

What effect did such hierarchy have on Bob’s trading floor? Norm enforce-
ment was clearly at the heart of Jerry’s work, which was expected to ensure
that stat arb traders limited their losses so as to protect the bank. Another role
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FIGURE 6.1. The organizational structure of the equities trading floor at International Securities.

undertaken by Bob’s middle managers was integration. This was clearly evident
in the case of Stanley and his efforts at ensuring collaboration across desks.

My conversations with both Jerry and Stanley also highlighted the chal-
lenges of creating a managerial structure on a trading floor. These middle man-
agers were conduits for trust: they controlled, transmitted orders, developed
expertise, and enforced the policies of their own manager, Bob. Both of them
had worked with Bob in their previous bank, which illustrated the sheer dif-
ficulty of ensuring trust in a materialist environment such as Wall Street, with
so many opportunities for malfeasance. Both managers also needed to pos-
sess an advanced technical understanding of the trading strategies, and indeed
Jerry had to train himself in statistical arbitrage while Stanley seemed to be
knowledgeable about quantitative finance in general. Finally, both managers
needed skills for handling the interpersonal challenges of exerting authority,
including addressing the emotional reactions of subordinates. My observa-
tions suggested this was not something they had yet completely mastered, nor
developed an appreciation for.

My observations of Bob’s management team thus spoke to a tradeoff
between technical and managerial talent. The more technical finance became,
the greater the technical requirements for managing such traders, and the nar-
rower the pool of available talent that might also have the necessary interper-
sonal skills. Insensitive or offensive Wall Street managers limited the effective-
ness of the exercise of power through formal mechanisms. This was particularly
clearin Stanley’s limited success at integration, to the point that the traders had
cut down on their conversations at the whiteboard for fear of his intervention.

The above shed new light on how my conversation with Lewis, the head
of Risk Management, spoke to the nature of management on Wall Street. Risk
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management, and specifically the use of Value at Risk, had developed in the
previous three decades as a quantitative complement to the work of managers.
Itinformed the problem of project selection by middle managers, helped with
the task of monitoring capital adequacy that chief financial officers needed to
do, and was a tool used by regulators across countries to restrain risk-taking in
banks. But as much as Value at Risk was meant to be a management tool, Bob
had clearly warned that it was used as a management substitute. It was easier,
he implied, for regulators to demand the use of Value at Risk than to monitor
the quality of a bank’s middle management, even if the risk capital figures
produced by risk management departments seldom captured the actual perils
that banks confronted. It was for that reason that Bob had decided not to exert
control through model-based indicators like Value at Risk. Line management,
rather than model-based management, was Bob’s approach to ensure that risk-
taking was handled with judgment.
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By the summer of 2002, my research reached a milestone. I had been visiting
Bob’s trading room since November 1999, interviewing the traders and observ-
ing their work.! However, I still felt I lacked the habituation and familiarity
that arises from closer involvement. Could I, I wondered, spend more time
on the floor? I asked Bob for a pass and a desk, and he agreed to it. I would be
provided with an official magnetic bank ID, a Dell workstation, an Aeron chair,
and an elaborate phone turret like those used by the traders. This would allow
me to observe, overhear, and enter into casual conversation with whoever
would be willing to speak to me rather than those Bob suggested I speak to.

On the first day at my own desk, I took stock of the new possibilities ahead
of me. I could now eavesdrop with greater freedom than before, but my neigh-
bors were not particularly high-ranking in the organization. To my right there
was Ali, Bob’s driver, who appeared to be browsing the web whenever Bob
did not need him. To my left there was an empty desk. Behind me there was a
corridor, and behind that corridor sat several summer interns, two of whom
were leaving on that day. Because of the corridor, however, I could not hear
what the remaining interns were saying, either. There was, in other words, not
much to gain from attempting to overhear others from my seat. But I was in.
I could come in and out as I pleased.

Earlier that day, as I obtained my pass, I had the opportunity to see the
Human Resources department. This was located one level below Risk Manage-
ment and shared the floor with other service units such as External Relations.
Like Risk Management, Human Resources was laid out in cubicles and closed
offices, but while the former was mostly staffed by men sitting in similar-sized
partitions, Human Resources featured multiple departures from corporate
minimalism: the walls were decorated with figurative paintings in the style of
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Norman Rockwell, and the employees’ cubicles had children’s drawings pinned
to them. There was also greater demographic diversity, with a dominance of
females, many from ethnic minorities. Officially, I was an intern, but the staff
in Human Resources were unclear and somewhat suspicious as to why I was
not on the payroll like other interns. The confusion was deliberate. The only
administrative means that Bob found to provide me with a pass was to make
me into a formal intern, even though obviously I would not be paid.

LEAH

My experience at the Human Resources Department impressed on me an
important shortcoming of my study: I had barely spoken to anyone in the bank
who was not a trader or a manager (I had also barely spoken to female employ-
ees; see the methodological note for the limitations of such an approach).
My first opportunity to interview an administrator arose after meeting Leah,
a part-time employee at the New Accounts Department. Leah was a lively
woman in her mid-thirties who spoke with a thick Long Island accent. She
lived in Long Island with her husband, who had his own business as an electri-
cian, and her two young children. Her commute to the World Financial Center
took one and a half hours each way; on the days she worked, she woke up at
5:30 am and got back home at 9:30 pm, after her children had already been
tucked in by Leah’s mother. For that reason, she worked part-time, coming
to the office three days a week. They never offered her the option to work
from home. “I guess they want me to be in the office while I am working,”
she concluded.

Leah had been working for International Securities for twelve years, but
she had only been at New Accounts for two. I asked her, “do you work for the
traders?” and her answer was: “no, I work with actual human beings.” But she
said that laughing, and with no bitterness. “The majority of traders are very
good people, it’s just two or three who are difficult,” she added. The source
of conflict was that in order to open a new account, there was some informa-
tion that the traders had to provide, and sometimes they did not do so, which
meant she could not let them use the account, and they reacted negatively. “I
mean, it’s not that I don’t want to, it’s the regulations, what am I gonna do?”
Instead of talking to the traders directly, she dealt with their sales assistants,
“a buffer that helps a lot.”

Leah acknowledged that traders made “a lot of money,” but she said she
did not feel a sense of injustice. She argued that they also had to bear a great
weight and responsibility, pointing to the large box of Tums anti-acid pills in
the middle of the trading room, next to the candies. They also “drank Maalox
all the time,” another anti-acid remedy. Furthermore, Leah pointed out, the
traders left early, but they also arrived very early, many of them as early as
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half past six. She would not want to be a trader. She was more acquainted
with analysts because she used to work as an administrative assistant in the
Research Division. They also worked too much, she concluded. Lisa had always
worked at International Securities. She knew a lot of the people there, as well
as others who had left and with whom she still kept in touch. When asked,
“how do you like it?” she said that her acquaintances who had left had found
that International Securities was a good place. “They care for the business,
but also for the personal.”

THE OTHER WALL STREET

My quick visit to the Human Resources department, and especially my con-
versation with Leah, revealed a part of the bank that until then I had barely
come in contact with. My experience with them reminded me of the campaign
run by Fernando Ferrer, a candidate in the Democratic primary runoff for
the municipal elections in New York City in 2001. His (unsuccessful) election
campaign highlighted concerns of “the other New York,” the part of the city
excluded from the affluence of the stock market boom during the late 1990s. As
with New York City at large, not everyone on Wall Street, or even in the same
company, benefited from the riches generated by the stock market.

Leah, an administrative support employee, was arguably among those who
had barely benefited. My conversation with her revealed her perspective on
the traders, as well as the bank in general. Leah’s world was one of sacrifice:
long commutes, long hours on the days she worked, and difficult conversa-
tions with some of the traders. However, it was also one of job stability, family
life, and a reasonable degree of stress from work. My conversation with Leah
confirmed something that Bob had already alluded to, namely, the danger
for social friction in the conversations between traders in the front and back
office, given their status differences. Some of the traders, Lisa implied, were
not “human beings.” At the same time, the conversation with Lisa also revealed
something about the traders: their level of stress, which was high enough to
merit an institutionalized arrangement of free anti-acid pills.

TODD

A few days later, I did something that I had not attempted before: I casually
walked over to Todd’s desk for an informal chat, with no prior appointment.
As usual, Todd was watching his algorithm trade, but he did not seem to mind
my presence. He had a cynical theory about why I had been given a desk: there
were too many empty places in the trading room. His performance during the
year before had been unsatisfactory, and the trading room as a whole had had
negative revenue and very high costs. Eighty-five people had been laid off
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firmwide, and there had been additional departures through attrition. Bob
had been forced to lay off twenty employees from the trading room, mostly in
operations and mainly in order to cut costs, so the total head count in the trad-
ing room had shrunk to 142 people. I had been offered a desk, Todd ventured,
to give a sense that the room was less empty than it really was.

Todd’s situation was not easy either. His trading strategy was “non-
directional,” that is, supposedly insulated from overall market movements.
However, stock prices had moved so adversely during the preceding months
that they had impacted the returns of even non-directional strategies like
Todd’s. The reason for such impact was that widespread losses had produced
anew pattern in prices that, although not irrational, was inconsistent with the
assumptions of Todd’s models. “Large losses lead to forced liquidations among
fund managers,” Todd explained, adding that this had changed their strategies.
“Redemptions of this sort turn fund managers into clerks. They just have to
sell in order to raise cash.” Indeed, stocks had become cheap, but investors
kept selling them. As a result, stock prices did not “mean-revert,” nor did they
behave independently from corporate earnings, as Todd’s model assumed.
The corporate scandal atmosphere that started with Enron (the company had
filed for bankruptcy in December 2001) had further altered market dynam-
ics, creating additional difficulties for Todd. For instance, there often were 20
percent selloffs of single stocks “without any radically bad news,” Todd said,
“something unheard of.” The outcome of such sharp falls in prices was that
traders were constantly on the lookout for any sudden governance scandal in
the companies in their portfolios.

To make things worse, internal turmoil at the bank had aggravated the
losses experienced by the bank’s traders. One month before I got my desk,
Todd and others on the floor had been forced to cut their positions by a direc-
tive from corporate headquarters abroad. This was problematic, because a
smaller position now meant that Todd would be unable to recover even if the
market turned in his favor. To add insult to injury, and because of these unfair
losses, Todd now received an email every day from Risk Management, copied
to his boss, Jerry, about his daily performance. Todd felt scrutinized.

A Change in the Layout of the Room

A conversation I had with Bob a few days later spoke to this new environ-
ment. In response to the new and more difficult market dynamics, Bob had
decided to change the layout of the room: “Tam redoing the seating chart,” Bob
explained. But now it was proving more difficult than before. “After a couple
years, everyone on the floor is thinking about what they’re getting from their
neighbors. People are asking, ‘who are you sitting me with?’” This level of
interest, paradoxically, created complexities for Bob. “It’s funny,” he added,
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“I gave merger arbitrage the corner seats. People like them, they can look out
the window, and so on. I thought they’d like them, but Max came to me and
complained. In the past, he did not want to be near the sales force but now he
does not mind.” Max was now keen on avoiding being isolated. In sum, Bob
felt vindicated in his attention to physical proximity, but his job had become
more arduous because of it.

The changes that Bob was introducing in the seating chart, he added,
sought to reflect the new market context. He had moved the “stock loan” desk
to the periphery of the trading room because of the low-interest-rate environ-
ment. Stock loan was a desk that clearly interested Bob: “most people ignore
stock loan,” he said, “but their role is critical.” They were necessary for merger
arbitrage, he explained, because the latter involved shorting stocks (i.e., bet-
ting that their prices would fall), and shorting stocks required borrowing them
through stock loan. “Most people put the stock loan desk on the operations
floor, but we love to have it on the trading floor.” Why? Bob pointed to the
numerous quantitative cues that could gleaned from them: although using
privileged information to trade ahead of a merger was illegal, it all too often
took place among the less scrupulous banks, and this behavior ended up being
reflected in the rates of lending and borrowing. “A stock is easy to borrow,
suddenly gets tight, is tight all morning, and in the afternoon, a merger is
announced,” Bob explained. In other words, stock loan rates were predictive
of merger announcements. As a result, stock loan traders could, without doing
anything illegal, alert merger traders that something was about to happen
simply by being attentive to the rates that were being quoted for borrowing
stocks. (Unlike predicting merger announcements from tips from corporate
insiders, which is illegal, using non-sensitive information such as borrowing
rates, is not.) Bob continued: “then, as soon as the merger announcement
has officially been made, the assistance can go the other way.” Merger arbi-
trageurs could give stock loan traders a sense of merger likelihood and help
them decide whether to borrow shares that could subsequently be lent back
at a higher rate.

TaskedifI could speak to the stock loan traders. Bob was happy for me to do
so, but cautioned that this might not help me in my original goal of understand-
ing quantitative finance. “In order to understand stock loan,” he cautioned half-
jokingly, “you would really have to change your mentality completely, or send
a clone of yours. The desk is staffed a hundred percent by Italian Americans
who live in Staten Island. The stock loan market functions with no screens. It
is a guild. It’s relationship-driven.” Traders at stock loan, Bob added, social-
ized together on the weekends, drank together after work, and played soccer
together. “They’re more loyal to the guild than to the organization. If you tell
one of them to name all the family relationships he has in stock loan, they’ll
come up with at least fifteen.” This was yet another example of how different
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the practices, people, and types of knowledge prevailing in the various desks
of International Securities could be. The importance of the stock loan desk on
the trading floor, however, had recently decreased. In the previous bull market
(between 1990 and 2000) and with the correspondingly high interest rates,
borrowing stocks was difficult and stock loan was very important. Now, in an
environment of lower interest rates and thus lower financing costs, the cost
of borrowing was less important. Hence Bob’s decision to send stock loan to
the periphery.

The second change that Bob had introduced in the layout of the room
was to place merger arbitrage next to the “long-short” desk. The latter spe-
cialized in betting on entire industries, such as healthcare, rather than indi-
vidual stocks. Placing them next to merger arbitrage would allow Max and
his traders to establish the potential antitrust risks to a proposed deal. Bob
offered an example: “we had a merger between Ralston and Purina, the pet
food companies. All of a sudden, the merger guys had to have a strong opinion
about whether the Justice Department cares whether cat food and dog food
should be consolidated into one company. True story. Well, if there’s some guy
doing consumer products in the long-short desk, he probably knows already,
so rather than the merger arbs getting really heavy on Puppy Chow, there’s
some guy in the long-short desk who knows the sales cycle and how it works.”

A third novelty introduced by Bob was to combine index arbitrage traders
with the technology desk. This decision was due to technological changes in
regulation that meant the practice of index arbitrage had changed completely.
Index arbitrage traders exploited price differences between the S&P 500 index
and the stocks that went into it. “Before, the way to make money was to have
really large positions. Now, the key lies in fast turnover. For that reason, the
index arbs are now mixed up with the technology guys. Of the sixteen tech
people that we have, five are sitting with the index arbs.” Yet another of Bob’s
changes was to move all the stat arb traders together, including Todd. This
was part of a strategy, initiated by Jerry, to integrate their different algorithms.
Finally, two of the customer sales analysts were moved to the periphery of the
room for SEC compliance reasons (see figures 7.1 and 7.2).

To illustrate the gains from collaboration in the trading room, Bob had
created a chart that captured his thinking (see figure 7.3). The chart showed
the various potential sources of complementarity emerging from the merger
arbitrage desk. Once a merger is announced, Bob explained, the merger desk
is immediately activated and starts to set up an arbitrage trade. Their infor-
mation will be helpful to Todd and others at the statistical arbitrage desk,
who will need to rebalance their portfolio to exclude the merging stocks. The
information might also be helpful to the traders at the convertible arbitrage
desk, who will adjust their assumptions about credit spread and volatility, and
to the traders at the options desk, who will adjust their volatility assumptions.
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FIGURE 7.1. The trading room in 1999. In an environment of high interest rates, the
stock loan desk was placed at the center of the room because of the relative impor-
tance of funding costs.

The stock loan desk may have already known that the merger announcement
was coming from the tighter borrowing spreads, and once the announcement
is out, merger arbitrage can help them understand changes in the spread. If
the merger entails any unique provision (such as the DuPont-Conoco trade
mentioned in chapter 2), the merger desk may be able to help the special situa-
tions desk. It can also assist the index arbitrage desk, as a stock will be replaced
from the index (as in the case of Symantec presented in chapter 5). Finally, as
Bob had explained, the long-short desk can provide the merger arbitrage desk
with specialized knowledge of certain industries.

Bob’s theorizing of the integration across desks went further. The various
strategies in the room, he argued, belonged to one of three core categories,
based on the type of knowledge they generated. The first was fundamental
trading, involving company-specific or deal-specific research, and included
merger arbitrage, stock loan, and others. By fundamental, Bob meant trading
on the basis of the intrinsic properties of the listed companies. The second
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FIGURE 7.2. The trading room in 2002. In a low-interest-rate environment, the stock
loan desk was moved to the periphery. Furthermore, as index arbitrage increasingly
relied on speed and information technology, the technology and the index arbitrage
desks were combined.

was quantitative trading, which included statistical arbitrage, the technology
desk, and index arbitrage. In these strategies, the traders “do not know about
stocks, but only about computer models and computer execution of trades.”
The third category was volatility trading, including convertible bond arbitrage
and options arbitrage. These desks focused on how volatile stock price move-
ments influenced the price of other securities such as options and convertible
bonds.

The Multiple Properties of Stocks

Back at NYU, the conversation with Bob gave me plenty to consider. The pres-
ence of a phone-based desk such as stock loan within the trading room was
an unexpected novelty. Bob’s emphasis on how this desk was different from
all the others provided supportive evidence of the arguments made by Knorr

EBSCChost - printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.conlterns-of -use



EBSCOhost -

128 CHAPTER 7

MmN
T 1
L Technology —| Multi-strategy
L 1 1 proprietary trading
uuuuy Information flows...
Stat Arb
Index Arb
foam | T ]33 cC 3
_‘g_l Cl |3 C 3
- @ SR C| 5 [3 C|l « |3
g - =T [ 2T
5 =B Cc[ | |3 c[s|D
E cl .2 cLl |3 c[g]3
i cl[2\|lo c[Z2 | c[7]>3
Clg \2 C[ls |3 C 3
? Clsl |3 C -

FIGURE 7.3. Information-sharing across desks at International Securities in the event of a
merger. Source: Bob’s personal archive.

Cetina and Bruegger: as they claimed, screens had a transformative effect on
the market, to such a degree that I would have to “send a clone” of myself to
understand stock loan. At the same time, the case of stock loan qualified Knorr
Cetina and Bruegger’s findings in two ways. First, the form of embedded-
ness that was found among stock loan traders did not simply entail relation-
ships of trust, but a shared cultural background (Italian American), borough
(Staten Island), and family (as many of them had numerous relatives in the
trade). In that regard, the embedded nature of the stock loan desk was not
only a network of trusted relations, as Baker described in his study, but also
one that included interactions outside work, in the family sphere. A second
way in which the case of stock loan challenged the depersonalization thesis
developed by Knorr Cetina and Bruegger was that social ties did not appear
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less important at the merger arbitrage desk than at stock loan but seemed to
have a different effect.

Aside from the stock loan desk, I was intrigued by the three financial
properties that Bob had identified. He had taken apart, or, one might say,
deconstructed, the financial value of a stock into several component aspects:
fundamental, quantitative, and volatility. This was surprising to me, because I
had always thought of stocks as having two basic properties: risk and return.
This was based on my reading of the original research by Harry Markowitz and
his seminal modeling of stock value in economic terms in 1952.> At the time,
Markowitz’s work was revolutionary for two reasons. First, he had made inves-
tors focus on the quantitative aspect of stocks themselves, risk and return, at a
time when investors were typically tuned to the properties of the products that
companies sold. For instance, shareholders in GM typically made investment
decisions on the basis of the company’s cars. Second, Markowitz showed that
one could assume, without excessive oversimplification, that stock returns con-
formed to a Normal, or Gaussian, probability distribution, which meant they
could be treated like many natural phenomena: people’s height, body size, or
the velocities of molecules in an ideal gas. This was critical, as it allowed inves-
tors to quantify the statistical mean and variance of stock returns, and measure
risk. Before Markowitz, “risk” was an abstract and ambiguous concept; after
him, it was measurable and concrete. In short, Markowitz brought numbers
to bear upon financial investments, boiling the complexity of an investment
decision down to two calculable magnitudes: risk and return.

Bob’s traders, I now understood, were extending Markowitz’s agenda:
quantifying numerous other properties of stocks, beyond risk and return.
Consider a company like IBM. Investment returns on shares in IBM could
certainly be characterized by its statistical mean and variance, as Markowitz
had established. But given the diversity of tools that had developed on Wall
Street since Markowitz’s time, there were many other aspects of the stock that
were relevant. First, the market for corporate control that developed dur-
ing the 1980s had introduced mergers into the life cycle of most companies,
leading to a new property, merger probability, that was directly relevant to
stock prices.> Merger probability was the bread-and-butter of Max’s team at
the merger arbitrage desk, but it was also relevant to other desks such as sta-
tistical arbitrage, where traders like Todd had to exclude stocks from their
algorithms when they merged.

Second, the development of synthetic securities like the S&P 500 Index in
the 1980s had facilitated the growth of passive investment: instead of invest-
ing in a costly mutual fund, investors could simply “buy the index” and save
on transaction costs. However, the growth of index-based investments also
meant that inclusion into one of these indexes had an important effect on the
stock price of a company. A stock that made it to the index would suddenly
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experience a large bump in its price. The probability of inclusion in the index
was thus another property that could be quantified and used for trading, as in
the example of Max and Symantec noted in chapter 5.

A third financial property that had become relevant to stock prices con-
cerned the development of strategies like merger arbitrage, which required
shorting stocks, that is, betting that their price would fall. Given this practice,
astock’s ease of borrowing became a crucial property that made the stock loan
desk important.

In sum, the increasing use of financial models in a growing number of
investment strategies introduced by the quantitative revolution since the days
of Markowitz had produced a burgeoning of quantitative properties, includ-
ing risk and return, merger probability, the probability of being included in
an index, ease of borrowing, etc. In that context, Bob’s decision to divide the
trading room into three classes of properties—quantitative, qualitative, and
volatility—suggested that the specialized knowledge generated by the traders
had grown in importance, to the point of becoming an organizing device for
the trading room.

Quilted Markets

One last aspect of Bob’s scheme became evident a few weeks after our con-
versation about financial properties. I saw Bob sitting at his desk, experiment-
ing with a Treemap visualization of the market called “Map of the Market.”
Treemap visualizations of the stock market were originally created by web
designer Martin Wattenberg, and made available on a consumer finance
website, Smartmoney.com (see figure 7.4). A Treemap typically shows the
evolution of an aggregate magnitude composed of multiple parts, whether
it is national voting preferences (itself made up of state-level preferences),
municipal waiting times in hospitals (an aggregate of individual hospital times),
or the evolution of the stock market. The Treemap shows a mosaic, made up
of rectangles of various sizes and colors that correspond to the component
parts. Treemaps thus reveal the difference between the aggregate trend and
the subtrends that give rise to that aggregate. For instance, voters in the United
States can shift their voting intention evenly or unevenly across states. An
uneven shift could be entirely driven by a large movement in one or two states,
or by a minor movement in many states. The same applies to stock prices and
industry sectors: a rise in the S&P 500 Index can be driven by a large rise in
one or two sectors, or by a minor rise in most sectors.

On the day I saw Bob use the Map of the Market, he explained that he was
trying to understand whether a quilted market was more or less attractive than
one that was not quilted (figure 7.4). I had never before heard of “quiltedness”
as a financial property, but I could see Bob’s point at least in visual terms: the
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FIGURE 7.4. Non-quilted market. The Map of the Market on Monday April 4, 2005 (top) shows
a visually even (not quilted) outcome, where the losses were uniformly distributed across the
various markets. Source: www.SmartMoney.com.
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FIGURE 7.5. A quilted market. The Map of the Market from January to March 2005 (below)
shows an uneven or quilted market with several large areas of green (denoting economic
sectors with gains) and abundant areas of red (denoting sectors with losses). Source: www
.SmartMoney.com.
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Treemap representation of the market displayed on Bob’s screen did resemble
a traditional bed cover made of square layers of fabric, that is, a quilt. Bob then
changed the time period he was examining, and showed that during certain
time periods, the various squares in the graph had large differences in color
(i.e., the market was quilted), while at other times the squares tended to be of
the same color (i.e., the market was not quilted). Critically, the degree of “quilt-
edness” was different from the overall direction of the market (i.e., whether
the overall hue of the chart trended red or green), because a market where
the S&P 500 is rising can be both quilted or not quilted, and the same applies
to a market where it is falling. Bob was interested in quiltedness because he
hoped to better understand the dynamics of arbitrage in the bear market of
2002. “Traders prefer a market with uneven performance, because it creates
opportunities,” he hypothesized about a quilted market. “For example, Todd
needs to sell something each time he buys something. So, it’s good if some
stocks go down.”

Market Devices and Financial Properties

The key lesson I derived from Bob’s use of the Map of the Market concerned
the relationship between the tool and the financial property it revealed. It
was impossible to think of quiltedness before seeing the market represented
as a Treemap. I knew that, because I had never thought about it in such a way
before that day. Properties and their representations, my observation sug-
gested, were intimately connected. Before a representation is developed, the
financial property that it captures will be invisible. Only after such represen-
tation is developed will investors be able to rely on it, and if many do so, the
representation might alter the price of the security.

The link between financial tools and properties had implications for how
I thought about the trading room. Bob’s trading room could be thought of
as an assembly of specialized knowledge sets about the various properties
of the stocks, based on market devices such as models, visualizations, and
other quantitative technology. These properties could certainly be exploited
independently, as single-strategy hedge funds and proprietary trading desks
at other banks did. However, the various properties influenced each other,
so they could more profitably be exploited jointly. Hence Bob’s emphasis on
collaboration, and especially his policy of rotating desks. Bob’s policy, I real-
ized, was ultimately an exercise in exploiting the relationship between financial
models and stock prices.

The existence and exploitation of these properties speaks to existing
sociological studies on market properties. Research by Michel Callon, Cécile
M¢éadel, and Vololona Rabeharisoa argued that the characteristics of goods
cannot simply be announced by their producers.* Such characteristics need
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specific measurement tools, including investments in equipment; for instance,
the flavor, age, alcohol content, and origin of a bottle of wine requires the
implementation of certified tests and codified measurements. Similarly, a car’s
road-holding, engine capacity, consumption, and comfort “are all parameters
that, to be appreciated, evaluated and objectified, need a battery of tests, test
benches, approved measurement instruments, documents guaranteeing trace-
ability, etc.” (p. 199). To Callon and his colleagues, the development of product
tests and measurement tools was a central element in economies increasingly
defined by product differentiation, that is, in the identification and measure-
ment of the differentiating properties of a product. The result, the authors
argued, was an “economy of qualities.”

The concept of an economy of qualities was directly related to Bob’s trad-
ing, whose various desks and tools could be considered the financial counter-
part to the various tests and measures that Callon and others identified. Each
desk in the trading room could be thought of as a financial equivalent of the
testing, measuring or certifying units that Callon and colleagues discussed.
As I understood all of this, I suddenly felt vindicated in my overall research
project. Back in 1999, I had decided to focus on the tools and practices per-
formed by the traders at International Securities, rather than on the structure
of their social networks or the nature of their institutional field. In doing so,
my hope was that the tools and practices would uncover the distinctive aspects
of quantitative finance.

I had now hit upon one such aspect. The above-normal returns gener-
ated by Bob’s trading room at International Securities might partly be due to
Bob’s deliberate attempt to reassemble disparate but interrelated realms of
knowledge about the financial qualities of stocks, including the fundamental,
quantitative, and volatility properties. Knowledge about these properties in
the market was fragmented, because each property was tied to a different
representation tool, and these tools had expanded dramatically following
the quantitative revolution. Indeed, in the 1952 world conceived by Harry
Markowitz, the only two existing quantitative properties were risk and
return, and their practical significance was theoretical, because banks lacked
the computational means to calculate “Beta” coeflicients. By 1999, however,
these and many other variables were measured. Corporations experienced
disruptive events, index securities fell in and out of line with the value of their
underlying stocks, and trading technology created delayed data flows. These
were all measured. In this new world, then, the properties of the stocks were
multiple and uncertain, and a bank could develop a better understanding
than individual investors by integrating the desks that generated knowledge
about them.

The contrast between Bob’s and Markowitz’s worlds was striking for
one additional reason. The proliferation of quantitative practices and
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representations of the past decades could be seen as a consequence of Markow-
itz’s original efforts. New quantitative representations had led to new practices
and trading strategies. In turn, these strategies often created a new financial
product, and thus an opportunity for yet another representation. This was
precisely the point made by MacKenzie when arguing that economic theory
had been “performative.” Economic theory, he claimed, had not simply acted
as a passive measurement device, but as a financial innovation and engine of
change.’ For instance, as MacKenzie and Millo explained, the diffusion of the
Black-Scholes equation reshaped the value of stock options. In doing so, it
had also facilitated the creation of a link between the futures and the stock
markets that could be exploited in the 1980s by means of a trading strategy
known as portfolio insurance. But after portfolio insurance contributed to,
rather than prevented, the crash of 1987, the relationship between volatility
and stock prices was altered, leading to yet another property, the so-called
volatility smile in the traders’ charts. In sum, MacKenzie’s work, including
MacKenzie and Millo, established that market devices and financial properties
were bound up in each other.

A Change in the Market

The rest of the year 2002 proved to be more eventful than I had expected. As
the end of July arrived, I left New York City for the academic summer confer-
ences and a two-week vacation. I returned to New York in September, and on
my first day back at the desk I found Bob visibly upset. He had just arrived
from his own vacation and had encountered a problem: “the bank’s corporate
managers abroad got in a panic, that’s right, in a panic,” he emphasized, “and
forced us to sell our convertible bond position at a loss.” Convertible bond
arbitrage involved the simultaneous purchase of convertible bonds and the
short sale of shares in the same company. The loss amounted to $30 million.
Bob showed me (but did not let me keep) a chart with corporate bond prices,
depicting a shaded point in time on the chart where there was a loss, followed
by a rise: the typical pattern of reversion to profits that Todd also discussed
with me. The pattern demonstrated that Risk Management had forced the
closure of the position just before it began turning a profit. “It is a problem,
because the traders are compensated based on their results, yet this decision
does not come from them.”

The bank’s decision to override Bob’s authority came in the midst of a turn
toward risk aversion caused by the recent atmosphere of corporate governance
scandals. The new executive at the bank’s global headquarters in charge of
Bob’s unit feared that the convertible bonds bought by Bob’s traders might
become worthless. That is, he feared that the model Bob’s traders were using
no longer applied to the new circumstances, as investors had lost trust in the
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financial system, and so he thought it was better to sell. “They forced us to sell
in a hurry,” Bob explained. “It already happened after the 1998 Long-Term
Capital Management crisis and our high-yield bonds. We could have made
$30 million that we did not, but at the time I felt the problem was theoretical.
After all, we might not have kept the bonds for so long, we might have sold
before the peak, etc. But this time it is losses, as opposed to a forgone gain.”

Bob had clearly thought alot about this. “I understand that an organization
has to have checks and balances, and that each level has to have the right to
override the one below. For example, I think of the plane crash in Switzerland
exactly in these terms. You have three levels of hierarchy: the plane controller,
the pilot, and the automatic pilot.” He was referring to the tragic crash of the
Bashkirian Airlines Flight 2937 in July 2002. “Here, we have the same: busi-
ness line management, risk management, and global management. Our own
risk management systems did not flag this, because the losses were not large
enough. They were so afterward, when we began to sell.” The losses, in other
words, were self-fulfilling: as Bob put it, “once you sell, you do it in a hurry,
because that’s an order. People eventually find out—you’re the only one selling,
and during that time the price drops lower and lower as you get rid of your
holdings.” In sum, the anticipation of losses by Bob’s senior managers started
a process that culminated in actual losses.

“You would expect,” Bob continued, “that there would be less overriding
the higher up you go. For example, it is normal that the head of a desk will over-
rule his employees daily, but I overrule heads of desks much less. My bosses are
making decisions from headquarters.” They should, Bob added, overrule him
even less. “Otherwise, it’s like Jimmy Carter trying to manage the Iran hostage
crisis from the White House.” The overruling, Bob added, was in part due to
politics. “I have a new boss. The previous one took time to get to know me in
the beginning. He flew over here [from the bank’s global headquarters located
outside the United States] and after meeting me he decided he was going to
trust me. With time, that degree of trust grew.” Now, however, Bob’s boss had
changed, and the management style had changed too. “In large organizations
like International Securities,” Bob continued, “there typically are ten people
vying for promotion at the top, each elbowing the other. What the direct sub-
ordinates of my previous boss used against him was that he was a softie, too
uninvolved in day-to-day management.” For that reason, the new boss, who
was his previous subordinate, had promoted himself as more aggressive, more
focused on the details. But the end result, which was the forced liquidation
of the convertible bond trade, created acute problems for Bob. “On our end,
the problem is that money focuses people’s minds like nothing else, and now
I am $30 million short. And it’s not just my traders, but also myself, because
I get compensated based on the results of the floor as a whole. So how do I
deal with it?”
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Limits of Arbitrage

I left the conversation with Bob with an impending sense of doom. How was
he going to react to his own sense of being unfairly treated? Would he leave
the company and take some traders with him? Would he build an alliance with
the faction that opposed the current chief executive? Back at my cubicle in
NYU, I realized that the problems experienced by Bob and his traders spoke
to the literature on the limits of arbitrage. This theory, formulated by econo-
mists Andrei Shleifer and Robert Vishny, argued that there are systematic
constraints on the ability of arbitrageurs to conduct their trades, no matter
how farsighted and correct these trades might be, and that these restrictions
on arbitrageurs impose an unsurmountable constraint on arbitrageurs’ ability
to eliminate mispricings and improve market efficiency.®

While classic arbitrage requires no capital and entails no risk, Shleifer and
Vishny argued, in reality, almost all arbitrage requires capital and is typically
risky, creating a conflict of interests between Wall Street traders and the share-
holders in their banks or funds: the arbitrageurs are risking someone else’s
money. This conflict means that when an arbitrage trade does not go according
to the arbitrageur’s plans and leads to losses, shareholders and investors who do
not understand the nature of the trade may just see a risk rather than a possible
opportunity. Unable to establish whether the risk is due to incompetence or
to the particularities of the trade, investors will wish to reduce their exposure,
and in doing so they will prevent the successful completion of the trade.

The problems created by the convertible bond position at International
Securities seemed a clear case of such limits. A new chief executive was in place
who no longer trusted Bob to be prudent or proficient, and a sudden change in
the market environment had made losses less acceptable than before. The com-
bination prompted the decision to force the closure of the position. The pres-
ence of limits to arbitrage was also consistent with my discussions with Bob
and the traders in previous chapters: the conflicts and controversies around
position closure, trading limits, etc., were all instances of limits to arbitrage.”

Last Months on the Trading Floor

Three months later, however, the losses in convertible bonds seemed nearly
forgotten. I discussed financial results with Bob again in December 2002. The
trading room, he said, “isin a good mood despite annual results that are not so
good.” One reason for it was the rise in market indices since October. Another
reason was that, as the end of the fiscal year approached, bad news about com-
petitors was spreading around, making Bob’s traders feel relatively better. Bad
news was spreading because senior executives at other banks were beginning to
manage expectations in advance of paying out low bonuses. “If it is half of the
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previous year’s, you cannot simply tell a trader, ‘here’s your bonus, and then
say, ‘by the way, your performance was great, but it’s been a difficult year.”
The trader would not take it well. “He’ll say, ‘what? Fuck you, you ruined
me!”” Furthermore, what happened in other banks affected the expectations
at International Securities. “If your neighbor is being laid off, and your other
neighbor is getting no bonus, you don’t need to be jealous.”

A few days later, however, a conversation with Max marked a contrast to
Bob’s optimism. Max was concerned about the low frequency of mergers tak-
ing place, that is, the number of deals, as these were the raw material for his
trades. “In terms of deals,” Max said, “we are back to the 1994 recession. Saying
the Dow is down by 30 percent actually misses the point. The number of deals
has decreased by 75 percent, and not just that, deal quality is bad, spreads are
narrow, and they have many issues.” By issues, he meant reasons why these
mergers might not be completed: adverse earnings, antitrust, or geopolitical
risk. “So, overall, it’s like that line in that movie by Woody Allen. One old lady
is talking to another, and is saying, ‘the food is so bad around here, and the
other answers, ‘yes, and the portions are so small.””

One novelty that Max found interesting, however, was the use of credit
derivatives for betting on mergers. “Look at credit default swaps for Enron,”
he said. Credit default swaps, or CDS, were a derivative contract that provided
protection against the possibility that a company, in this case Enron, might
default on its debt. As it turned out, the price of Enron’s credit default swaps
(i.e., the cost of protection against Enron’s bankruptcy) had begun to rise
several months before Enron announced problems. “CDS have a high infor-
mation content, and banks can hedge themselves against their bad loans by
buying CDS.” By using CDS, Max added, he could examine whether a company
undergoing a merger had “any issue.”

My last substantial conversation with Bob on that year took place in March
2003. At the time, the news was dominated by the prospects of a US military
intervention in Iraq. The ultimatum to Saddam Hussein issued by the Bush
administration had expired on the day that Bob and I spoke. In the trading
room, all the television screens were turned to CNN rather than to the usual
financial channel. On the screens, as I walked in, Mayor Bloomberg was giving
a speech. The muted TVs showed a caption from him that read: “New York is
a Target.” Bob suggested we meet in his private office, which implied we were
about to discuss a sensitive issue.

As we sat down, Bob smiled apologetically: things were not going well
at International Securities. “Wall Street is in a depression right now, just like
the steel industry was in the 1970s. Some businesses are worse than others.
Investment banking, retail banking, brokerage, asset management and new
issuances are terrible. I just had a meeting with my management team about
this. In addition, the Street is overstaffed.” This created a paradox, Bob said: he
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had succeeded in making his traders share information, but the trading room
had lost its edge. “It took a long time to engineer respect between Max and the
people from long-short. Right now, everything’s perfect,” he said in reference
to the floor layout, “but we’re just not making any money.”

I also had news. I told Bob that I had accepted an academic position back
in Spain, my home country. He congratulated me, although we both realized
that this would put an end to my fieldwork at International Securities. Bob
then changed the tone of his voice and asked me about the impending war in
Iraq. “Tell me Daniel, I never asked you this sort of thing before: what is your
opinion?” Bob was worried about the war. He had never seen, he said, a time
in which American foreign policy, especially a war, had been so isolated and
out of synch with the rest of the world. “I was in Europe in the *70s, with the
Vietnam war. And I have friends from France who send me emails, and I never
saw this type of divide before.”

“So, what is your opinion, as a European?” Bob asked. “What strikes me
most about Iraq,” I ventured, “is the wide difference in opinion between the
pro-war and the anti-war camps. They seem to have fundamentally different
assumptions about key issues.” One, for example, was whether nuclear prolif-
eration in Iraq could be stopped by a strategy of United Nations containment.
“Perhaps,” I pointed out, “the Americans know something that Europeans
don’t.” “Yes!” Bob exclaimed, interrupting me. “And, you see, here I think that
they just don’t.” Part of the problem, he pointed out, was organizational. “The
people in different units of the information agencies—the CIA, Homeland
Security, the military, the White House—do not share information with each
other, partly because they cannot, due to security reasons. As a result, differ-
ent units develop models of reality that are not contrasted. Such as, can UN
containment really work? In that atmosphere of mistrust among the different
agencies, each may get more paranoid than the other.” What the US agencies
needed, Bob implied, was the type of integration he had at the trading room.

Trading Floors and Control Rooms

I was intrigued by our conversation, as it suggested that Bob had reflected
on the importance of integration well beyond finance. Indeed, space plays a
key role in the integration of knowledge in numerous settings. For instance,
the control rooms of the London Underground studied by Heath and Luff
allow personnel to systematically communicate information to each other and
coordinate a disparate collection of tasks and activities.® Such integration of
knowledge, Bob seemed to be pointing out, was more difficult when dealing
with secret foreign intelligence, speculating that this must have hampered the
US government.
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That conversation was the last one we had in 2003. In May of that year I
graduated from my doctoral studies. The fieldwork I had completed on Inter-
national Securities, between November 1999 and May 2003, served as the basis
for my doctoral dissertation. It was titled “The Social Qualities of Quantitative
Finance.” The first sign that the project had, for good or bad, succeeded in
making unconventional claims came soon thereafter. At the graduation ceremony
for doctoral candidates at NYU, the titles of the dissertations were printed in
the day’s program. As the other candidates and I queued up to step onto the
stage and receive our degrees, the student behind me, a doctoral candidate in
Finance, read the title of my dissertation. “What do you mean,” he asked with
barely concealed puzzlement, “by social qualities”?

Epilogue

There was a final twist to the events described above. I returned to Interna-
tional Securities in July 2004. I had spent a full year in Barcelona at my new
academic position, and the summer recess gave me an opportunity to come
back to New York for more fieldwork and to work with coauthors. I emailed
Bob, asking him for an appointment. He responded right away and suggested
two possible days to meet. I chose the earlier one.

Walking into the trading room in July 2004 stirred in me an odd sense of
familiarity and nostalgia. Everything seemed to be as I had left it, except of
course that I was no longer a regular visitor. As I approached Bob, I found him
welcoming as always; however, he took me straight to the conference room
next to his office, and closed the door.

“It’s good that we met today,” he said, “because I am leaving International
Securities on Friday.” This came as a shock, only made more dramatic by what
he said next. “I still have to tell this to these people,” pointing to the traders.
The knowledge of Bob’s departure was rendered all the more poignant by the
glass-walled room we were sitting in. Outside that office, the traders were going
about their business, speaking on the phone, buying and selling securities,
oblivious to the shocking news that Bob had just dropped. Had there notbeen a
glass wall, they would have easily overheard our conversation. Had they known
what I knew just then, the trading room would immediately fill with chaos.

“How come?” I managed to ask, attempting to recover from my shock. Bob
then showed me a document titled “What Is the Condition of Equity Markets?”
that he had presented to others at International Securities, analyzing the over-
all strategy of the trading room. The point of the presentation was that the
profit opportunities that had once been in equities were no longer there, and
that these now lay instead in connecting stocks and corporate debt because, as
Max had explained to me, the price of corporate credit default swaps seemed
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predictive of stock prices. However, Bob had been denied permission to do
that. The refusal had come from the Risk Management department at Interna-
tional Securities, which Bob had once described as politically weak. “Losses
give power to Risk Management.” Bob said, “in addition, this is an organiza-
tion, and as you know there are all these different interests going on. So, the
actual opposition to us trading corporate debt came from London,” he said,
referring to the UK office of International Securities. “They trade credit risk.”

As a result, Bob said, he had decided to resign. “It’s okay for me, I'm not
confrontational, so I decided to leave. We have been having this conflict since
the year 2000. I feel bad for these guys,” he said in reference to the traders just
outside his office. “I like the people I work with. All through this year, I have
been suffering. This week, there are all these things to do. I have to meet with
the US Head of International Securities, and his schedule is always jumping.
This is why our meeting almost got canceled.
going to do?” I asked. “I don’t know. I am not going to work for two years. I
may not return to Wall Street. As you know, this is actually my second time
here. I would like to spend time with my family. Now my pocket is fuller; I am
older. Or I may do something like what Quinn did.” Quinn was the doctoral
student in sociology (and former banker) who had introduced me to Bob three
years before. Bob was thus alluding in an indirect manner to the possibility of
enrolling in a PhD program.

» «

Do you know what you’re

Strategy and Asset Classes

Bob’s resignation filled me with a mix of surprise and sadness. The last thing I
expected when I walked onto Bob’s floor that day was learning that he would
resign. Although I felt honored that he had confided his plans to me before
sharing them with his own traders, I was sad to hear that the organization I
had studied for three and a half years would irreversibly change. Back in my
summer rental apartment in the Upper West Side, as I transcribed my notes
from the meeting, I considered Bob’s decision more carefully. His resignation
impressed on me the extraordinary uncertainty that traders face, for even
though the trading room was finally integrated, that integration did not mat-
ter in an economic context of recession, declining stock prices, and excess
capacity on Wall Street.

I understood then that the strategy that Bob’s managers had refused to
allow was the connecting of stocks and corporate debt. Bob’s goal, as Max had
mentioned when discussing Enron, was to shift toward corporate credit deriva-
tives such as credit default swaps. As MacKenzie has emphasized, corporate
debt-based derivatives such as these became a highly successful asset class that
should not be confused with the mortgage-based derivatives that turned toxic
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in 2008.° The very success of corporate credit derivatives was probably also
the reason the London office of International Securities opposed Bob’s move.
At around that time, I found news that confirmed the prescience of Bob’s
plan. According to the Financial Times, the European subsidiary of Goldman
Sachs had adopted the very policy that Bob had tried to put in place, namely,
combining debt and equity departments. The paper reported that, following
the sharp downturn in merger and acquisitions activity, “the US-based invest-
ment bank had reorganized both research and trading, placing those who trade
the same company’s debt and equity in teams close to each other.” The change,
the newspaper added, had altered the conversation subjects among the debt
traders: “while the corporate bond traders used to sit next to the government
bond traders and talk about yields, with the new seating arrangement those same
credit traders were more likely to share views about the companies that equity
traders were following.”*® The news story lent confirmation to the importance of
informal conversations across trading desks, and especially among those using
different strategies and representations of value. But, more important, it sug-
gested that some such conversations were more valuable than others and that,
depending on the market context, it was beneficial for a company to change
the layout of the floor in order to privilege some conversations over others.

Performativity and Trading Rooms

My observations of the trading room during my last year pointed to the rela-
tionship between asset classes, arbitrage strategies, and trading rooms. One
way of tying these concepts together is by analogy to an existing concept devel-
oped by the Nobel laureate economist Robert Merton Jr., the so-called finan-
cial innovation spiral. Merton posited a reciprocal influence between financial
markets and financial institutions such as Wall Street banks. He started from the
observation that innovative financial products were typically first offered by
leading investment banks such as Salomon Brothers, and then standardized as
they moved on to securities exchanges like the Chicago Mercantile Exchange,
which could offer the products more cheaply. In other words, innovations were
services first, then products. Once a financial product was thus commoditized,
banks turned to the next lucrative innovation, thereby performing a turn in
the spiral (see figure 7.6). In Merton’s spiral, financial innovation contributed
to a progressive reduction in uncertainty by developing more and more types
of products, allowing investors to hedge against more and more types of risk.
“This interaction between dynamic product-development intermediaries
and markets,” Merton concluded, “can be interpreted as part of a ‘financial-
innovation spiral’ pushing the financial system toward an idealized target of
full efficiency.”" The spiral, in other words, created progress and reduced risk.
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INVESTMENT BANKS CAPITAL MARKETS

Exchange-traded contracts

Mutual funds

Equities in stock exchanges

FIGURE 7.6. Merton’s Financial Innovation Spiral. Source: Merton (1995).

Asan example, Merton offered the task of providing a well-diversified port-
folio of stocks for individual investors. “At one time,” he wrote, “this func-
tion was best served by buying shares on a stock exchange.” However, there
were transaction and monitoring costs that created friction. Financial markets
responded with an innovation that pooled investors’ capital, mutual funds,
thereby reducing those costs. This led to the creation of funds that tracked the
S&P 500 Index, such as those offered by the Vanguard Group. Those funds
were subsequently turned into yet another financial product: futures contracts
on stock indexes, such as the S&P 500 Futures offered by the Chicago Mercan-
tile Exchange. These exchange contracts further reduced costs. “Thus,” Merton
concludes, “the institutional providers of the stock-diversification function for
households were markets, then intermediaries, then markets again.”"

Building on Merton’s idea, and leveraging the concept of financial proper-
ties that I witnessed at Bob’s trading room, I propose a different form of spiral
to represent the relationship between economic models and the properties
of financial securities. In this spiral, new representations of value, typically
in the form of new financial devices, tools, or economic models, lead to new
investment practices. In turn, such new practices often create changes in the
properties of the securities, which can themselves be represented and prof-
itably exploited. In sum, there is a reciprocal influence between economic
models and financial properties. Because this influence can be performative
in nature (e.g., because economic models are central to the conceptualization
and measuring of these properties), I refer to this as a performative spiral (see
figure 7.7).

For an example of the performative spiral, consider Markowitz’s Mod-
ern Portfolio Theory and its effect on financial properties. As MacKenzie
describes, Modern Portfolio Theory presented stocks in terms of two statisti-
cal properties, the mean and variance of their returns, and argued that only
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ECONOMIC MODELS FINANCIAL PROPERTIES

Index effect
Efficient Market
Hypothesis,
passive index

funds Beta

Capital Asset Pricing
Model (CAPM),

Mean, variance
beta tables

Modern portfolio theory

FIGURE 7.7. A performative spiral.

these properties, rather than the fundamental traits of companies (balance
sheet, product offering, etc.), determined stock value. Subsequent research
by William Sharpe and others built on Markowitz to develop the Capital Asset
Pricing Model (CAPM), relating a stock’s value to the sensitivity of its price
to overall market fluctuations. Such sensitivity was called “beta,” and implied
that investors ought to diversify their portfolios, a message that was echoed
by Eugene Fama’s efficient market hypothesis. Consulting firms like BARRA
or Wilshire made the use of this research practically possible by providing
investors with “beta books,” or lists of the beta values for different stocks, while
other companies such as Wells Fargo Bank or The Vanguard Group developed
passive index funds." As the passive index fund industry grew in size, indexes
began to shape stock prices, leading to what Maria Kasch and Asani Sarkar
have recently called an “index effect,” whereby inclusion into an index cre-
ates an increase in the stock price of a company.* Thus, the identification of
the statistical properties of stocks contributed to the development of models
like the CAPM and market devices such as beta books or passive index funds,
which in turn created additional properties such as the index effect.

Notice that some of these properties were already in place before the mar-
ket device was introduced. Such is the case of the mean and variance of stock
returns; in this case, the role of the CAPM model and corresponding beta
tables was not to bring the property into being, but to allow market actors
to identify it. In this manner, the CAPM can be seen as performative in what
MacKenzie has termed a generic sense: the model does not alter the properties
of the stocks, but altered financial practices. In other cases, such as the index
effect, the introduction of the passive index gave rise to it, so the performative
mechanism can be said to be effective: the model altered market prices, but
such change did not impact the accuracy of the model itself.
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As with Merton’s schema, my proposed spiral describes the evolution of
quantitative finance through time. However, the performative spiral differs
from Merton’s in three ways. First, it departs from Merton’s view of financial
markets as gradually making the world less risky: the performative spiral that
I propose does not make any claim about the overall degree of risk offsetting,
but suggests that as some risks are addressed, new risks will appear. Second,
whereas Merton’s spiral is silent about the properties of the stocks, the perfor-
mative spiral contends that as time passes the number of market devices and
properties of the stocks will grow. Thus, while Merton sees a historical pat-
tern of less and less risk, I propose one of more and more properties. Finally,
whereas risks in Merton’s spiral are external or “exogenous” to the banks and
financial exchanges, in the performative spiral that I propose, risks are both
external and internal to the market, as they can result from the interaction
between existing models and financial properties, as in the crash of 1987.

The concept of performative spirals sheds light on the basic question that
I confronted as I initiated my research: what is the point of a trading floor?
Instead of creating innovative products, as banks did in Merton’s model, Bob’s
trading room assembled a multitude of economic models and strategies within
the same four walls. Each model and its associated tools generated specialized
knowledge about a different property of the stocks, and interaction across
desks promoted the sharing of this tacit knowledge. One way to think about
the trading room, then, was as an organizational arrangement that allowed the
exploitation of the performative spiral. Different desks used different market
devices and properties, and physical proximity between desks allows for the
exploitation of the overlaps and interdependencies between properties.

Finally, the introduction of additional devices and properties into the trad-
ing room led to changes in the physical configuration of the desks. Hence,
for example, the difference between the configurations of the trading floor in
1999 and 2002. To capture this effect, I propose the term performative trace.
By this I mean a pattern of relations of proximity across desks that changes as
the market conditions change, so that integration across interrelated financial
properties is made possible. Over time, changes in the layout of the floor thus
tracks, captures, and traces the evolution of market properties.

The concept of performative trace differs from previous studies of social
relations on trading floors by relating them to financial models. Whereas the
original function of undirected communication in the trading rooms docu-
mented by Heath and others was peripheral monitoring, and while Baker’s
cliques on the floor of an exchange were aimed at transacting, the performative
trace proposed here is based on MacKenzie’s idea of evaluation practices. Such
practices are path dependent and fragmented, which implies that successful
interaction requires trust and frequent interaction, hence the need for proxim-
ity. Finally, the concept of performative trace offers implications for managerial

printed on 2/14/2023 3:40 AMvia . All use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

PERFORMATIVE SPIRALS 145

practice. The study by Heath and others underscored the need for understand-
ing peripheral monitoring before automating information exchange. Baker’s
study suggested that a trading group should not be too large. In turn, the con-
cept of performative trace suggests that financial innovation calls for new pat-
terns of relatedness on the trading floor.

Conclusion

My last months at the trading room afforded me a closer look at the people and
the practices that centered my visits between 1999 and 2002. I saw new and
unexpected corners of the organization such as the HR department, or Leah
in the back office. More significantly, I encountered a succession of events that
undid the original strategy laid out by Bob in 1997. Specifically, a change in the
global CEO of International Securities meant that Bob lost a vital source of
support within the bank. Furthermore, and following the burst of the Internet
bubble, the US equities market entered a protracted crisis that made it impos-
sible for the equities trading room to preserve its profitability without a change
in strategy. The traders and executives confided in me their skepticism, shared
their frustrations, and by 2003, even their political views.

My continued visits and conversations alerted me to the critical role of
models and visualizations in forging an understanding of the market. The trad-
ers, I eventually understood, were engaged in expanding their knowledge of
the various properties of financial stocks, and Bob altered the layout of the
trading room accordingly. By 2004, however, Bob resigned. It took me a long
time to fully understand the significance of Bob’s resignation to my own study
of arbitrage, but I eventually grasped it: the introduction of models in financial
markets created an iterative effect between economic models and the financial
properties of stocks, a performative spiral. Successfully exploiting the spiral
entailed connecting different markets at different points in time. This, how-
ever, was precisely what the bank had prevented Bob from doing, and this was
what prompted his resignation.
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I barely saw Bob in the two years that followed his resignation from Interna-
tional Securities. The opportunities to meet were few, as my job in Barcelona
kept me away from New York during most of the year. In 2006, however, I
changed jobs and moved back to New York City for a position at Columbia
Business School. Once I settled into the job, Iinvited Bob to speak to the MBA
students I taught at Columbia. Unexpectedly, Bob’s account of the culture of
his former trading room cast doubts on the understanding I had developed
about him and the bank up to that point.

The specific point of contention concerned the organizational integration
achieved at International Securities. My fieldwork from 1999 to 2004 had
led me to believe that Bob’s trading room was successful because it brought
together the diverse bodies of knowledge held in its various trading desks. I
attributed this integration to the informal relations and open communication
across desks. In turn, I accounted for these in terms of the material traits of the
floor: the whiteboard, the absence of separation between traders and opera-
tions officers, the limited head count, the low-height monitors, and especially
the rotating desk layout. Integration was not, in other words, the outcome of
an authoritarian imposition; there certainly were two line managers, Jerry
and Brian, but their primary role was to supervise and control the traders. The
other middle manager, Stanley, was charged with promoting collaboration
across desks. Similarly, Bob was willing to limit his own discretion in setting
bonuses, committing instead to a rule-based “percentage payout” system. In
sum, the floor to me was integrated, but resolutely not hierarchical.

This reading was generally supported by a vast number of studies in orga-
nizational sociology. Starting with research conducted in the 1960s by Brit-
ish researchers Tom Burns and Lawrence Stalker, a long-running literature
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has underscored the importance of non-hierarchical and non-bureaucratic
structures in enabling technological innovation. Companies in new industries,
Burns and Stalker found, faced rapidly changing market conditions. In such
contexts, arigid or “mechanistic” division of labor limited their ability to adapt
to such changes. By contrast, innovative companies were characterized by
an “organic” structure, including “fluid definitions of function and interac-
tions that are equally lateral as they are vertical.” The distinction between
mechanistic and organic structures proved influential, inspiring subsequent
theories such as the network organization, the boundaryless organization, the
flat organization, and the heterarchy. The idea of organic structure was central
to how I interpreted Bob’s trading room, and I took the equities floor to be
proof that innovation in finance also required an organically structured floor.

A Special Visitor

My perspective was abruptly called into question in November 2007, when
Bob addressed my MBA classroom at Columbia Business School. At the time,
questions about trading floor structure were of secondary concern to me. As a
novice assistant professor teaching three challenging MBA clusters, my atten-
tion was focused on my teaching evaluations, which left plenty of room for
improvement. My difficulties in the classroom were not only due to inexperi-
ence, but also to the fact that Columbia Business School, like the business
schools at the University of Chicago or New York University, was regarded as
a “finance school.” That is, numerous students came to Columbia with work
experience on Wall Street, and an even greater number were aiming for a
career on Wall Street after graduation. To some of these students, management
boiled down to three things: hiring, firing, and paying bonuses. Columbia’s
MBA curriculum, however, included a compulsory management course titled
“Creating Effective Organizations,” which I taught. My classroom was thus
partly populated with students who did not readily see the value of a course
in management. In an effort to ingratiate myself with them, and to illustrate
the relevance of management ideas on Wall Street, I invited Bob to be a guest
speaker. Incidentally, I also hoped to improve my teaching evaluations.
Bob’s presentation took place in November 2007, and his visit offered a
great deal more than an upward tick in my teaching ratings. On the day of
his session, Bob showed up to the classroom a full half-hour ahead of time,
energized and self-engrossed instead of relaxed and engaging as I had always
found him. As he started to address my students, he spoke with the intensity
of a street activist. “I had the privilege,” he said, “to be the laboratory rat of
your professor.” As he made this point, he looked in defiance at my students,
as if detecting the skepticism that lay behind their blank expressions. This was
met with silence. Bob continued by telling my students that he had pursued
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an MBA just like theirs, but that he had never collected the degree, as he had
not paid the $8 he owed in late library fees. “So at the end of today, I'll pass
around the hat.” His academic irreverence was met with laughter. He then
moved to the topic of his presentation. “Communication,” he stated, “is the
central driver to adding value in business.” There was silence again, but now
of a different kind: interested silence.

Bob then went on to talk for a half hour or so about a bank where he
had worked before joining International Securities. I referred to this bank
in previous chapters as Premier Financial. “Consider a classic, old-fashioned
derivatives trade from the 1980s,” Bob began. The Tokyo sales force, which is
composed of Japanese traders, has identified that for some peculiar reason,
Japanese insurance companies like the bonds of Australian companies that pay
their principal in Australian dollars and the coupons in Japanese yen. “These
traders,” Bob continued, “want someone to provide those bonds so they can
sell them to their customers and make their fee.” To do that, however, they
need to find an issuer, typically a US corporation that wants to issue bonds as
ameans of financing. This, Bob argued, placed onerous coordination demands
on the bank: “the Japanese salespeople have to go to their capital markets
group and persuade a company like IBM that it ought to issue bonds in Aus-
tralian dollar principal and yen coupon.” Doing so, however, also called for
connecting different teams in the bank. “Luckily there’s no language barrier for
ignorant people like myself, who don’t speak multiple languages,” Bob added,
again prompting laughter among my nationally diverse and well-traveled stu-
dents. “But still, that’s a time zone and two cultures away, and I don’t mean
Japanese and American cultures, I mean sales and investment banking, which
are universes apart.” Bob’s point was clear: the cultural gap between depart-
ments at Wall Street banks could be as wide as that between countries, leading
to communication barriers that hindered business.

How, Bob asked, could a manager induce the necessary communication
despite such gaps? One of my students suggested a global bonus pool. To this,
Bob responded that money would seem like the logical response, “but it turns
outitis dead wrong.” When he ran the derivative business at Premier Financial,
Bob explained, he conducted an experiment to resolve the pervasive tension
between British bankers in London and American bankers in New York. “I
took some American guys to London, and some Brits to New York.” The result
was surprising. “Three months later, some Brit in New York is telling me what
a jerk everyone is in London, how they are fools, and don’t know how to
do business. And some American doing a phony British accent is telling me
how much he hates New York.” Bob drew a lesson from this: “when people
sit beside each other, they like each other, they trust each other, and they
share information. You move them, and the trust and friendship starts to die.”
Close physical proximity, Bob concluded, creates spontaneous interaction, and
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interaction breeds trust. Bob’s solution to the problem of collaboration within
his bank was rotating the teams of traders. “I moved their desks, not just once,
but often, sometimes a couple times a year. It drove them crazy. But they could
gripe about me, the boss, and get to know each other through their grumbling.”

As I sat in the back row of the classroom, I could not help but feel per-
plexed. I was already familiar with the story of the relocated traders, but the
novelty for me was Bob’s self-presentation: his loud voice, authoritative tone,
straight posture, cold-calling of some of the students, as well as his gracious
replies when the answers were not what he expected. Bob owned the floor in
my classroom, and no one was upset or humiliated because of it. As the session
ended, a multitude of students swarmed around him with questions and com-
ments. While I waited for the swarm to subside and take him to lunch, I could
not help but question my own view of the trading room as a non-hierarchical
structure. What I had just seen was an unparalleled exercise in personal energy,
professional authority, and control of the audience. Bob had established his
credibility among my students from scratch. Perhaps, I reasoned, this imposi-
tion of authority also took place in the trading room at International Securities
before my study started, and I had missed that crucial part of the story. If that
was the case, my view of the trading room as non-hierarchical in structure
would be misplaced.

As the recognition of Bob’s charisma settled in, other puzzling observations
suddenly came to mind. In the summer 0f 2005 (that is, two years before Bob’s
guest lecture), I had interviewed one of Bob’s former colleagues. He described
Bob as a “control freak,” adding that Bob’s real objective in banning the stack-
ing of monitors in his trading room was to more easily observe the traders.
This was a damning charge, for if what Bob had really built was a surveillance
system rather than a collaborative space, the trading room should certainly not
be described as non-hierarchical. Back then, I had dismissed the colleague’s
comment as an overly harsh, purely provocative remark. Later that summer,
I visited Bob’s house and met his family, and the experience had puzzled me
even further. Ilearned that Bob was Catholic, a father of six children, and that
he lived in a well-appointed, traditionally decorated suburban house. None of
these seemingly conservative traits were evocative of the organic companies
described by Burns and Stalker. However, the disparity between these obser-
vations and my view of the trading room only became clear after Bob’s guest
lecture at Columbia.

Once the lecture had ended, numerous questions formed in my mind.
What, Iwondered, lay behind the seemingly relaxed and sociable atmosphere
that T had seen at the trading room? Had Bob facilitated this climate by vir-
tue of his own empathy? Or was it a product of the charisma that I had just
witnessed? The question became a pressing one, not least because in those
days I was also in need of finding a way to impose my own authority among
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my MBA students. As Bob and I left the classroom for lunch at the Faculty
House (a formal restaurant on campus that Columbia reserved for academics
and their guests), I decided to drop my previous plans to discuss other mat-
ters and instead use the time to query him. I wanted to hear the story of what
happened in the trading room in the two years that elapsed before I arrived,
including details, names, and dates. With this, I hoped, I would be able to
answer the puzzle that now lay ahead of me: if the trading room could not
ultimately be characterized as organic, flat, or boundaryless, how should I
think about it? Similarly, if Bob’s role as manager had not been that of a sup-
portive facilitator, what had it been?

Transforming the Equities Trading Floor

The account I received from Bob over lunch was remarkably candid. Bob
revealed his views on issues I had never asked about during my years at the
trading room, his thinking about power, politics, authority, and coercion; as
well as his own values, principles, morality, and ethics.

The harmonious trading room that I had encountered in 1999, I learned,
had not always been thus. Before Bob’s arrival in November 1997, the manage-
ment of the bank believed there was “something wrong” with the equities floor
and hired Bob to fix it. The floor was then composed of two halves that served
very different and ill-fitting purposes. It contained a large international equi-
ties sales force, which served the bank’s international strategy. That, according
to Bob, was “a customer-driven, low-risk-taking, process-oriented business,”
that is, not very interesting in his eyes. In addition, the floor included a smaller
group specialized in complex and lucrative Wall Street-style trading. But there
was very little synergy between the two groups. Overall, “it was a poorly con-
ceived combination of two entirely different businesses,” Bob recalled. To
make matters worse, the trading part of the floor was in a state of disrepair.
Many of the desks were specialized in outdated activities such as market mak-
ing on Nasdaq stocks, Latin American financing, or a money-losing options
trading desk. In short, “it was just a mess.” Bob’s first year was thus consumed
with closing those activities and laying off traders. He also closed the inter-
national outposts of the bank’s equities division, which included an office in
Canada and one in an offshore territory.

The second activity that Bob addressed during his first year was develop-
ing a firm grasp of the relations among the traders. He administered a form of
network questionnaire in which he asked each trader to state who he worked
for. Bob then asked the person mentioned by each trader whether he had a
supervisory relationship with the respondent. As it turned out, many traders
did not appear to know who they worked for. The exercise made some people
uncomfortable, but it revealed the organizational confusion that was in place.
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The trading room, which was initially composed of more than one hundred
people, shrunk as Bob laid off or encouraged the voluntary departure of about
85 percent of the traders.

Bob’s next step was to hire new traders and build up the mix of desks that
I encountered when I arrived one year later. He hired Max to run the merger
arbitrage desk, and two senior traders in the options arbitrage desk. Bob’s
objective was not only to diversify, but, as noted in the previous chapter, also to
incorporate various types of knowledge into the floor, including the research-
driven, trading-driven, and flow-driven properties of stocks. In parallel, Bob
began a technology rebuild effort, and the transformation of the Operations
department.

As part of this hiring, Bob assembled the management team that I had
already met. Stanley and Jerry joined in 1998, followed by Brian in the year
2000. “All three of these guys had worked for me at Premier,” he added. I was
surprised to hear that Bob was only hiring previous acquaintances, but Bob’s
approach was consistent with an observation he had once made: showing me
a detailed seating chart of the trading room, he said, “I trust this one, that one,
and that one.” Trust, in other words, was a scarce commodity for Bob. Jerry
had worked with Bob since 1990 at Premier, and Bob described him as “my
right-hand troubleshooter.” Jerry was also valuable in that he was steeped in
the institutional details of the market.

During our lunch conversation, Bob also revealed that Stanley did not, in
the end, perform satisfactorily as broker between the desks. “His book was a
failure, and I pulled it very quickly,” Bob recalled, referring to the portfolio of
trades, or “book,” that Stanley handled. Stanley stopped playing a managerial
role, becoming a trader himself, “and he was a successful trader,” Bob added.
Bob’s perspective on Stanley’s underperformance as manager was telling of
Bob’s own approach: “he didn’t complement the culture, because he engen-
dered mistrust.” Stanley tended to engage traders by having an argument with
them, but when he lost the argument, he would often use his hierarchical
position. “People disliked that,” Bob said, “if they’ve beaten you fairly in an
intellectual argument, they don’t want you to pull out a trump card and say,
well, ‘okay, never mind. I’'m your boss.”

Bob was, in other words, mindful of the limits of formal authority. For
instance, he believed that formal authority biased communication. “If I needed
to know the answer to something,” he said, “I knew I couldn’t ask the people
directly, because of my position as the sole and dominant authority on the
floor, which was essential for keeping order.” Bob, he thought, was the law,
the judge, the jury, and the person who kept peace. “But this is not compat-
ible with true discourse. If I went to somebody and said, ‘should you really be
running the model?’ Instead of replying, ‘yes, I think I should, and here’s the
reason, their first reaction was, ‘do you want me to cut it, should I cut my size,
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how much would you like me to have in it>”” As a consequence, Bob relied on
his managers for those conversations.

Bob thus had a complex relationship with authority. He combined an
appreciation for power with an awareness of its dysfunctions. Partly due to
this awareness, Bob refused to allow successful traders to expand their formal
authority over others. “People would ask me to impose a promotion system
in a hierarchy,” he recalls. The argument would be along the lines of, “if I've
done well trading this book, why can’t I take over that guy’s book and have
them report to me?” However, Bob refused. In reflecting on the origin of these
requests, Bob realized his traders brought these norms from other firms, “and
in other firms you’re acquiring kingdoms as you go up.”

Two years into his job, Bob experienced a challenge to his authority. Bob
had developed and communicated a specific aspect of his compensation policy:
the percentage of the desk profits that traders would be paid as a bonus was
not subject to year-end renegotiation. That is, this percentage was to be agreed
to before the annual results were announced at year-end and would not be
discussed again once the results were known. Having announced this, Bob
found himselfin a difficult dilemma when a statistical arbitrage trader named
Yuris attempted to renegotiate his percentage. In March 1999, when the bank’s
financial results were released, Yuris learned that he had been one of the largest
contributors to the profits of the floor. He was due an agreed-upon percent-
age of the profits he produced, but Yuris asked for a greater percentage. “‘I
made so many million dollars for the floor and that guy made 10 million, and
he has 14 percent, and I only have 12,” Bob recalls Yuris telling him. To this,
Bob replied that what mattered was the total bonus payment rather than the
percentage. “What’s the problem?” Bob said, “you did well.” But Yuris was
adamant that he should be paid a higher percentage of his desk’s profits, and
he threatened to leave.

The ultimatum put Bob in a bind. If he refused to agree to the trader’s
demands, Bob risked losing a crucial trader. But if he gave in and raised Yuris’s
bonus, the credibility of his compensation system would be fatally under-
mined, inviting renegotiations by the other traders. This type of dilemma is
widespread in banking and has been analyzed by sociologist Olivier Godechot.?
In such cases, managers are left with the dilemma to either pay more or risk
losing the talented employee.

The decision Bob eventually made is illustrative of his overall approach
to managing: Bob paid Yuris the exact bonus he was contractually due, and
then fired him. Bob terminated the trader for reneging on an existing agree-
ment. In other words, Bob turned the bonus ultimatum on its head: instead
of a dilemma between retention and consistency, he saw it as one between
principles versus interests. To Bob, the question was whether a trader should
gain an exemption from the norms that applied to everyone simply because
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he was a star. Bob’s answer to that question was “no.” By refusing to budge,
Bob explains, “the reputation that I developed, which I allowed to persist, was
that I would burn down my own house before I would compromise with my
principles or my rules.”

Norms, the episode suggests, were of critical importance to Bob. “There’s a
thing that I really respect in your field,” Bob told me in one of our later conver-
sations about management. “There are norms that people will bind themselves
to without understanding that they exist. And they’re more powerful than any
rational or explicit rule they think they’re following.” Hearing this prompted
me to ask more on the topic. How, I asked, were your norms communicated
on the trading room? “One very powerful way was direct conversation,” Bob
explained, but that was time-consuming. “The second way, since people are
social and herd animals, was when they feel the emotion of the crowd. So
periodically, I would speak in public. And I'm a capable public speaker.”

Through his years at the bank, Bob spoke at four offsite meetings that he
organized. These were presented to the traders as mandated by compliance
rules. In the brokerage industry, there are regulatory requirements for con-
tinuing education, and Bob summoned employees to come to meetings on,
for instance, settling and clearing trades, presenting these as part of their con-
tinuing education. “Well,” Bob added with a smile, “I hijacked that process.”
Once at the offsite, Bob would say, “okay, this is our continuing ed. We have
to do this. But let’s make it worthwhile.” He brought special speakers into the
room, and led the discussion himself, bringing part of his vision to bear into
that venue.

This was a conscious strategy. “If  had said to everyone, ‘T want to give you
an inspirational speech, please show up, and now open your mouths while I
feed you these inspirational thoughts, of course they’d all reject it.” So instead,
Bob framed the event as being about topics like trade settlement. The trad-
ers anticipated being uninterested, and resented having to attend, but they
begrudged the regulator rather than Bob. Once they arrived at the venue,
they received something exciting and stimulating. “Everyone in the room’s
laughing,” Bob recalls, “they’re having a good time. When they all go out,
they’re looking left and right and saying, ‘do we like working here? Oh, we
love working here.”

Offsite meetings took place once a year, and included a mix of business pre-
sentations, socializing, one lavish dinner, and one group leisure activity such
as attending a horse race. The first venue chosen by Bob was Bermuda, partly
to persuade other senior managers in the bank to attend. Once the approach
grew more popular, Bob progressively marched the meetings closer to home.
The second venue was in Atlantic City, and the following one in an inexpensive
hotel on the Jersey Shore. “It didn’t matter. Once the whole offsite happened, it
seemed exciting, and people were flying in from London and Tokyo to attend.”
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The last one was in Manhattan, at Chelsea Piers, and it included 150 people
from the equities floor in New York and another 40 attendees from around
the world. “In the beginning, we gave presentations on the forward curve.
We’d start out with some technical stuff like that,” but although Bob didn’t
do this part, it was his presence and enthusiasm that carried the day. “What
I was doing was wrapping some technical information with my personality,
how I expressed it, etc.”

We had been talking for more than an hour after our lunch. At that point,
Bob suddenly switched roles and turned to me. “You have the problem of get-
ting people to come to class on time,” he said. This was true. There had been
many late arrivals to Bob’s presentation on that morning, and in fact these
late arrivals happened regularly. Because I had been flexible during the first
sessions of the course, the students had become accustomed to being late on
a consistent basis. Bob shared with me how he confronted late arrivals at one
of his offsite meetings, recounting an incident concerning the co-head of the
trading room, an international executive put in place by the bank’s headquar-
ters. “He was a good-spirited guy, but a little hierarchical,” Bob recalls. The
co-head and a few others were once late to one of Bob’s presentations. “I had
everyone come into the room, and then locked the door. People were waiting
outside, and they didn’t want to come in because it was too embarrassing.”
At that point, Bob’s co-head showed up. Everyone knew he was a separate
source of authority. He knocked on the door and opened it. “Bob, can we
come in?” But Bob was unyielding. “No, none of you can come in. You’ll have
to spend time with me alone. That’s your punishment.” Everyone laughed at
Bob’s self-deprecating comment. The door closed and the twelve stood out-
side, including the co-head.

Bob’s response had sent an unambiguous signal. Everyone was subject to
the same norms of punctuality, including the co-head of the floor. Bob was
willing to hold everyone to the same standard of how to behave. More impor-
tant, Bob recalls, was the question of power: “how willing was I to exercise my
authority? Because that’s a personal moment. You know, there’s this moment
of tension like, jeez, that’s a little hard.” However, that was the message that
Bob wanted to convey: “he really does have confidence. He really does feel like
he’s in charge.” He recalls: “I really knew what I was trying to achieve in the
culture there. I was working at it actively. And it was very successful.”

Culture

Commitment. Authority. Emotional energy. Bob’s account of his own efforts to
transform the floor’s culture took up our entire lunch meeting and continued
in my office for a lot longer than I anticipated. Later that afternoon, once Bob
left the business school and I regained the solitude of my office, I took stock of
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what T had learned. Bob had opened a surprising and unexpected window into
the managerial work that underpinned the trust and open communication I
encountered on the floor. When I first arrived at the bank in November 1999, it
seemed to me as though everyone trusted everyone, and as if communication
was unproblematic. There were no external signs of conflict or resistance, so
I assumed that what I was witnessing on the floor was its “natural” state. This
perspective now needed to be revised.

What, then, to make of Bob’s transformation of the floor? His efforts speak
to Mitchel Abolafia’s research on Wall Street bond traders in the 1980s. The
culture he identified marked a sharp contrast with the culture I encountered
in Bob’s trading room. Abolafia’s traders represented an extreme, almost dis-
torted, version of Max Weber’s portrait of capitalism: an impersonal environ-
ment, where trust and cooperation were nearly absent. Abolafia’s bond traders
also exhibited a highly materialistic value orientation, to the point that the pri-
mary source of status was compensation, rather than charisma or social skills.

Despite the contrast between Abolafia’s traders and those I encountered
at Bob’s trading floor, Abolafia’s broader message is consistent with what I
observed. Abolafia laid out an institutionalist conception of finance, where
“economic actors construct a world of norms, scripts and strategies” that shape
action. Thus, whereas a rational choice approach, as typically found in ortho-
dox economic analyses, presents behavior as resulting from a natural drive
toward individual maximization, Abolafia presented action as the result of
habituation and a culturally defined toolkit. “Self-interest,” he wrote, “is trans-
formed into situationally specific, culturally proper strategies enacted from a
preexisting repertoire.” In other words, Abolafia saw nothing natural about
the celebration of self-interest he observed among bond traders, adding that it
was constructed and facilitated by the “social conditions” on the trading floor.

The above accounts for the importance of the cultural norms that I saw
on the equities trading floor at International Securities. The social conditions
that shape behavior, Abolafia wrote, include the strength and efficacy of the
reputational networks among traders, the shifts in the distribution of power
among stakeholders, the existence and enforcement of institutionalized rules
of exchange, and the threat of regulatory intervention. Of these conditions,
the existence and enforcement of institutionalized rules was in line with Bob’s
initiatives such as punctuality, no stacking of monitors, and no renegotiation
of the bonus. The existence and enforcement of norms is thus central in insti-
tutionalist accounts of markets, for they constrain individual behavior and
make it predictable.

There were, however, several elements in Bob’s account that are not readily
accounted for in Abolafia’s research. The institutional portrait presented by
Abolafia said relatively little about how practices on the floor could be altered
and transformed, yet this was precisely what Bob had achieved. To do so,
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Bob had to challenge the norms and beliefs espoused by the traders, which
he achieved by organizing shared experiences and rituals such as the offsite
retreats in remote locations, by conveying his own emotional energy in public
speaking, or by enforcing new norms in unexpected situations, as in the case of
the late arrivals. In doing so, Bob seized on his role as manager, and exhibited
remarkable agency in effecting change within an institutionalized setting. Thus,
while Abolafia emphasized the role of norms and scripts in creating institu-
tional stability, Bob’s actions suggest that those norms could also be changed.

The central importance of norms to Bob’s trading room had additional
implications for my study. First, none of the aforementioned institutional
dynamics had come to my attention before Bob’s guest lecture at Columbia, so
my realization of such a gap made clear to me that I should reconsider the rest
of my certainties about the trading room. Second, while Bob’s account seemed
genuine, I needed to check whether it was correct. I initiated a new round of
interviews with executives who were present in Bob’s early months to under-
stand if their perceptions matched Bob’s account. I started by contacting Ray,
an employee of the bank who had been the head of the Operations Department
at International Securities during Bob’s tenure at the bank. I remembered that
Bob had eliminated the lounge area that separated the Operations department
from the rest of the floor, but I had neither checked whether this had worked
as intended nor asked to speak to the people there. I asked Bob to put me in
touch with Ray, and he agreed to do so.

RAY

“And you say you teach management?” asked Ray as we shook hands at the
start of our meeting, giving me a skeptical look. Ray and I met in a conference
room located in Global Trust in 2008, a bank that Bob joined four years after
leaving International Securities. The venue was convenient because Ray was
paying Bob a social visit on that day. Ray was intrigued by my academic posi-
tion and barely able to hide his skepticism. “I’d be curious to see what a person
gets out of a course like that,” referring to the course I taught at Columbia. I
responded with a question back to him: had he encountered any really good
manager through his career? “They’re very few, from my perspective. Bob
happens to be one of them.”

I asked Ray to expand on this. How did he end up working with Bob? Ray
had originally wanted to be a teacher, but his second-generation American
relatives encouraged him to take a better-paid job. He ended up working at
the operations department of an investment bank on Wall Street and sought
advancement by taking on managerial responsibility for his team of four. “I
started kind of acting as the manager,” he explained, “and started liking it,
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and thinking to myself, ‘well, gee, managing people is kind of what drove me
to be a teacher, because the whole idea of teaching is to educate people.””
opting for a management career in finance, Ray was also driven by the lack of
managerial talent in his bank. “Ilooked around at the management of the bank,
one, two, three, four levels above me, and said, ‘these people are such poor
managers. No communication. No encouragement. My manager didn’t even
know my name. There were no staff meetings, no outings. No pizza lunches.
No attaboys. Nothing.” Managers would show up every day “and just kind of
barked orders and yelled if one did not do the job.” There had to be a better
way to manage, Ray concluded.

After a succession of supervisory jobs, Ray arrived at International Secu-
rities several years before Bob did. By the time Bob arrived in 1997, Ray had
taken over the Operations group there. Bob’s predecessors, Ray recalls, had
been “very disengaged.” When Bob arrived, he told Ray that he wanted Opera-
tions to be a team effort and include him in discussions on developing new
business. “It was like water in the desert,” Ray recalls. He set up lunches and
breakfasts for Bob and held staff meetings in which Bob came and talked to
Ray’s team about his objectives for the trading floor. The support staff, who
previously had not received any of that information, were also invited. This
was important because, before, “we were constantly scrambling, trying to
catch up to what [the traders at the front office] were doing,” Ray explained.

Ray and Bob soon built a solid working relationship. Ray developed a com-
mitted team, though he initially laid off sixty people out of the one hundred
people he started with. Before letting an employee go, Ray gave each one an
opportunity to know that there was a problem, and a proposed solution such
as additional training, a change of role, etc. The employee was addressed in
writing, offered counseling, the problem was documented, and the individual
was sent to Human Resources. “But after six months of working with some-
body, if he did not get it he would have to leave,” Ray added. There were strong
parallels with the work that Bob was undertaking. “Bob was doing the same
at the front office,” Ray adds. “We were looking for a different type of person.
We were looking for people who wanted to work in that environment.”

The approach eventually proved effective. Before Bob’s arrival, traders
were burdened with semi-clerical and semi-support tasks because they did
not trust anybody in the back office. Ray insisted that Operations officials
ought to be trusted to do their job: “you guys do sales and trading, okay?” he
said, “we do the rest.” After six months, Ray had a “Sales Trading Operations”
team. “Traders felt very confident in speaking to clients about new businesses,
because they knew they could toss the ball over to the other team.” This change
was one of several that Ray felt had contributed to the changed outlook of the

In

equities floor at large.
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Ray also changed the way he hired. Prior to Bob’s arrival, Ray employed
people who were career back-office officials, with no expectation of ever work-
ing in the front office. Under Bob, Ray started hiring college graduates whose
goals were to be traders and salespeople. Before being promoted, they had to
work for Ray first. “During that time, I assessed their character, their work
ethic, whether they got along with people, their ability to absorb instructions,
and their ability to learn new things.” Ray then sent them to take the financial
certification exam, registered them so they could be front office staff, and told
them they were on the fast track. They were not guaranteed anything, but
promised that when a job in the front office came up, they would be inter-
viewed, and they would have an edge because the interviewers would be the
people they saw every day. On the other side of the floor, Bob was pushing
the salespeople and the traders: “if you have a choice of five people and one
of them happens to be someone that works in our group, and if he’s anywhere
near as good as the other four, you’ve got to go with the inside person,” Ray
explained, “because that’s what we were trying to create.” Over a period of four
years, Ray promoted more than thirty people from operations and technology
into trading and sales.

Ray also decided to take over the hiring process from the Human Resources
department at International Securities. “I didn’t want HR involved, because
they would always get the same resumes. The top kid in Yale, the top kid in Har-
vard, and the top kid in Columbia, and I said, ‘you know what? We know those
guys could do it, but that’s not what I'm looking for. I'm after someone who is
looking for a different way. We’re not going to sit them in a hundred-thousand-
dollar-a-year training program. They’re going to come into my group and they’ll
get alot of personal attention. I'm going to pay them $45,000. It’s not Goldman
Sachs. It’s International Securities. It’s a different environment. So, you need to
look for somebody from like Penn State or Delaware, or even Albany. That’s the
person that we need, and we can see if that person can make it.”

Ray’s account confirmed an impression I had developed from a conversa-
tion with a trader at the technology desk in 2001 that I will call Vedish. When
I asked Vedish about the traders, he replied: “many come from Operations.
That’s why people like to work here. They all come from the same background.
There are people originally in Operations in every desk, for example, many in
the sales desk. Equities is very supportive with the exam. I also took it, and my
background is not in finance. These guys [ pointing to the Operations Depart-
ment] are all waiting to move up. For example, [name of trader] was supposed
to move last month, but at the end there was no possibility.” I then asked Vedish
about the academic training that the promoted Operations officials brought to
the trading room. Did they, for example, have graduate degrees? “Most people
don’t have an MBA. And it probably makes sense,” he added, “because unless
you are very well grounded, I guess you might have this misguided idea that
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you know everything. And that would be a mistake. The way it works is, Ray
gets interns, and if they are good, they stay on.”

Ray’s pitch to the new hires was centered on the long term: “look, thisisa
longer road and a more difficult road, and you’re not making as much money
as if you’d gone to Goldman. I understand that. But you’ll have people who
care about you as a person and develop you as a person and watch after your
interests.” For Ray, the transformation of the Operations Department was a
great accomplishment. “Out of almost fifteen years at International Securities,
this is one of the two things 'm most proud of.”

The second change that Ray introduced with Bob’s support was general
norms of respect for Operations officers. “I had people that came back to me
and said, ‘T had a bit of a run-in with somebody.”” Ray had them replay the
incident and he would then follow up with the person separately. “Can I speak
with you privately? Yeah. There was an exchange between you and one of the
members of my staff. I’d just like to know what occurred because I don’t like
that sort of relationship between my staff and the traders. I need to get to the
bottom of this, so can you explain?” Sometimes, Ray added, the trader might
insist on his right to be demanding: “well, I want what I want, when I want
it.” Ray’s response would emphasize the benefits of civility: “people will be
as loyal and as cooperative with you as you are with them. At the end of the
day, it’s a two-way street. You catch more flies with honey.” But if Ray thought
that it was a serious enough incident, he would say so to the trader. Once, he
walked up to one and said: “not allowed. Will not happen again, or I will go to
HR and get you fired.” But by the time things got to that point, Ray had worked
for months with the trader, “because we were trying to instill a mind-set, a
culture, a belief system, a way of doing things.”

Toward the end of my conversation with Ray, Bob came into the conference
room where we were talking. “Where’s your jacket?” he asked Ray, jokingly.
“I'm rebelling,” replied Ray, who was not wearing one. “I'm going to have a
glass of wine at lunch,” he added, to which Bob countered, “I’'m going to have
a glass too.” And then, looking at the two of us, Bob asked me, “actually, every-
thing ok? Ray is an important guy from the days of International Securities.
A lot of the stuff that you and I talked about, Ray and I had talked about. He
shares with me, you know, the people-driven way of production.”

Internal Labor Markets on Wall Street

The conversation with Ray provided me with valuable material to better
understand how Bob had transformed the prevailing norms on the trading
floor. I was particularly interested in the systematic way in which Bob and
Ray had resorted to selection, promotion, and compensation to shape the
organization. Their practice of endorsing Operations officers for promotion to
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trading positions seemed particularly effective. Such a policy speaks to ongoing
debates over the nature of contemporary careers, and specifically the concept
of “internal labor markets,” which designates the use of hiring and promo-
tion to advance existing employees in the organization. Internal labor markets
were a central policy of American corporations during the postwar decades
and are credited with creating employee loyalty and stimulating investments
in company-specific skills. However, they came under pressure during the
1980s as the decline of manufacturing and a wave of mergers and acquisitions
led companies to resort to layoffs, defaulting on their implicit contracts and
undermining employee loyalty. At International Securities, by contrast, Bob
and Ray were able to restore trust between operations and trading, as well as
enforce norms of respect despite status differences, by creating an informal
form of internal labor market. It was informal in the sense that it was unaided
by the Human Resource department, but it nevertheless seemed effective.

The effectiveness of internal labor markets at International Securities is
consistent with the research conducted by Abolafia, who accounted for oppor-
tunism among bond traders on Wall Street in terms of the lack of internal labor
markets. The traders’ incentive to maximize personal income and company
profits, Abolafia found, was “heightened by the fact that there is no career
ladder for a trader.”* This zeal was manifested in several ways: lack of loyalty to
the organization, lack of interest among the traders in moving into the manage-
ment ranks, higher compensation for top traders than for managers, frequent
departures to other banks by the traders, and frequent layoffs of those traders
perceived by the bank to be ineffective. By contrast, the internal labor market
that Bob and Ray created at International Securities was part of a broader
system that promoted loyalty and sought to limit employee turnover in order
to reinforce shared norms.

Ray’s reliance on an internal labor market highlights another difference
between Bob’s trading room and others on Wall Street. Ray pressed for hir-
ing lower-wage but perhaps humbler and more malleable recruits without
elite university or graduate degrees. The goal was not simply cost reduction,
but also self-selection of traders who were more receptive to the needs of the
organization, as Vedish noted. It also cemented Ray’s authority, as he had a
say on who got promoted. This non-elite approach to hiring contrasts with
the practices portrayed in Karen Ho’s ethnography of Wall Street banks.® A
Princeton alumna herself, Ho’s research demonstrates the extraordinary extent
to which Harvard, Princeton, and other Ivy League universities formed the
core recruiting grounds for Wall Street. Undergraduate students, she reports,
were constantly told by the bankers that they are “the best and brightest” (p. 11)
at both recruitment events and in newcomer socialization events at the job.
The elitism, when combined with the transient nature of the employment and
an emphasis on extrinsic motivation, often resulted in the bankers providing
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merger advice to corporate clients that led to excessive organizational change,
disruption, downsizing, and employee insecurity.

By contrast, Bob’s trading room fostered a different set of cultural norms.
Bob’s floor can thus be perceived as a partial remedy to the cultural prob-
lems identified by Ho. By hiring internally, the transience in employment was
reduced and employees developed commitment to the bank; furthermore,
promotion could be tied to socialization into the bank’s norms. In sum, by
pursuing a non-elite hiring strategy, Bob also tapped into employees with a
more communal and long-term outlook.

Indeed, the presence of an internal market at International Securities shed
light on a puzzle that had stayed with me for several years. During my vis-
its to the sales trading desk in 2002, I was surprised by the overall attitude
exhibited by Scott, the junior sales trader that I observed. Scott was young,
had recently been hired, and exhibited remarkable humility, earnestness, and
pride of working at the desk. His admiration for the two senior traders at the
desk reminded me of that of a younger sibling toward an older brother. I was
surprised by Scott’s positive attitude, and also somewhat disturbed that an
employee might feel this degree of identification with his senior colleagues.
At the time, T attributed it to Scott’s own personality, but now I could see that
such an outcome was precisely what the internal career was meant to produce,
for Scott had indeed been promoted from Operations a few months before
I met him.

Following my conversation with Ray, Bob’s approach to managing the floor
had become clearer. Even Bob’s decision to make an unscheduled appear-
ance at the end of my meeting with Ray was also revealing of Bob’s approach:
controlling the experience, and putting a frame, or spin, on our discussion
and my takeaways from it. True to his style, Bob had remarked positively on
Ray’s professional worth (“he is an important guy”), done so with a sense of
humor (“no jacket?”), and in a way that made his presence feel light and not
overbearing.

In sum, my meeting with Ray provided evidence of Bob’s efforts at effecting
change on the trading floor. But as much as Ray’s description of internal labor
markets and norm enforcement seemed accurate, I could not shake off a slight
sense of discomfort. Invocations of culture, as Ann Swidler has argued, are prob-
lematic. A long tradition of social scientists, from Harold Garfinkel® to Edward
Said,” have warned against the risk of essentializing members of other cultures,
that is, treating actors as cultural dopes, unreflexively playing out preexisting
cultural scripts. There is, in other words, a real risk of romanticizing the role
of corporate culture and concluding that one individual could truly shape it. In
this regard, I wondered whether Ray was falling prey to this danger in the model
for internal careers that he had described. To what extent did Bob’s attempt at
transforming the culture actually work? What were the downsides to it?
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There was another troubling aspect to Ray’s account. I recalled his remark
that managing was “like teaching,” and wondered whether supervising adult
officers in the Operations Department should be thought of as teaching and
handling students. After all, the asymmetry of knowledge between two adults,
supervisee and supervisor, is not as wide as that between a teacher and a stu-
dent, that is, an adult and a child. Was Ray being condescending to his own
employees? And, was this not one of the risks posed by such hands-on handling
of them? A final comment that seemed unusual was Ray’s pitch to potential
recruits: we will take an interest in you “as a person.” I wondered whether the
rhetoric was concealing an overly hierarchical organization, but one where
power and authority played out covertly rather than out in the open.

Authority

My conversation with Ray confirmed Bob’s interest in shaping organizational
culture at the bank. Culture became the center of subsequent conversations
between Bob and me. In our first such conversation, I asked him about norm
enforcement. Two of his subordinates had once described Bob as having a
“strongman approach.” The term strongman designates circus performers who
display feats of strength, and in the case of Bob the comment was meant to
highlight his overly dramaturgical exercise of power. The comment gave me
the opportunity to ask Bob about his attitude toward authority. “Would you
say you were,” I asked, “a strongman?”

To this, Bob replied with a rhetorical question. “Why do people put up with
aboss? A bossis an impediment to one’s freedom,” he argued, and he’s going to
judge your performance. But, Bob added, there’s a tradeoff. Managers provide
valuable things to employees. They can save them from troubles. An employee
might think, “he’s going to judge me, but he is also a judge. So, when I'm in a
quarrel or dispute with someone else, he’s going to be a fair judge. Everybody
needs a fair judge. Quarreling is very expensive, and it’s fraught with risk.” A
manager can fulfill that role.

Another reason for having a manager, Bob argued, is protection. “I don’t
want people stealing what’s mine, taking what’s mine. The boss is going to
protect me from that.” And finally, the manager provides resources. “If a boss
is able to be a judge, protector, and provider of resources,” subordinates will
naturally and willingly accept a reduction of their freedom and submit to their
superior’s judgment. However, a manager cannot do those things unless he is
strong. If a boss appears weak, the subordinate will be anxious. “ ‘Oh God, this
guy is supposed to provide resources, but he seems very weak. I don’t know
where we’ll get them. How is he going to protect me from those bad guys?
He seems weak. I don’t know if he has the strength of character to deliver
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judgment when the opposing force might be very powerful.” So, the boss has
to be strong.”

Part of conveying strength, Bob added, was to actively show strength.
Doing that took different forms in different settings. Take the trading floors,
Bob said, “they house dozens, maybe hundreds of people, crowded in a tight
environment, so there’s a certain physical presence that has to be there.”  asked
him to explain what he meant by that. “You can’t be tentative about where you
walk or how you walk. The people have to feel like you can go wherever you
want.” At International Securities, he added, “there was no inch of the trading
floor that wasn’t mine to walk on.” Bob would walk up to a group of people,
sit in an empty chair, and a trader might point out that someone was sitting
there: “Jack doesn’t like anyone to sit in his chair,” as if they were solicitous
of that trader’s welfare. “I’d say, ‘oh well when Jack comes back, I'll get up.””

Another form of signaling ownership of the space was by stipulating its use.
“Imake everyone lower the trading screens,” said Bob. “Why is that? They may
say, ‘I don’t want to lower it, I need to look at it.” And I’d say ‘well, I need to
look at you.” So, there’s a little bit of personal electricity or tension.” Similarly,
Bob made traders occasionally clean up under their desks. “Hey, you've got a
lot of newspapers under there. I want those thrown out.” What was that telling
them? “That’s my territory.”

Finally, Bob added, the economic stakes involved in the traders’ job made
showing strength particularly difficult. The manager, Bob argued, has to build
a reputation that he will harm his own interests rather than yield. “Because
otherwise, any star trader will reason, ‘Bob would never fire me, because I'm
making $20 million, and he needs that money.”” Accordingly, the manager has
to demonstrate to those people that he does not care about their profits: “what
I care about is being the boss. And I can’t be the boss if you hold me hostage
for your money. So, why don’t you go ahead and throw that money away. I
don’t need it. I don’t need the money because I don’t spend a lot of money,
because I could live with very little money.”

The message was surprising: less greed, more strength. Up until then T had
assumed that displaying wealth in a trading room would confer credibility,
but Bob claimed the opposite. “Once the traders think they hold you hostage
because they are profitable, you're not the boss anymore.” Furthermore, Bob’s
reasoning was consistent with my own recollection of him on the floor. Even
on my first day at the bank, I was intrigued by Bob’s reluctance to display status
symbols in his personal appearance and by his rather unremarkable choice
of clothes. Now I understood why: a pair of basic cotton chinos was, to Bob,
more imposing than luxurious pants from a boutique.

In fact, and to my surprise, Bob was happy to be branded a strongman.
“Yeah, I would hope that my subordinates thought I was a strong man,” he

3%
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replied, shifting from a pejorative term (strongman) to a positive one (strong
[space] man). “I would like to actually be a strong person,” he repeated, now
shifting to the more correct gender-neutral expression (person). “But,” he
added, “you can’t just be it, you also have to understand the theater and dem-
onstrate it. The manager needs to convey the message he or she wants to get
across, and ideally display it as much possible.” There are only a few things
one is allowed to hide, Bob added. “You can’t pretend to be honest and be
dishonest. You can’t pretend to be strong and be weak. You can’t pretend to
be self-sacrificing and be self-dealing.” However, a manager can pretend to
be confident when he is afraid and be calm when inside he is very angry. Or,
pretend to be angry when inside he is calm. This created a dilemma when it
came to compassion: “you may actually forgive somebody already for some
bad thing they’ve done, but you may have to show a stern and angry face.
Because if you don’t show them that you’re angry, they might misunderstand
what you actually feel. You forgive them because you know they’re human,
and you know they’re essentially good people, but they may say oh, he didn’t
care about the wrongdoing. So, you have to show that too. That’s the theater.
The theater isn’t to deny or be in conflict with fundamental character issues.
The theater is to display the lesson.”

Bob was, in other words, acutely aware of the interpersonal dimension to
managing a trading room. “When you have a small enough organization,” he
argued, “status and esteem sort of become a natural tool, because people can
seeit. I could grant status to somebody simply by walking over to their part of
the trading floor and chatting with them in the morning, with a cup of coffee.
You’d see people look up and they’re happy. The boss is talking. Doesn’t matter
what you talk to them about, sports or the weather. Everybody’s happy to be
talked to [by their boss].”

I then saw an opportunity to push Bob on the degree to which he was
willing to exert authority. One trader at International Securities had once
mentioned to me his frustration with “Bob’s sobriety,” adding that he missed
having “arbitrage nights” out with colleagues where one could share ideas with
colleagues on the trading room. At a previous bank where this trader worked,
colleagues had “arbitrage nights, with umbrella golf, and push-ups against the
wall.” However, at International Securities there was none of this. “Could you
comment on that?” I asked. Bob smiled. “Absolutely. This is going to get to
the heart of it.” Bob started with a detour and then returned to my question.
“If you go to most modern organizations in the last fifty plus years, there’s an
ethic that says—and I agree with it—that people are entitled to their privacy
and people should be free to behave as they choose, as long as that behavior
doesn’t immediately collide with the work.” Coercion, Bob was saying, is a
last resort, and you have to be very careful wherever you bring coercion into
the enforcement of standards.
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“But because I believe there are standards, it is incumbent upon me in any
position of authority, certainly at work, to try to teach those standards and do
everything I can to encourage people to live up to that standard.” Bob explic-
itly rejected the relativist idea that there are no absolute moral standards for
behavior. This was relevant to the question of drinking after work that another
trader had mentioned. “I think drinking after work leads to many bad things.
You know, I drink myself, I drink with friends. But that’s a path that can lead to
many bad things happening, cheating on your spouse, getting in trouble with
the police. There are just a lot of bad things that can happen. Moral problems,
corruption, safety, etc.”

Accordingly, Bob communicated to his employees the standard he favored
through his own behavior. To his surprise, it proved effective. “Without ever
saying it to people, there is an element of coercion, because when I operate
by that standard, I'm telling people this is what good behavior is. And if you
get yourself in trouble at work as a consequence of not following the stan-
dard I've illustrated, I will not be supportive of you.” For instance, a former
employee of his once fell off of his motorcycle while on a work trip abroad
and broke his arm. He was arrested. Bob’s colleagues abroad wanted to fire
him for drunk driving. “I said ‘no, you cannot fire him.” We brought him
back to the United States. We covered all his medical expenses, and then I
fired him a year later. I was clear that I was going to, once he was back on his
feet and he had recovered, because he exercised bad judgment. Not just for
drinking and driving, but also for doing so when he was on an assignment
with us overseas, where he knew he was going to be under great scrutiny.”
Even though Bob punished the trader for bad judgment, he did not person-
ally cast off the employee: “by the way,” he added, “I stayed friends with that
guy. I see him periodically.”

Bob’s attempts at shaping norms on the trading floor extended to the struc-
ture of the floor. He was careful not to reshape the composition of the teams
that made up the various desks. “The businesses were like jewels that had to
be accepted on their own bases,” he said of desks. “I couldn’t reorganize them,
change the nature of their business. I wasn’t going to tell Max, ‘this is the way
I want you to run merger arb. Don’t run it the way you used to. Run it the way
I think.” Bob felt that the profitability of the desks would be destroyed if he
tampered with the composition of the traders in them. “At that operating level,
the molecular level, there has to be a certain structure. It’s not the same as in
the whole organism.” At the previous bank Bob worked for, Premier Financial,
there was no integrity to the small units. There, every single person was assign-
able to another business. But Bob thought this was misguided. For instance, he
added, “Max has worked with the same cast of characters for most of the time
he has been at International Securities. I worked with Jerry and Brian for years
and years. It turns out, people work better that way. They’re like little families.”
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These tight structures gave Bob an additional way of eliciting commitment.
“When somebody has a bad year and they’re not going to be paid, they think,
‘T'm being paid badly. I'm going to be reassigned to some junkie job. I'm going
to have to work with people I don’t like. All is lost. I'm desperate. I should
’” By contrast, Bob continued, “when they’re part of a team that feels
like a family, the team decides whether they should leave or stay.” The trader,
Bob added, might conclude, “‘gee, if I leave, we don’t get to work with each
other.”” “Sometimes,” Bob added, “the captain of the team would say to me,
‘I don’t get paid a bonus this year, nobody gets paid a bonus because we didn’t
make any money, but could you pay the junior guy, like, $25,000? Just give
him a bonus.”” This, to Bob, was crucial. “There’s a huge psychic reward for
the leader taking care of the junior people on the team. Huge. And it binds him
to the firm, to the management. Giving $25,000 to the boss wouldn’t give you
any loyalty, nothing. He doesn’t need the $25,000. He’s a millionaire already.
You give $25,000 that he can hand to his subordinate, and he is justifiably
proud that he did right. He’ll tell you, ‘that guy’s twenty-six, he just got mar-
ried. He’s really counting on that bonus.” And so, there’s this multiplier effect.
The money goes a long way.”

leave.

A Village on Wall Street

The conversation with Bob described above confirmed the importance he
attached to controlling the organization, and more specifically to what man-
agement scholars like Gideon Kunda call “normative control,” that is, control
through shaping employee experiences and affective states. However, Bob
seemed to hint at something more all-encompassing and profound than orga-
nizational norms. First, he insisted on enforcing norms about behavior outside
work, such as no drinking with colleagues, even after work. His justification
for it was that there were absolute standards for right and wrong, and as a man-
ager it was incumbent on him to communicate these standards. Second, Bob
sought to reinforce the hierarchical relationship between heads of desks and
junior traders around the principle of family ties, giving senior traders some
discretion in pay, as well as treating the desks as “jewels,” that is, not amenable
to his own redesign. The point of this was to achieve order and stability to
induce loyalty and reduce turnover. But Bob’s approach had a generally con-
servative orientation, not in a political sense but manifest in expressions like
the “captain” of a desk, the trading room as an “organism,” and the metaphor
of desks as “families.”

Bob’s approach spoke to the concept of social structure. Originally identi-
fied with the theory of structural functionalism and associated with the mid-
century sociologist Talcott Parsons, social structure has since been theorized in
less deterministic ways.® Functionalism saw society as a complex system whose
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parts work together to promote solidarity and stability. Parsons begins The
Structure of Social Action with a reference to Hobbes, the seventeenth-century
philosopher concerned with the problem of social order, that is, the question
of how social chaos is avoided.’ Parsons’s answer is through social structure,
constituted primarily of moral consensus. Starting in the 1960s, functionalism
was first criticized and subsequently abandoned for its inability to account
for social change, for lacking an explanation for structural contradictions and
conflict (often being derided as a “consensus theory”), and ultimately for pro-
moting a conservative view of society that privileged stability over change.
Sociologists abandoned Parsons in the 1970s, but after a two-decade hiatus,
visions of social structure have reappeared in the form of neo-institutionalism
and the acknowledgment that shared norms inform and regulate individual
action, as seen in Abolafia’s work.

Bob’s thinking about the trading room appeared to be implicitly informed
by an appreciation for social structure. The desks were metaphorical families
and added up to a notional village of 150 people, of which Bob presumably was
the chief. The relationship between the junior traders and their seniors at the
desk cemented social order within the trading room, including stability in the
traders’ employment, widely accepted norms such as sharing information with
other desks, respect for back-office officers, and a complaint-free environment
at bonus time. It was also cemented by an internal labor market.

Where did Bob’s interest in social structure arise from? One potential expla-
nation can be found in the Wall Street ethnography conducted by Karen Ho,
and specifically in her portrait of “liquidity,” or extreme job insecurity, in the
bank she studied." The bankers that Ho described understood they could be
laid off at any point in time, and even Ho was herself laid off halfway through
her research. The resulting uncertainty colored everyone’s employment expe-
rience: in anticipation of being laid off, one banker explained, “you need to
be thinking, ‘T’'m going to get as much as I can today, ” because “tomorrow”
might never arrive. Another banker, involved in advising on a merger that
did not perform adequately, explained that he knew he might not be around
to face the consequences. The bank, however, succeeded in rhetorically jus-
tifying such job insecurity, and to Ho’s surprise, the laid-off bankers that she
interviewed seemed to accept and justify this approach to careers through
references to global and impersonal forces (“market instability”), or flattering
imagery such as comparing their bank to a “fighter jet.” All in all, employees
were redeployed, moved, and relocated in order to create a seamless service
for corporate clients, while marketing itself to potential recruits as global,
networked, and endowed with unlimited capital and boundless geographical
reach.

It struck me that Bob had experienced a similarly “liquid” approach to
careers as that described by Ho in the previous bank Bob had worked for,
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Premier Financial. His emphasis in ensuring social order on the trading floor
might have been a reaction to the dysfunctions of the alternative, which was
to treat the employment relationship as almost a spot market arrangement.
In any event, as I dug deeper into Bob’s approach to management, I found an
organization that corresponded less and less with the organic structure that I
thought I had encountered during my fieldwork. I decided to persevere in my
interviews and target additional executives who had helped Bob undertake
cultural change in the trading room between 1997 and 1999. I hoped they
would help me answer the new question that I now faced: was Bob really a
strongman?

PETER

My next meeting took place with the former head of Strategic Communication
at International Securities, whom I will call Peter. He had joined the bank in
1987, ten years before Bob, and remained there until 2001, so I felt he would
be able to provide context about Bob’s management of the equities trading
room between 1997 and 1999.

Peter started by emphasizing Bob’s ability to empathize. “Bob is one of
the brightest guys I've ever met and worked with. He takes time to study. He
takes time to use his quality of empathy to understand the other points of
view.” He continued: “Bob is a curious dude. He reads a lot. He befriended
you because he was curious. Most guys on Wall Street would say, ‘Oh, another
academic from Columbia? Thank you very much. Goodbye. I don’t have time
for you. You're going to teach me a new algorithm? You'’re going to teach me
something big? Okay. Come in and sit down. And I’ll pay you, by the way.’ But
a sociologist? “Wrong person on my trading floor. A desk? No. You're crazy.
Go away.’ So, Bob has those quali