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Are Crowds Wise
104 Years After Francis Galton’s 
Classic Observation at a County 
Fair, a New Study Confirms
That Herding Undermines the 
Wisdom of Crowd Effect.
By Alan Hall, p1
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a question, such as, “What is this stock really worth,” 
social interaction further amplifies the convergence of 
opinions. In financial markets, socionomics proposes 
that the result is non-rational valuation, Elliott wave pat-
terns, and—at certain points in those patterns—manias 
and crashes.

Lorenz et al’s study asked participants various 
questions, each with a factual answer. For example, one 
question was, “How many murders were registered in 
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What is the 
Wisdom of Crowd Effect?

The wisdom of crowd effect describes the 
tendency for the average of the independent es-
timates of all group members to be more accurate 
than any group member’s individual estimate. 

In 1907, Francis Galton’s observation of what 
author James Surowiecki would eventually call 
The Wisdom of Crowds involved 787 people at 
a county fair who each paid to guess the weight 
of an ox. In what amounted to a secret ballot, 
individual participants handed in their estimates 
on stamped and numbered cards. The average of 
the estimates proved far more accurate than any 
individual guess—within one pound of the correct 
weight of 1,198 pounds. What Galton observed 
were independent, individual assessments; not 
dependent, collective assessments. He wrote, 
“The judgments were unbiased by passion and 
uninfluenced by oratory and the like.” 2 

The wisdom of crowd effect is real, but it is a 
misnomer because it implies that the crowd’s 
members are interacting. A less catchy but more 
precise name would be the “accuracy of aggre-
gated independent estimates” effect. 

Scottish journalist Charles MacKay1 got it right 
in 1841; crowds are mad. And now we have evidence 
from the laboratory. 

A new study, “How social influence can undermine 
the wisdom of crowd effect,” by Jan Lorenz, Heiko 
Rauhut, Frank Schweitzer and Dirk Helbing, provides 
important support for socionomic theory. It confirms 
that social interaction and resulting herding severely 
undermine the utility of the wisdom of crowd effect 
(WCE). The experiments show that WCE is reliable 
only when it derives from the aggregated knowledge 
of independent individuals. 

In other words, it is useful only when crowds are 
not acting like crowds at all.

The study shows that “even mild social influence” 
is sufficient to undermine the utility of WCE. It also 
provides the important new finding that social interac-
tion produces convergent opinions and undue increases 
in confidence in those opinions. The results support the 
socionomic case that herding is a major factor behind 
asset pricing.

When Does Wisdom Become Madness?
Here’s a summary of the findings:

Groups in which individuals •	 have no knowledge 
of others’ estimates have more diverse opinions 
and produce a wider range of responses that is 
more likely to include the correct answer.
Groups in which individuals •	 have knowledge of 
others’ estimates have less diverse opinions and 
produce a narrower range of responses that is 
less likely to include the correct answer. 
Most important, individuals in the second kind •	
of group develop greater confidence in their 
estimates. They herd as a result.

Interacting crowds exhibit convergent opinions even 
when there are factual answers to questions. Socionomic 
theory posits that when there is no objective answer to 
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Switzerland in 2006?” The researchers asked the par-
ticipants the same question five times via a computer 
system that recorded all the answers. 

The participants were divided into three groups: 
those who were given no information about past an-
swers, those who were informed of the answers of 
participants during the preceding round, and those who 
were informed of the trajectory of participants’ answers 
from all prior rounds.

The study uncovered several socionomically im-
portant items:

The crowd becomes 1. no better at determining the 

correct answer when it has information about oth-

ers’ answers. Sometimes it becomes worse. The 

study’s lead author, Jan Lorenz, elaborated, “On 

average there is no [net] effect.”3 

When participants are informed of other partici-2. 

pants’ estimates, the range of revised estimates 

narrows dramatically. The authors write, “In the 

no information condition, there is no convergence 

of estimates, whereas estimates converge in the 

aggregated and full information conditions.”3

Finally, as participants gain information about 3. 

others’ estimates, “individuals’ confidence is 

substantially and significantly boosted in the 

aggregated and full information conditions in 

comparison with the control condition without 

social influence.”4 Lorenz went on to explain: 

“Large variance in individual estimates serves as a 

warning sign for low certainty. …This signal gets 

washed away by social influence, but we may not 

recognize [it] because some variance remains.”3 

The authors noted, “the wisdom-of-crowd indicator 
tends to decline over time under conditions of social 
influence. This effect is substantial and statistically 
significant for all questions.”4

In other words, when social influence was intro-
duced, formerly independent individuals herded more 
tightly each time they reconsidered a question, and the 
benefit of aggregating multiple estimates was lost. The 
degradation of WCE occurred even though the survey 
questions had a factually correct answer.

The authors wrote, “Presumably, herding is even 
more pronounced for opinions or attitudes for which 
no predefined correct answers exist.” We wholeheart-
edly agree with the authors. Prechter and Parker 
argued in 2007 that herding becomes far stronger with 
respect to financial-valuation questions—which have 
only subjective answers. In “The Financial/Economic 
Dichotomy in Social Behavioral Dynamics: The So-
cionomic Perspective” (2007), authors Robert Prechter 
and Wayne D. Parker posited that humans naturally 
tend toward consensus—especially under conditions 
of uncertainty—because they have evolved to herd as 
a primal survival tactic. The Law of Patterned Herding 
describes crowd behavior in situations where social 
influence supersedes individual reason: 

Social systems comprising homogeneous agents un-

certain about other agents’ valuations that are critical 

to survival and success provide a context in which an 

endogenously regulated aggregation of unconscious 

herding impulses constitutes a pattern of social mood, 

which in turn motivates social actions.5

Herding may facilitate individual survival in the 
evolutionary sense, but it can wreak havoc in the so-
cial arena. William H. Whyte in 1952 coined the term 
“groupthink,” which he described as “rationalized 
conformity—an open, articulate philosophy which holds 

Figure 1 

Social Influence Leads to Opinion Convergence: 
Sample results from the Lorenz et al study. Individu-
als in the group on the left were given no information 
about other participants’ answers; the group on the 
right was told the range of answers of the group from 
the preceding round. The five color blocks display the 
“core ranges” of the answers in each round, with light 
yellow the largest and red the narrowest range. Note 
how the diversity of opinions narrowed in the group 
on the right but not in the group on the left.
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that group values are not only expedient but right and 
good as well.”6 Research psychologist Irving Janis tied 
groupthink to a number of American foreign policy 
disasters and other faulty decisions in history. Group-
think suppresses both the expression and subsequent 
evaluation of non-core views.

When the Wisdom of Crowd Effect Fails
The WCE becomes less useful or disappears when 

estimates converge due to herding. Groups tend to 
coalesce around select but uninformed opinions and 
develop increased confidence in those opinions. 

Why does this happen? One reason is that WCE 
is a statistical phenomenon, not a social/psychological 
effect. The authors wrote, “As social influence among 
human group members may trigger individuals to revise 
their estimates, it can have a substantial impact on the 
statistical wisdom-of-crowd effect in societies.”

Lorenz told us:
It is not rational for an external observer to rely 

too much on the wisdom of crowd effect when the 

group is under social influence, especially with re-

spect to certainty about the fact that the aggregate 

outcome is central in the cloud of estimates.3

When the Wisdom of Crowd Effect Works
WCE is useful when individuals form estimations 

independently. Heterogeneity of opinion, according 
to the authors, “generates a more accurate aggregate 
estimate than the estimates of single lay or expert deci-
sion makers.” Even this benefit, however, is limited to 
questions that have factual answers, as questions with 
subjective answers have no objective facts against which 
to measure accuracy. The study’s authors agree: 

[C]onsensus formation has often been investigated 

for questions for which there are no well defined 

correct answers … . The herding effects created in 

this way prevent an objective measurement of quality. 

Therefore, such settings do not reveal whether social 

influence works in favor or to the disadvantage of the 

wisdom of the group.

How Herding Undermines WCE 
The study’s authors describe three ways in which 

knowledge about others’ estimates narrows diversity of 
opinions and undermines WCE. 

Social Influence Effect1. —The authors write, 
“Social influence promotes a convergence of 

estimates [and] strongly reduces the group’s 
diversity without significantly reducing its col-
lective errors.” They cite research on hit songs 
as an example: 

It has been demonstrated that almost any 

song of average quality may become a hit if 

social influence is introduced by publishing 

the number of downloads.7 In this case, the 

popularity of a song and its perceived quality 

emerge through the process of interactive 

downloading and rating. The herding effects 

created in this way prevent an objective 

measurement of quality.

Range Reduction Effect2. —Under social influ-
ence, estimates tend to be more narrowly 
distributed. Peers and the broader social climate 
influence even experts, and thus expert opinion 
is susceptible to convergence and narrow dis-
tribution as well. Decision makers who seek 
counsel from such experts will select from a 
narrower range of opinions. None of the expert 
opinions may be correct.
Confidence Effect3. —Increased confidence is a 
psychological consequence of the previous two 
statistical effects. Social influence produces 
opinion convergence, which bolsters confidence 
and, according to the authors, “undermines the 
wisdom of crowds by boosting the subjective 
and decreasing the objective reliability of the 
crowd.” 

WCE in Finance? 
Our socionomic model implies that social influence, 

opinion convergence and increased confidence about the 
direction of prices all intensify near significant turning 
points. This is why money flows, sentiment indicators 
and studies such as Frazzini and Lamont (2006) show 
that investors tend to buy late into rallies and sell near 
market lows.8

While extremely one-sided market opinion is 
slightly more prevalent during market advances, it is 
more focused at market lows, when fear and pessimism 
are also highly concentrated. Strong opinion conver-
gence seems to be a better timing tool at lows than at 
highs. For example, Figure 2 shows that since 2000, the 
30-period moving average of the S&P DSI (www.trade-
futures.com), a poll of short-term S&P Futures traders, 
has dipped below 22 percent bulls eight times, each 
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time an important low. This suggests that the strength 
of opinion convergence fluctuates with social mood and 
at multiple degrees of scale. 

What This Means for Socionomics
This research demonstrates that interacting crowds 

produce and embrace erroneous conclusions. The un-
dermining of WCE under social influence supports the 
socionomic premise that unconscious herding drives 
crowd behavior in financial markets, a context where 
both interaction and uncertainty are among the defining 

features of the landscape. Investors herd all the time, 
relying on rationalization over reasoning, the latter being 
the province of independent minds. Herding produces 
subjective valuation, which is subject to swings in 
social mood. 

In the past decade, researchers have more frequently 
questioned and tested traditional financial and economic 
ideas. Their results have produced a succession of new 
findings consistent with socionomic theory. The study 
by Lorenz et al is an important contribution to this grow-
ing body of knowledge.
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Higher Tuition: Is it Finally “Enough”?
By Ted Solley

The education-at-any-cost mindset remains firmly 
embedded in the American psyche. So does its corollary, 
the inevitability of tuition inflation. College enrollment 
per capita is at or near record highs. Student loans fi-
nance an increasingly large share of the cost: Two-thirds 
of bachelor’s degree recipients graduated with debt in 
2008, compared with fewer than half in 1993. Total 
outstanding student loan debt, which surpassed total 

credit card debt for the first time in June 2010 (Figure 
1), is poised to top a trillion dollars in 2011.1

Nevertheless, as Alan Hall anticipated in the Febru-
ary 2011 issue of The Socionomist, we are beginning to 
see weakness in the inflationary psychology supporting 
the student loan bubble. Using Yale tuition prices as 
a proxy for tuition prices in general (Figure 2), Hall 
identified a complete five-wave advance, suggesting 
that tuition prices were ripe for a correction. As that 
issue went to press, University of the South, a private 
university in Sewanee, Tennessee, announced a 10% 
reduction in its $46,000 tuition, effective this fall. The 
decision, which a university spokesperson describes as 
“bold” and “risky,” is unique so far among the top tier 
of U.S. News and World Report’s rankings of liberal 
arts colleges. With fewer students able to pay full freight 
and more choosing state-subsidized public universities, 
Sewanee’s vice chancellor explained that “given the 
realities of higher education in the current economy, we 
believe that some college or university needed to step 
up and say, ‘Enough.’”2

Meanwhile, as The New York Times reports on the 
growing burden of college loans on graduates,1 disaf-

We regularly release new socionomic reports. If you would like us to email you whenever we release 
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fected students are raising their voices, evidenced by 
an online phenomenon, the “scam blog.” Law students, 
who historically viewed outsized student loans as the 
ticket to a lucrative career, have created dozens of 
blogs aimed at dissuading other prospective lawyers 
from finding themselves deeply indebted and under-
employed. With websites named “Exposing the Law 
School Scam,” “But I Did Everything Right,” “Subprime 
JD,” and “Big Debt Small Law,” these “young would-be 
lawyers are turning [against] their alma maters, blam-

ing their quandary on high tuitions, lax accreditation 
standards and misleading job placement figures.”3 The 
job market for law school graduates has deteriorated 
so drastically that some students are filing lawsuits de-
manding refunds, claiming fraudulent misrepresentation 
by the schools. Other students have resorted to hunger 
strikes and YouTube documentaries to call attention to 
their plights.4 Recently, the student presidents of 55 
law schools petitioned the Department of Education 
to support legislation that would “strengthen oversight 
by giving authority to the Department of Education to 
ensure that current and prospective students receive 
sufficient, accurate information” regarding debt loads 
and job prospects.5 These efforts by students grappling 
with debts already incurred may exemplify the “uh-oh” 
effect, wherein “a few observers have finally spotted the 
potential for an unhappy resolution.”6

The president of a nonprofit organization whose 
goal is to make college more available and affordable 
(presumably through more federally subsidized debt) 
says  there is “much more awareness about student bor-
rowing than there was 10 years ago. People either are in 
debt or know someone in debt [from student loans].”1 
The consequences are growing. Already saddled with 
mortgages on their degrees, many graduates are mov-
ing in with their parents and refraining from buying 
homes or starting businesses. PayPal co-founder (and 
Stanford University and Stanford Law School gradu-
ate) Peter Thiel received a big response to his offer 

to award $100,000 grants to 20 young entrepreneurs 
willing to leave college and start a company instead. Of 
the more than 400 applications, “most were from very 
high-end schools, including about seventeen applicants 
from Stanford.”7 Even tying the knot is getting, well, 
knotted: Student loan debt is becoming known as “the 
anti-dowry.”

As predicted in The Socionomist, a shift in the at-
titude that created skyrocketing student loan debt levels 
is now prompting questions about whether education 
is worth the price. A May 2011 study from the Pew 
Research Center illustrates the dichotomy.8 A majority 
of survey participants opined that American colleges 
are too expensive and fail to provide students with 
good value. Of the record number of students leaving 
college with substantial debt burdens, about half report 
struggling to pay other bills because of their student 
loans. Thirty-eight percent of the college presidents 
participating in the Pew survey say the higher education 
system in this country is headed in the wrong direction. 
Nevertheless, 94% of parents expect their children to 
attend college, and 86% of college graduates believe 
their college education was a good investment. If The 
Socionomist is correct in its forecast, a greater percent-
age of college presidents will soon believe the system 
is headed in the wrong direction, and far fewer than 
94% of parents and 86% of graduates will be bullish 
on college.

Looking forward, the still-nascent forces of crush-
ing debt levels and an increasingly hostile class of 
debtors should result in lower tuitions across the board. 
In the interim, some schools will try to hold the line on 
tuition and fees while slashing course offerings, extra-
curricular activities and campus amenities. Moreover, 
if social mood waxes negative, the backlash should 
spread to campuses nationwide. Expect even more books 
and articles making the case against education. Expect 
declining enrollment. Expect protests. And, expect po-
litical pressure for and against student loan bailouts. 

In summary, 2011 may be the last carefree 
“endless summer” for the buyers and sellers of higher 
education. 

Ted Solley is a lawyer and amateur socionomist from 
Atlanta, Georgia. He has no regrets about his student 
loans.

Of the record number of students leaving 
college with substantial debt burdens, 
about half report struggling to pay other 
bills because of their student loans.
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Authoritarianism Simmers
WikiLeaks is on Trial; Privacy Legislation is Curtailing 
Internet Use; and ‘Financial Repression’ is Reemerging

By Alan Hall

The financial markets have rallied. But in keeping 
with the larger-degree negative trend in social mood 
that began in 2000, authoritarianism and the backlash 
against it continue to grow.

WikiLeaks
On May 11, a federal grand jury in Virginia began 

hearing testimony against WikiLeaks founder Julian 
Assange for disclosing diplomatic and military se-
crets. Steven Aftergood of the Federation of American 
Scientists and a national security expert says the case 
is a part of a much broader crackdown by the Obama 
administration. He writes, “By every available measure, 
the level of domestic intelligence surveillance activity in 
2010 increased from the year before, according to a new 
Justice Department report to Congress on the Foreign 
Intelligence Surveillance Act.”

1

In an ironic twist, even WikiLeaks—the whistle-
blower-in-chief—has joined the movement to suppress 
information flow. The site now requires associates to 
sign a non-disclosure agreement that “imposes a penalty 
of 12 million British pounds—nearly $20 million—on 
anyone responsible for a significant leak of the organi-
zation’s unpublished material.”

2

This month, on the 40-year anniversary of their 
initial release, the National Archives published the full 
47-volume Pentagon Papers for the first time. The media 
cited obvious parallels between the 1971 whistleblower 
Daniel Ellsberg and WikiLeaks founder Assange. 
However, pundits missed the fact that both episodes 
occurred early in large-degree bear markets, indicat-
ing social-mood declines. One needs the socionomic 
insight to see that parallel—and the deepening conflict 
that it implies.
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Broader Internet Controls
The U.S. Congress continues 

its campaign to control the Inter-
net. The Preventing Real Online 
Threats to Economic Creativity 
and Theft of Intellectual Property 
Act (“PROTECT IP Act”) threatens 
“domain seizures, ISP blockades, 
search engine censorship, and cut-
ting funding of allegedly copyright 
infringing websites,” taking Internet 
censorship to the next level.

3

In the U.K., the conflict is 
evident in a pitched battle between 
privacy legislation advocates and those who support 
Internet freedoms. “Super-injunctions” are legal gag 
orders that prohibit the British press from reporting 
details of secret information or even the existence of the 
injunction. “Hyper-injunctions” go a step further and 
prohibit divulging information to journalists, lawyers 
or members of Parliament. But try getting Twitter and 
Facebook users to play along:

The internet backlash against super-injunctions 

continued to grow yesterday as the identities of 

celebrities who are said to have taken out gagging 

orders were revealed on Facebook.
4

Amid calls for Parliament to develop stronger pri-
vacy laws, anti-authoritarian sentiment is plain to see:

One [Facebook] poster said it was “wrong” that 

wealthy celebrities were allowed to use Britain’s 

courts to hide details of their private lives. He said, 

“It is awesome that they are being exposed.”
4

In China, according to USA Today, the government 
has recently started an “office to control 457 million 
Internet users.” The country already blocks Facebook, 
Twitter and YouTube. One expert on Chinese media 
says the ruling Communist Party now wants “to reassert 
the party’s monopoly on news.” Another expert says 
the new State Internet Information Office “will give 
leaders a greater degree of comfort that everything is 
under control.”

5

The Destructors
In Chapter 14 of The Wave Principle of Human 

Social Behavior, Robert Prechter noted the tendency 

for positive social mood to impel the 
desire to build and for negative mood 
to impel the desire to destroy. Lately, 
the hacker group Lulz Security (Lulz 
means “laughter at someone else’s 
expense”) has garnered headlines 
for successful attacks on prominent 
properties such as the CIA’s website. 
According to the BBC, LulzSec 
“opened a telephone request line 
so its fans can suggest potential tar-
gets.”6 At first, LulzSec and others 
like it (for example the hacker group 
“Anonymous”) mostly seemed like 

kids out to have some fun. But with their devastating 
attacks on Sony, and the recent release of confidential 
Arizona Department of Public Safety documents, 
LulzSec has emerged as the latest WikiLeaks wannabe. 
These escapades conjure up novelist Graham Greene’s 
short story “The Destructors,” in which a group of boys 
vandalize and ultimately destroy a 200-year-old house 
while the owner is away. The boys find a treasure in 
the home: a mattress stuffed with cash. So great is their 

impulse to destroy that, rather than pocket the money, 
they torch it. The hackers’ current disruptive impulses 
foreshadow far more destructive cyber attacks should 
mood continue to wax negative. As we said in the March 
2010 issue of The Socionomist, “Socionomists expect 
cyber attacks to become both more prevalent and in-
creasingly vicious during bear markets.”

Financial Controls
The temptation for governments to impose other 

forms of control has increased as well. For example, a 
buzz phrase from the 1970s bear market has re-emerged: 
“financial repression.” A new academic paper analyzes 
how heavily indebted governments have attempted, 

Keeping Watch: A recent web advertisement 
illustrates that society’s vision of the Internet 
is morphing from playground to minefield.

A buzz phrase from the 1970s bear market 
has re-emerged: “financial repression.” A 
new academic paper analyzes how heavily 
indebted governments have attempted, 
throughout history, to squeeze indirect tax 
revenue from their citizens.

http://www.dontcensorthenet.com/full-text-of-the-protect-ip-act-of-2011
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throughout history, to squeeze indirect tax revenue from 
their citizens. According to the authors, some of the 
mechanisms the governments employed include:

Explicit or indirect caps or ceilings on interest 1. 
rates, particularly ([though] not exclusively) 
those on government debts.
Creation and maintenance of a captive do-2. 
mestic audience that facilitated [and] directed 
credit to the government.
Direct ownership [by the government] … of 3. 
banks or extensive management of banks and 
other financial institutions.7

The U.S. financial system exhibits each of these 
features. Consider:

The Federal Reserve’s loan rate remains near 1. 
zero.
The U.S. Treasury Secretary told Congress on 2. 
May 16, 2011 that “he would start tapping into 
federal pension funds … to free up borrowing 
capacity.”8

The government owns large interests in several 3. 
major banks, lenders Fannie Mae and Freddie 
Mac, auto/finance companies GM, Ford and 
Chrysler, and the insurance company AIG.

Financial Control Backlash 
Governments may soon face a far greater challenge 

to their wealth and authority via private currency issues. 
The September 2010 issue of The Elliott Wave Theorist 
reported: 

As distrust in central banks continues to increase as 

the financial crisis drags on, the idea of private curren-

cies should grow in popularity. Cryptography expert 

Satoshi Nakamoto has created the first completely 

decentralized, anonymous, electronic currency, called 

Bitcoin.

Rick Falkvinge is founder of the Swedish Pirate 
Party, a political party founded in 2006 that strives to 
reform copyright and patent laws and increase both 
individual rights to privacy and government transpar-
ency. Falkvinge made an observation that is right in line 
with the above comment and our May 2010 forecast 
in The Socionomist that “governments will shut down 

sections of the Internet.” On May 20, 2011, he wrote 
on his website:

Here’s what’s on my radar: banking. There are at least 

a dozen different variants of decentralized crypto-

graphic currencies and transaction systems out there, 

very sophisticated and totally incomprehensible. 

There’s Ripple, Bitcoin, ecash and others. 

Just as BitTorrent made the copyright industry obso-

lete in the blink of an eye, these stand to make banks 

obsolete. … The technology is there, the use case is 

there—there’s certainly no shortage of annoyance 

with big banking. It’s just a matter of usability now.

When this tipping point happens, there won’t be any 

central point of control over economies. It will be 

like everybody traded in cash, traditional anonymous 

cash, once again. … How do you think governments 

across the world are going to react when they realize 

they’ve lost the ability to tax the public? Why, then, 

will this make governments dump a ton of bricks on 

the Internet?

The governments of the world are on the brink of 

losing the ability to look into the economy of their 

citizens. They stand to lose the ability to seize assets, 

they stand to lose the ability to collect debts … . All 

the world’s weapons in all the world’s police hands 

are useless against the public’s ability to keep their 

cryptographic economy to themselves.
9

A Multifront Battleground
The potential for decentralized, uncontrollable 

information systems and economies represents a huge 
threat to governments. As the largest debt bubble in 
modern history unwinds, socionomists expect to see 
many and varied attempts to dial up the repression … 
and an intensification of the inevitable backlash.

The potential for decentralized, uncontrol-
lable information systems and economies 
represents a huge threat to governments.
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