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Market capitalization does not equal market value. Demand curves for fungible assets like
common stock or cryptocurrency are downward sloping at any given point in time, implying
that even a small additional sale, all else equal, may have required a lower price to induce even
a slightly larger transaction. Much larger transactions would require larger price decreases
with perhaps very large price decreases needed to move all units from current owners to new
owners. The market capitalization illusion - equating market capitalization with market
value - means investors are less wealthy than they believe and helps explain investor surprise
at “crashes” when demand for immediate sales spikes. The market capitalization illusion is
spread through the reporting practices of fiduciaries and other investment managers.
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1 Introduction

Market capitalization is the product of the outstanding number of fungible units of an asset
times a price that occurred in some transaction, commonly the last price of a given trading
day. The Financial Regulatory Authority (FINRA), a U.S. self-regulatory organization for
member firms and exchanges, defines market capitalization like this:

Market capitalization, or market cap, is one measurement of a company’s size.
It is the total value of a company’s outstanding shares of stock, which include
publicly traded shares plus restricted shares held by company officers and insid-
ers. To calculate market cap, you take the total number of a company’s shares
outstanding and multiply that figure by the company’s current stock price. For
example, if a company has 5 million shares outstanding and its current stock
price is $20, it has a market capitalization of $100 million.1

But is market capitalization really “the total value of a company’s outstanding shares of
stock[?]” I explain here why the answer must nearly always be no. Believing otherwise is
the market capitalization illusion.

2 Equating Market Capitalization and Market Value

Equating market capitalization and market value is common among finance practitioners,
academic researchers, and media commentators. Sometimes the terms “market capitaliza-
tion” and “market value” are interchanged in the same sentence, such as in this example
from a peer-reviewed finance journal article by two Harvard Business School professors (ital-
ics added):

The average IPO [initial public offering] firm had a market value (at the first avail-
able trading price) of $89.1 million in constant 1999 dollars (using the Consumer
Price Index as a deflator), while the median firm had a market capitalization of
$31.7 million.’2

While the terms market capitalization and market value routinely are equated and inter-
changed, they refer to different things.

Market capitalization is the product of a firm’s number of outstanding shares of stock
times the share price in a given transaction, typically the closing price on a particular day.
For example, on November 18, 2022, Apple Inc. had a market capitalization of $2.4 trillion
based on the product of its closing share price that day of $151.29 and 15.9 billion outstand-
ing shares.

1Financial Industry Regulatory Authority (FINRA), Market Cap, Explained, April 26, 2018.
https://www.finra.org/investors/insights/market-cap

2Gompers and Lerner (2003, p.1361).
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Market value, by contrast, is the amount of money that a current owner could obtain in
an actual sale.

Thus, market capitalization is equal to market value only if an asset owner’s percentage of
the product of the price in a particular transaction multiplied by the number of outstanding
units equals the amount of money that a current owner could obtain in an actual sale of its
units.

Evidence that demand curves for fungible assets are downward sloping presents an im-
mediate problem for this asserted equivalence.

3 Little Trading and Tiny Transactions

Market capitalizations for publicly-traded common stocks in the United States are based on
trades in tiny percentages of outstanding shares.

For example, the median daily average volume (using past 30 days) on November 18,
2022 as a percentage of total outstanding shares for a firm in the S&P 500 was 0.73%.3

That daily volume is comprised of a constant stream of many thousands of transactions
during the trading day. Each of those transactions might be smaller than the daily volume
by two to four orders of magnitude.

The transaction prices we see during a trading day are each, individually, for tiny per-
centages of the outstanding shares, aggregating through the day to a still quite small number
on the order of less than 1% of total shares outstanding.

If we were considering the market value of any one marginal seller’s holdings, where
those holdings were very small relative to the daily volume, then equating that investor’s
percentage of market capitalization and market value might be approximately true for that
very small marginal owner and under the assumption that its sales would not be positively
correlated with an increase in sales by other investors.

But much as not everyone can be above average, not everyone can equate their percent-
age of market capitalization with the market value of their holdings.

Indeed, given small amounts of the outstanding shares (units) trading on any given day,
comprised of mostly tiny individual transactions, almost no one can use their percentage of
market capitalization as a reliable measurement of the market value of their holdings.

3All financial data in this paper is from Bloomberg Terminal.

2

Electronic copy available at: https://ssrn.com/abstract=4306239



Market capitalization illusion is the belief that the market value at a given point in time
of a percentage of the outstanding units of a fungible asset is that percentage of market
capitalization at that given point in time.

4 Consequence: Investors are Less Wealthy Than They

Believe

Market capitalization will almost always overestimate market value, because demand curves
for fungible assets (shares, cryptocurrency, gold, etc.) - like demand curves for practically
all property - seem to be downward sloping at any given point in time.

This is not simply an assertion of a basic result in economic theory. Rather, the data tell
us this is so.

The empirical evidence for downward-sloping demand curves for U.S. publicly-traded
stocks is now beyond serious question. Virtually every study that has examined non-
informational shocks to demand like additions to widely-tracked stock indexes like the
S&P5004 and demand for the stock of companies being acquired in mergers5 as well as
studies of increases in the supply of stock - from secondary offerings6 to block trades7 to
lockup expirations8 - is consistent with demand curves for stocks being downward sloping.9

If the transaction price in a fungible asset at a given point in time reflects a crossing of
supply and demand at that time, then the existence of a downward sloping demand curve
for that asset implies that additional shares could not have been transacted at the same
price. Even a small additional sale, all else equal, may have required a lower price. Larger
transactions, and certainly transactions in a substantial amount of the units outstanding,
would have required much larger price decreases.

Thus, not only is market capitalization not market value, market capitalization is nearly
always larger.

Large institutional investors like pension funds may believe they have holdings that are
worth an amount that those holdings, collectively, cannot be worth if viewed on a “mark to

4Shleifer (1986); Wurgler and Zhuravskaya (2002).
5Mitchell, Pulvino, and Stafford (2004).
6Mikkelson and Partch (1985); Intintoli and Kahle (2010).
7Scholes (1972).
8Field and Hanka (2001).
9While some financial economists still resist the interpretation of this evidence as consistent with

downward-sloping demand curves, the alternative explanations - that prices rise (with increases in demand)
or fall (with increases in supply) due to the informational content of the shock or increase is unpersuasive in
most contexts and requires far more assumptions about capital market behavior than the simple explanation
from demand and supply.
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market” basis if the “market” is simply based on market capitalization.

Yet financial institutions, including those managing retirement savings, report balances
to themselves, investors, and retirement plan beneficiaries at market capitalization, creating
illusions that investors are wealthier than they are.

5 A Simple Example

Market commentators and academics describe down days on Wall Street in terms of increas-
ing risk aversion, or demand for liquidity, or being “spooked.” Sometimes, those days are
down so much that prices are said to “crash.”

In reality, what we see on such days is that even small increases in supply can generate
large necessary price declines. If demand is shifting in the other direction at similar times
and likely for similar reasons, the consequences are predictable.

In recent months trading conditions in equities and bonds have gotten worse as
money managers struggle to buy and sell in size without moving prices, with
echoes of the 2020 pandemic disruption ... ‘Market depth is not much better
than it was during March 2020,’ Nikolaos Panigirtzoglou, a strategist at JP-
Morgan, wrote in an email. ‘This implies that the ability of markets to absorb
relatively large orders without significantly impacting the price is very low at the
moment.’”10

We can see this easily in a simple example. Suppose there are two persons, A and B. At
time t = 0, person A has $100, while person B has 100 shares of a company.

Person A has a downward-sloping demand curve for the shares given by Qd = 201−100P ,
where P is the price per share, while person B has an upward-sloping supply curve of
Qs = −110 + 100P .

Person A will buy more, the lower is the price. Person B will supply more, the higher is
the price. Equilibrium (Qd = Qs) is the trading at time t = 0 of Q∗ = 45.5 shares at price
P ∗ = $1.555/share. That is where demand and supply cross. The market capitalization of
the shares is then $1.555 (the most recent price (per unit)) × 100 (the number of outstanding
units) = $155.50.

If Person B equates market capitalization with market value, then Person B believes
they have wealth of 45.5 x $1.555 (the cash received for shares sold) + 54.5 x $1.555 (the
value of B’s remaining shares based on market cap).

10Anchalee Worrachate, Wall Street Warns Market Liquidity Is Getting as Bad as 2020, Bloomberg.com,
May 17, 2022.
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But this overstates Person B’s wealth, because Person B cannot sell their remaining 54.5
shares for $1.555 to Person A.

Person B’s market capitalization illusion might become apparent if Person B went to
Person A with more shares hoping to again obtain that $1.555/share price.

Suppose Person B wanted to sell an additional 25.5 shares at time t = 1. If Person A’s
demand curve remained the same with respect to total shares demanded at given prices as it
was at time t = 0, then the most person A would pay for those additional 25.5 shares is just
over $0.82 per share, since 70 = 45.5 + 25.5 = 201 − 100P , implying that P = $1.31/share
is the most that Person A would be willing to pay to own 70 shares.

Having already spent about $70.75 on 45.5 shares, Person A would be willing to pay only
about $0.82/share for an additional 25.5 shares, or about $20.91 in addition to the $70.75
already spent.

For Person B, having marked her shares “to market” at the t = 0 price of $1.555/share,
this would appear as a price “crash” from $1.555/share to $0.82/share at time t = 1.

Rather than recognize that Person B’s wealth was never as large as marked, observers
might instead claim that Person B had to bear a “liquidity” discount or that the market
had become “more risk averse,” but neither are good explanations.

The better explanation is the market capitalization illusion. The market value of those
25.5 shares was never $1.555/share at time t = 0 whether or not Person B wanted to sell
them.
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