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Interview with Roman Frydman, Professor of Economics, New York University

“Buffet and Soros aren’t interested in psychology”

The established models of financial market economists are no use when explaining large price
changes. What's required is an approach with a more realistic picture of both people and markets.

Professor Frydman, for many years now — and once again at the moment — very large price spikes
occur in the financial markets. What is the reason for this?

Investors largely orientate themselves on fundamental economic data. Regularly conducted surveys
by the news agency Bloomberg which Michael Goldberg and | have analyzed show this. Or ask
Investors like Warren Buffet and George Soros. These men have been analyzing economic data all
their lives and have made their investment decisions on that basis. Nonetheless the validations in the
financial markets which occur under the influence of psychological factors can differ from valuations
through a fundamental analysis. This is what brings about price spikes, which can be very large at
times.

The combination of fundamental analysis and psychological considerations is not however part of
the predominant financial market theory.

No. One problem of the predominant school is that it doesn’t have a very realistic idea of humans.
The hypothesis of efficient financial markets which has been dominant for many decades and of
which for instance Gene Fama (University of Chicago) is a representative only knows people who act
strictly rationally and who on top of that also understand how a market functions. For the adherents
of this school, very large price spikes — such as first a boom and then a bust — exclusively and
correctly reflect the fundamental situation in a market. Fama has emphasized that he simply doesn’t
understand the term “bubble.” According to this model, an investor can beat the market only out of
sheer luck because all investors are equally well-informed. This has given rise to the investment
recommendation to buy only passively managed index funds.

What bothers you about this view?

In these models, people act like computers. They presuppose that the participants have a knowledge
of markets which they simply cannot possess. Spontaneous developments which can change markets
significantly are also excluded in these models. These models look as if they had been designed by a
socialist planner in a planned economy.

Now there has been a competing school for some time called Behavioral Finance. One of its best-
known proponents is the Yale economist Robert Schiller. This school postulates that people don’t
always act rationally.

That is correct. Let’s take as an example the house-price boom in the American “sub-prime market.”
The Behavioral Finance people view this as a bubble resulting from people’s irrational behavior. They
are geared towards a psychological explanation of market phenomena and have laid open many of
the weaknesses of the notion of investors who are always rational.

This should appeal to you then.

Behavioral Finance doesn’t convince me because this school too often views human behavior as
irrational. It goes from one extreme, the efficient market theory with its extremely rational people,
to the other. Buffet and Soros aren’t interested in psychology.

You’re going in a different direction with your own theory of “Imperfect Knowledge Economics”.
How would you describe it?



I’'m combining elements from the teaching of two great economists of the past: John Maynard
Keynes and Friedrich von Hayek...

...who are portrayed as exact opposites by many of their successors.

That is regrettable because both men had much in common, including their idea of how markets
function.

What does that mean for the analysis of what goes on in the financial markets?

We need a realistic picture of people and markets. This includes abandoning the assumption that
people know everything about the markets in which they are trading. Here, we can draw on von
Hayek’s image of the market as an institution where decentrally available knowledge converges. Von
Hayek said in his Nobel prize acceptance speech: “l concede that | prefer real but incomplete
knowledge to the pretense of exact knowledge which proves to be wrong.” People’s knowledge is
incomplete; market prices result from individual and independent decisions of the participants.

And what are we to make of this?

This is where Keynes comes into the picture, in whose analyses of the financial markets investors
don’t know everything, for the reason alone that the future is uncertain and incalculable. Keynes
concludes from this that investors in the short term don’t always act rationally but that every now
and again psychological influences determine our actions in situations of uncertainty.

This is the reason then why the advocates of Behavioral Finance see him as a predecessor.

Yes, but wrongly. Keynes believed that the in the long term, markets are informed by many investors’
orientation on fundamental data, even though irrational exaggerations are possible in the short
term. He wrote: “We shouldn’t draw the conclusion that everything is dependent on waves of
irrational psychology. We simply point out that as rational beings we differentiate as well as possible
between different alternative actions. We calculate to the best of our ability, but often our actions
are also informed by whims or emotions.” People act neither always rationally nor always
irrationally.

Can you give us a practical example?

Take the boom in the American stock market in the 1990’s (see graph). It’s a typical example for a
long-term trend. Many observers see this boom as a prime example for an irrational upturn. Of
course at the time there was distinct optimism amongst investors and euphoria about many Internet
stocks. In October 1999, the six largest American technology companies had stock market valuations
taken together of almost 29 percent of GDP. That was exaggerated, no question about it.

Alan Greenspan even warned about “irrational exuberance” at the time.

But still there are no long-term movements which can be explained by psychology or charting alone.
Have a look at the graph: during the 1990’s, corporate earnings increased substantially; it was a very
good time economically for the United States. The stock prices, measured here against the Standard
& Poor’s 500 Index, for a long time ran parallel to corporate earnings, even though there was a price
exaggeration towards the end of the 1990’s. Since 2000, stock prices and corporate earnings have in
turn fallen and risen in unison. In the long term the fundamentals count, even in eventful times.

And how do you explain the end of a strong boom?

By a different understanding of risk than in the traditional theory. There, risk is measured by means
of the extent of price fluctuations over the course of a month or quarter. In my view, investors
calculate much more long-term. They realize in the course of a strong boom that valuations are
significantly higher than in previous cycles and sees that as an increase in risk. At some stage then,
that risk gets too big.

Interviewer: Gerald Braunberger
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