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Bubble, Rubble, Finance in Trouble?

Andrew W, Lo

In this talk. Ireview the implicationsof the recent rise
and fall of the technology sector for raditional financial

theories andtheirbehavioral aliernatives. Alt

wugh crit
ics of the Efficient Markets Hypothesis argue that mar
Kels are dnven by fear and greed, not fundamentals, re
cent research inthe cognitivene urosc e nces suggest that
these two perspectives are opposite sides of the same
coin. [ propose & new paradigm for financial economics
that focuse s more on the evolutionary biology and ecol
ogy of markets rather than the more traditional physi
cists” view. By marrying the principles of evolution to
Herbert Simon’s notion of “satisficing,” 1 argue that
much of what behavioralists cite as counter-examples to
economic rationality—Iloss aversion, overconfider
overreaction, mental accounting, and other behavioral

v
blases—are, in facl, consistent with an evolutionary
model of ratonal agents keaming to adapt to their envi
ronment via satisficing heuristics

I'd like to begi

n by thanking David Dreman and
Arnie Wood for inviting me 1o speak at this fascinating
conference. Although I'm not a psychologist or behav
ioral finance expert by training, much of my curent re
search interests liesin this area now, and I'll be discuss
ing some of those interests over the next 45 minutes or
s0. This luncheon walk provides me with a wonderful
opportunity Lo speak somewhat less formally and a bit
more expansively about several issues surrounding be
haviorul finance and how they relate 1o the apparent
bubble in technology stocks that we have experienced
over the past few years, Given the occasion, my com

ments will be less than rigorous, but I've often been re
minded by my colleagues that along with rigor usually
goes mortis, s0 [ trust no one will object in this case!

What I thought I would do instead is to describe part

of the personal joumey that I've aken in resolving the

controversy surrounding behavioral finance and in at

ternpting to reconcile traditional financial asset-prcing

models with what’s been happening in the stock mar
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ket over the past several years. As part of that journey. |
think I've been able to address some of the challenges
that David Dreman raised in his opening remarks yes
lerday, challenges that, at one point, [ found enor
mously difficult to make sense of in the context of
modern financial economics. It's only recently that |
think I've finally come to a tentative reconciliation, at
least in my own mind, of these two apparently dispa
rate lines of inguiry.

The Three P's
ol Investimeni Management

Letme start by answering the itle of my alk, “Bub
ble, Rubble, Finance in Trouble'? and state at the out
sel—with LL|).|I~||§_-"I|,'~. 1o William Sh;l.]w\m'- —that de

spite the rubble left by the bursting of the technology

bubble, modern finance is not in trouble. To see why,
let me first provide a brief overview of what we con
sider to be the traditional or rational financial para
digm, which is summarized by what I call the *“Three
P's of Investment Management™:

rices, probabilities,
and preferences. The three P's have their origins inone
of the most basic and central ideas of modern econom
ics, the principle of supply and demand. This principle
states that the price of any commadity and the quantity
rraded are dewermined by the intersection of supply and
demand curves, where the demand curve represents the
schedule of quantities desired by consumers at varous
prices and the supply curve represents the schedule of
quantities producers are willing to supply at vanous

prices. The intersection of these two curves determines
“equilibrium,” a price-guantity pair that
both consumers and producers simultaneously. Any

in satisfies

other pnce-guantily pair may serve ong group’s inter
ests, but not the other’s.

Even in this simple descaption of a market, all the
elements of modem finance are present. The demand
curve is the aggregation of many individual consum
ers” desires, each denved from optimizing an individ
ual's preferences subject to a budget constraint that de
pends on prices and other factors (e.g.. income, savings
requirements, and bomowir

costs). Similarly, the sup
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