How Market Participants Behave

Soros Reflexivity Theory 

Reflexivity is a “2-way feedback loop” between the individuals’ views and the actual state of the economic world.

Participants’ decisions -D
[image: image1.wmf]i

t

- are based on their own perception of the environment and interpretation of economic indicators, and not on the real situation:
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Their decisions make impact on the situation itself and changes in the situation are liable to shifts in their perceptions:
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This behaviour is a case for frequent re-examination of one’s assumptions. 
Markets do not reflect an objective truth and are always unbalanced. 

This theory is doomed to thrive in times of upheavals, where perception of events and events themselves are likely to strongly interact.
Rational Expectation Theory

Reflexivity is at odds with the rational expectation economic theory, which assumes that economic players are all rational actors making the best choices for themselves and that free market is the effective mechanism for balancing supply and demand, setting prices correctly and always tending towards equilibrium.
Alan Greenspan, one of the theory supporters, on October 23rd 2008 told the US Congress that “there is a flaw in the model” and that Fed analysts “were not smart enough”. Moreover he stated: “those of us who have looked to the self-interest of lending institutions to protect shareholders’ equity, myself especially, are in a state of shocked disbelief.”
Many commentaries argue that the belief of self-correcting financial markets, and its declination on most valuation models, is an important cause of the current crisis and contributed mightily to the crash.

Roberto Botter, Quantyx Technology partner
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