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In The Myth of the Rational Market, Justin Fox has written a thought provoking book that traces the ascendance and demise of the long held “efficient market hypothesis.”  That theory holds that markets are always right because rational investors interacting in financial markets provide the most reliable estimate of the true value of stocks and bonds.  The story begins with Irving Fisher in 1905 and the earliest analyses of financial markets.  It concludes with the financial crisis of today and counterintuitive hypotheses that perceive market outcomes as often being erroneous because they are determined by the irrational actions of market participants who act on imperfect information.  The cast of intellectuals and their ideas make for fascinating reading and includes well-known economists such as Irving Fisher, John Maynard Keynes, Friedrich Hayek, Milton Friedman and Eugene Fama, as well as famous mathematicians, Johnny Von Neumann and Edward Thorp, and world-renown financier, Warren Buffett.  

Fox, in his role as historian of economic thought, presents the ideas of the main players in the drama in a thought provoking fashion.  For example, he recounts Keynes’ famous analogy of judging beauty contests and speculating in financial markets.  In trying to beat the market, speculators, rather than being involved in the process of predicting the average best guess on stocks, are really another step removed.  They are instead “anticipating what average opinion expects the average opinion to be” in terms of future stock prices.  As Fox notes, this led Keynes to be a value investor—one who purchases stock whose price appears low when compared to earning potential—rather than a speculator.
In contradiction to the efficient market hypothesis, two investors, Warren Buffett and Edward Thorp, were consistently able to beat the market.  In the book, Justin Fox succinctly presents Buffett’s investment strategy which centered on companies termed “cigar-butts.”  In a similar fashion, the author describes the successful investment strategy of Thorp who used his statistical skills to prosper in stock options.  These same skills enabled Thorp to develop a system of card counting that enabled players to beat the casino in blackjack.

Fox notes that proponents of the efficient market hypothesis like to compare success in the stock market to success in coin-flipping.  If markets are always accurate estimates of actual value, then beating the market would simply be luck, much as flipping heads two hundred times in a row.  In a debate with Michael Jensen, Buffett responds to this line of reasoning with the following:  “I think that you will find a disproportionate number of successful coin-flippers in the investment world came from a very small village that could be called Graham-and- Doddsville.”  The roots of Buffett’s investment strategy came from Benjamin Graham Graham and David Dodd.     

Justin Fox has written a scintillating story in such a crisp and fluid narrative style, that it reads more like a best-selling novel than the intellectual achievement that it actually is.  The Myth of the Rational Market is a must read for economists, financiers, or anyone interested in the analysis and workings of financial markets.
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