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I think this  paper is tr emendous ly-important, and should make every one of  us  think
more carefully about w hat w e ass ume w hen w e use the current finance “knowledge” in the
clas sroom or  in our  ow n res earch.

As  w e accumulate more ‘know ledge’ in an ar ea of  s cience, we forget some of  the
earlier -acquir ed parts  of that ‘ knowledge.’  I put ‘ knowledge’  in s ingle quotation marks,
because w e only think we know ; there exists no reality that is  ultimately knowable,
understandable and agr eed upon by everyone.  We f orget the
as sumptions/beliefs /philosophies  that underlie our ‘ knowledge.’  In a more direct sense, we
forget the s pecif ic choices  about what to believe that subs equent ‘ knowledge’  r elies  upon as 
its foundation.  Such a process of  forgetting is both natur al, and neces sary.  If we ar e to
remember every single foundational fact/as sumption upon w hich our cur rent under standing
is  built, and to recall it every time w e try to think about something, w e will think very
slow ly indeed! 

As  s cientists, one of our important tas ks is  to continue to remember what went
before, lest w e f ail to learn fr om it.  The field of  f inance has  placed very little value on
remembering its own past, and particularly the choices  that were made.  For example, if 
Markowitz had chosen to wor k with semi- var iance instead of var iance, would we have a
very diff erent view  of  asset pricing models today?  Everyone knows that alter native choice
is  perf ectly r eas onable and defens ible, and yet w e do not s ee any r es ear ch today pur suing it.

Bob James  takes us back to another  seminal choice in f inance and economics , the
definition of conditional probability.  Let me quote f rom his conclus ion:

Ir onically, Samuels on’ s (1965) s eminal article Pr oof T hat Proper ly Anticipated
Pr ices Fluctuate Randomly and Malkiel’s  (1990) famous book A random walk down
Wall Street may be among the most damaging publications  in the ef ficient market
literatur e.  S amuelson’s  ar ticle led economists  to believe that expectations follow
martingales while M alkiel’s  book led the general population to believe that ass et
pr ices can f ollow  r andom walks over time.  Both martingales  and random w alks ar e
stochas tic proces ses that necess itate a fixed probability s pace.  I f Bayes ians are
corr ect and infor mation aff ects pr obabilities, neither  stochas tic proces s is us eful for 
describing expectations or as set prices .

Our belief in relatively ef ficient markets  r equir es that we tr us t a large empir ical
literatur e s howing prices change quickly in res ponse to all public infor mation.  When w e
find a market that doesn’t correspond to this belief , we call it inef ficient.  Of cours e no such
model is per fect, and we acknowledge that there are a var iety of  “anomalies,” but they don’t
af fect our belief  that w e can us e a conditional model to deter mine the eff iciency of  a market.



The problem that Bob J ames explains lies in the nature of  the conditional
pr obability.  If the probability s pace its elf is fixed, then w e can r ely on all the res earch of
ef ficiency, leaving as ide the is sue of tes ting market eff iciency and a r eturn-generating model
simultaneous ly.  However , if every new obs er vation isn’t merely fur ther evidence of the
same pr ocess , but caus es  us  to change our expectations  for the distribution of the proces s,
then none of  this  literatur e can tell us about ef ficiency.  This  Bayesian approach to s tatis tics
and probability theory has been ar ound for  a long time, but finance chos e to take the f ixed
pr obability space r oad, presumably because it is eas ier to get neat r esults.  P ers onally, I find
Bob’ s arguments convincing, that Bayesian revis ions to pr obability spaces are more likely to
be the under lying behaviour  of investor s r eacting to new infor mation.

You could say that all Bob does is  take us  back to the future, s ince Keynes argued
this  long ago.  That mis ses  the point.  We cannot continue to follow a path blindly, when we
know  the choice that put us  on the path is  not neces sarily the best choice.  If  I could
commiss ion r es ear ch to f ollow  up Bob’ s paper , I  w ould look in three directions:

§ A redevelopment of the theoretical models in finance, using Bayesian probabilities  f or
reaction to infor mation.  This is a ver y challenging task, and I  have no idea w her e it
would lead or if we can arr ive at neat, compact models  like the ones that cur rently
dominate the f inance f ield.  For  example, I have been wondering for  a long time how
valid it is for us to take a mean value of  a time series of  returns  of ass et class es  for use in
pers onal finance planning.  I f every period’ s drawing is fr om a dif ferent dis tr ibution, and
investors  react to the observations by adjus ting their  view  of  the futur e probability s pace,
the way w e analyze per sonal f inance problems  is  not valid.

§ A re-investigation of  market ef ficiency using empir ical tests  that allow for  Bayesian
revisions  of  the pr obability space.

§ A more direct inves tigation of investor  beliefs  to s ee how they for m probabilities  and
whether  they assume a fixed probability space or revis e their es timate of the s pace with
new inf or mation.  P erhaps r es ear chers  in “behavioural finance” are already star ting to
addr ess  this  thir d point.


