

















pricing.” If T tell you interest rates went
up, you know that bond prices went down.
You didn't need to ask, “Why did interest
rates go up?”

So using behavioral finance to explain the
“why" behind any of these relationships is
irrelevant?

French: No, no, there are really interest-
ing questions to be asked as to why there
are differences in expected returns. But
observing a relationship between book-to-
market and expected returns doesn't help
you distinguish between mispricing and
risk.

It's also been said that your work ignores
the notion of bubbles.

Fama: Tt doesn’t ignore it; it says you
can't document that they're there. The
word bubble makes me mad because you
can't predict an end. Stock-price returns
are unpredictable in the short term and
more predictable in the long term. But
there is nothing in the long term that isn’t
already built into the short term.

French: T'll clarify what Gene says in
terms of the persistence of expected re-
turn. Let’s say I ask you to calculate the
average return of a stock. If 1 give you
one day versus 100 years, your estimate
after 100 years is going to be more accu-
rate. But if I want you to tell me what the
price of this stock is going to be, would
you rather guess tomorrow’s price or the
price 100 years from now? You'd rather
guess tomorrow’s price.

Critics also point to the financial crisis and

market crash as evidence of inefficient
markets.

Fama: That’s another big misunderstand-
ing of what efficient markets is all about.
It is a characteristic of stock returns that
they get much more volatile in bad times.
Volatility is a characteristic of an efficient
market, especially in an uncertain envi-
ronment. We had a huge recession; no-
body knew how it was going to turn out.
French: It’s even more than that. The big
hallmark of the erisis was . . . .

Fama: Well, let’s be clear. The behavioral
people did not fall into this trap. It was
only the media and practitioners who
don’t like the idea of efficient markets to
begin with.

French: But what was key in the financial
crisis was what people call “modern bank
runs.” There were all sorts of instabilities
in the system. And, as Gene says, nor-
mally we have lots of volatility during bad
times. Well, in the crisis, we had enor-
mous volatility because of this feedback—
the bank runs—in the process.

Fama: Mmm. . .I dont think you can say
that.

French: I think we can say that confident-
ly.

Fama: No, you can't document it.

French: What, that we had bank runs?
Fama: No, there were bank runs. But that
stock returns got volatile because of bank
runs? That'’s a belief.

French: OK, I firmly believe it.

Fama: I don't think you can tell.

French: 1 have one foot in the behavioral
camp. We'll wind up writing a paper on
this.

I'd like to read that paper.

French: We have to agree on something
first.

Fama: I don’t think you can draw conclu-
sions from one event.

French: Here’s my argument: So banks
are financing 256% to 30% of their capital
every day in the overnight market. The
uncertainty about whether they are going
to be able to raise capital or not creates
volatility. If you give me that financial in-
stitutions are a key part of the economy;,
and they get blown away, you lose infra-
structure.

Fama: Well it was predictable that they
wouldn’t get blown away.

French: No, it wasn’t.

Fama: Sure it was; they were either going
to get bailed out or they were going to
get nationalized.

French: Lehman Brothers went down.
Bear [Stearns] essentially went down.
So you come to the market each day not
knowing whether everybody else would
show up. If they did show up, that was
good news, that means the economy is
better than we thought. That's huge
positive feedback. On the day they didn't
show up, that really bad news came with
a big negative feedback.

Fama: OK, but what you are saying is that
investors are responding to what they
perceive is news about real events.
French: Yeah, but the bank-run problem
exacerbated, magnified the impact.

Fama: All right, we’ll explore.

Thanks, gentlemen. m



