Most economists believe that stock markets behave in unpredictable fashion – that is, rises or declines in stock prices cannot be foreseen based on past behavior, and capital will flow where it can be used most efficiently. Hence, the Efficient Markets Hypothesis. MIT economist Andrew Lo argues that markets in fact evolve by adapting to conditions, which may mean inefficient use of capital. He calls this the Adaptive Markets Hypothesis. Lo spoke with Michael Fitzgerald.

Q.  Define the adaptive markets hypothesis.

Lo. The adaptive market hypothesis is the fact that markets evolve over time as a function of the underlying species engaged in these activities. And therefore markets are not necessarily efficient. They really change over time in response to a particular population of traders that happen to exist at a point in time. And traders don’t necessarily optimize in the sense of classical economics. They develop heuristics, rules of thumb, that work or don’t work in various different contexts, and those heuristics evolve over time as traders succeed or fail in their endeavors.

q. So, financial Darwinism?

Lo. It’s survival of the richest. Simply put.

Diamond. What do you mean by survival?

Lo. It may well be the case that natural selection will occur in the next 100 years not through biological means but through financial means. Just imagine it’s possible for us to create a cure for cancer and the cost of such as cure becomes prohibitive. It really will be literally survival of the richest.

Ultimately, those who are able to create large amounts of capital are more likely to survive. There are two ways of doing it. One is you can be smart and the other is you can be lucky.  It doesn’t matter as long as you can create wealth and are able to survive.

Q.  What does this mean for market regulation? 

Lo. Regulatory innovation is something that can be explained by evolution. Right now the Chinese stock market is not well suited for capitalistic development. But it’s a lot better suited to it now than it was 15 to 20 years ago. For instance, at this point there is a lot of corporate governance reform going on in China. Why is that? 

Because more and more companies in China need to raise capital in order to engage in their investment activities. They’re raising capital from foreign sources, who require corporate governance procedures be more like Western standards. That is causing the Chinese SEC to crack down harder on companies that don’t abide by those corporate governance rules. That’s evolution, right there.

Also, regulations represent the fossil record of all the nasty shysters that have existed up until this point in time. Because of course the way regulation works is something bad happens, like Enron, and you get Sarbanes-Oxley. And so all of the regulatory changes have really been reactions to bad things that have happened in financial markets.

Q. Any practical examples of what your theory means for investors?

Lo. There are some practical examples. Though some of my critics in the Chicago School might dismiss it as pure chance.  

But one of the practical implications of the Adaptive Markets Hypothesis is that strategies and investment styles, no matter how sophisticated and subtle, will wax and wane depending upon the population of investors that exist.

Look at hedge funds – they’re not doing well right now, by and large [note that Lo manages the AlphaSimplex hedge fund]. Their returns are not nearly as high as they’ve been historically. You might ask well, why is that? The hedge fund industry has grown at an incredible rate in the last five years. When you have so much money flowing into a particular industry, you’re going to depress the returns, because there’s no way that those investment opportunities can be created for such a large amount of capital in such a short period of time. But as investors become disappointed in hedge fund returns capital will leave the hedge fund sector, and returns will come back to their previous level. It’s a cycle. 

Q. What about extinction events? 

Lo. For certain types of industries and certain kinds of strategies it is possible to deplete the resources forever. That is part of the environmental conditions that dictate the direction that adaptive markets will go.  Junk bonds, for instance, looks like it’s about to go extinct, but I think it will come back eventually. 

Meanwhile, new species are popping up all the time.  Credit derivatives is an example of a new species that is really catching on very quickly.

Q. What kinds of things nag at you about your hypothesis, that you don’t have good answers for yet?

Lo. The open questions are exactly what are the dynamics that drive evolution? There’s always this tension between environmental conditions and the genetic predisposition of the population.  I don’t yet have a clear understanding of the notion of genes.  How is it that we pass down genes from one generation of financial market participants to another? How is a company genetically predisposed to generate offspring? I haven’t worked off the dynamics of the generational transfer of genetic material in a corporate and financial context. 

