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The Istituto Cattaneo, the University of Bologna and

the University of Modena Reggio Emilia

present the Conference:

THE FINANCIAL CRISIS CHALLENGE:
IS IT PREDICTABLE?

A DIALOGUE BETWEEN ECONOMICS &
PHYSICS

June 27, 2012
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Introduction

Never like nowadays economics needs the collaboration and
support from a broad cultural background to cope with the danger of
financial crisis and with market instabilities in general. Two
seminars will illustrate new perspectives, one from the hard
sciences and the other from the socio-political sciences.

Jean-Philippe Bouchaud graduated from the Ecole Normale
Supérieure in Paris, where he also got his PhD in physics. He
was then appointed by the CNRS until 1992, where he
worked on diffusion in random media. After a year spent in
the Cavendish Laboratory (Cambridge), he joined the Service
de Physique de I’Etat Condensé (CEA-Saclay), where he
worked on the dynamics of glassy systems and on granular
media. He turned to theoretical finance in 1991. He founded
the company Science & Finance in 1994 with J.P. Aguilar,
that merged with Capital Fund Management (CFM) in 2000.
His work in finance includes extreme risk control,
correlations, alternative option pricing models and agent
based models. He entered the Ecole Polytechnique as full
professor in 2008. He was awarded the IBM young scientist
prize in 1990 and the C.N.R.S. Silver Medal in 1996.

Erik Jones did his BA (AB) at Princeton University, and
his MA and PhD at Johns Hopkins SAIS. As an academic, he
has worked at the Centre for European Policy Studies, the
Central European University, the University of Nottingham,
and most recently the Johns Hopkins Bologna Center. He is
currently also a Senior Research Fellow at Nuffield College
in Oxford and a Non-Resident Fellow at the Pdzmany Péter
Catholic University in Budapest. He recently founded the
Bologna Institute for Policy Research.

The (Unfortunate) Complexity
of Economic Systems
Jean-Philippe Bouchaud

The current crisis puts classical economics thinking
under huge pressure. In theory, deregulated markets
should be efficient, thanks to perfectly rational agents
that correct (“arbitrage") any mispricing or forecasting
error. These equilibrated markets should be stable:
crises can only be triggered by acute exogenous
disturbances, but certainly not precipitated by the
dynamics of the market itself.

A short review of fifteen years of “Econophysics”,
insisting on the prevalence of data, empirical research
and numerical simulations over axioms and prejudices,
will be proposed.

Recent data allow in particular to cast doubts on
several pillars of the classical dogma. In particular,
market fluctuations seem to result from the endogenous
dynamics of a complex system, that spontaneously
exhibits jumps and shocks.

We will discuss the importance of the impact of
trades on prices and feedback loops, illustrated by some
simple models from statistical physics. Models of
financial markets can by themselves, in the absence of
appropriate regulation and control, lead to instabilities.

The Eurozone Crisis
Erik Jones

Most look for the cause of the current crisis in the
Eurozone through the lens of progressive dynamics
unleashed by structural change. Diverse European
countries formed a common currency, some of these
countries lost competitiveness while others gained, and
a crisis emerged when the resulting imbalances could
no longer be financed.

Such arguments cannot account for the long period
of market indifference prior to the crisis. Instead,
analysts reach for ad hoc explanations, attributing the
tight convergence of long-term nominal interest rates
during the Eurozone's first decade to the mispricing or
under-pricing of risk. The implication is that next time
will be different.

The problem is that markets create structural zones
of indifference, within which market participants are
not only lulled into a false sense of security but actively
punished for trading on “the fundamentals”. Once the
sense of crisis in the markets is passed, market
participants are likely to re-enter this zone of
indifference to the credit implications of national
distinctiveness, at least until some change triggers a
renewed attention to risk.

The next time won't be different; the mechanism will
simply reset.






