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Reflexivity
In prior newsletters, I discussed both behavioral economics (June 2009) and complexity economics (July 2009).  Both of these areas are very interesting, but behavioral economics is primarily limited to the study of anomalies caused by the way in which our minds work at the micro level, and is largely carried out through small experiments. Complexity economics seems to be an improvement over traditional economics, which is based largely on mathematics from Newtonian physics describing an equilibrium system, but complexity economics is still ultimately extrapolating from physics and still uses deterministic mathematics to describe a very human system. I have often thought about ways to combine behavioral and complexity economics. Apparently, George Soros has been thinking along these lines for several decades. The result is Soros’ theory of “Reflexivity.”
In Soros’ opinion, it is important to recognize that we live in a world of uncertainty and fallibility. Unlike the traditional perfect competition assumption of perfect knowledge (or perfect information), we have to make decisions and act in the face of uncertainty. Soros also points out that none of us is capable of accurately perceiving and comprehending reality, as it actually exists. He further points out that our thoughts have a critical role in creating reality, as it will exist in the future. For example, before a building is built, the idea of the building first has to appear in someone’s mind. Plans must first be created as thoughts. One person’s thoughts can influence the thoughts of others, until finally all of the required thoughts are turned into actions and the building comes into existence. 
Soros argues that these factors (the role of human thought, uncertainty and fallibility) all lead to a situation in which markets tend to go to extremes. Soros is a hedge fund manager, and thus mainly focuses on financial markets. Imagine that a stock is increasing in value based on some underlying reality, such as good earnings. This sets a trend. People see this trend, and develop a bias about the stock (they believe that it is a good investment). As a result of their bias, they invest in the stock, and push the price higher. Seeing that the price continues to rise, more people invest in the stock. In other words this interplay between trend and bias creates a positive feedback loop, which pushes the stock price ever higher. However, Soros argues that at some point the stock price and the underlying reality (fundamentals) are so out of line that the stock price reaches a “tipping point.” People’s bias flips in the opposite direction. You then see a positive feedback loop develop pushing the price of the stock downward, until another tipping point is reached. Soros points out that in heavily leveraged situations this boom-bust pattern tends to be asymmetric, meaning that the rise is more gradual, and the bust more extreme. 
In 1988, Soros first published his theory in book form in “The Alchemy of Finance.” http://www.amazon.com/Alchemy-Finance-Reading-Mind-Market/dp/0471043133/ref=ntt_at_ep_dpi_8 
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Soros applied his theory to the financial crisis of 2008, in his book entitled: “The Crash of 2008 and What it Means: The New Paradigm for Financial Markets.” http://www.amazon.com/Crash-2008-What-Means-Financial/dp/B002UXRZ6C/ref=ntt_at_ep_dpi_1 
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Soros presented his ideas on “Reflexivity” in a series of five lectures at the Central Europe University in October 2009. http://www.ft.com/indepth/soros-lectures The first two lectures are most on point for our purposes and focus primarily on reflexivity as is applies to economics. In the last three lectures, Soros discusses topics such as his philanthropy and political positions. 

If you are not familiar with George Soros, he grew up in Hungary. His father was a survivor of Soviet gulags after the 1917 revolution. In 1944, when Soros was still a teenager, the Nazi’s invaded Hungary. As Jews, his family spent 1944 to 1945 hiding from the Nazi’s. This was followed by life under communist rule, until he was able to make his way to London in 1947. Living under these two totalitarian systems had a profound effect on his thinking. 
Soros says that these experiences made him skeptical of ideology claiming to have “the truth.” In London, he attended the London School of Economics, where he studied under Karl Popper, who also significantly influenced Soros’ thinking. 
Soros is well known for his major successes as a hedge fund manager, making him a billionaire several times over. In more recent years he has become well known for his political activities, particularly his 2004 activities to try to defeat George Bush. He primarily conducts his philanthropic work around the world through the “Open Society Institute” and the “Soros Foundation.”


RSA Animate Videos  

Drive: The surprising truth about what motivates us
http://www.youtube.com/watch?v=u6XAPnuFjJc  
This is a timely and fun video about the effect of large bonuses on cognitive ability. You might use this video in connection with a discussion on the role of compensation in the financial crisis. 

Changing Education Paradigms 

http://www.youtube.com/theRSAorg 

This is an excellent video for educators. I found it helpful for thinking about better ways to educate our students. 
The RSA website has numerous interesting articles and videos, which you might find helpful as you look for materials to use in your classroom. http://www.thersa.org/



I hope that you find these materials helpful. Please keep the suggestions and comments coming.  
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