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Econ 310
Lecture 04: Rational Expectations and EMH
I. Rationality
a. People often complain that economics assumes individuals are rational. Rationality, however, does not mean they are robotic or make decisions with solely cold logic. Rationality has a much lower bar.

b. Rationality—choosing the best action given the goals to be achieved and the constraints faced.
i. In other words, people do not act randomly. They don’t do things simply because they are stupid or careless. While this might explain a small part of human behavior, it is by no means useful for understanding the majority of human action.
II. Rational Expectations (RE)
a. We live in a world of uncertainty. Thus even rational people would have a hard time making decisions. How do you know what to choose when you don’t know how your choice will affect your goal?
b. We solve this with rational expectations, which has two basic criteria:

i. People update their selections with new information. If, for example, the weather man says it will rain tomorrow I will carry an umbrella when otherwise I wouldn’t.

ii. Errors add up to zero. In other words, on average your guesses are correct (or the average of a group of guesses will be correct). This, notably, does not mean the guesser is ever actually correct. You can be wrong all the time and still have rational expectations.
c. We call this “rational” because both qualifications make sense: the agent will use all relevant information to make a decision and the agent will avoid systematic error.
III. Efficient Market Hypothesis (EMH)
a. One implication of RE is the EMH. If everyone has RE, then movements in the stock market are impossible to predict because there’s no left out information.
b. Efficient Market Hypothesis—prices contain all available information.
i. Thus the best guess of tomorrow’s price is today’s price and changes in the market price are essentially random.
ii. Unexploited profit opportunities do not exist in EMH.

iii. EMH needs only a few experts in each area to work.
IV. When Genius Failed
a. In the real world, of course, the EMH is not perfect. People panic. Good ideas get ignored. Bias occasionally crops up. But because making these mistakes is expensive, the EMH is not a bad standard.
b. Indeed, it is because of EMH that “prices converge.” Divergent prices are a profit opportunity and thus it makes perfect theoretical and empirical sense that they will converge even if a sudden change causes temporary divergence.
