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Lecture 15: The Fall of LTCM
I. Noise
a. In Black (1986), he argues there are two types of traders in the financial world: information and noise traders.
i. Information traders buy and sell on valid, relevant information.

ii. Noise traders buy and sell based on noise—the opposite of information. Hype, poor understanding of the world, and incomplete data are all examples.
iii. It is very difficult to tell the difference between noise and information.

b. Noise is prevalent in financial markets and people often trade on noise, thinking it is information.

c. The paradox of noise is that while it generates inefficiency, it also allows trades to happen. It makes it difficult—but possible—to trade profitably.
i. Trade is based on differences in utility (pretty rare in high finance) and differences in expectations (and thus information).

ii. When people trade on noise, the market price moves away from its true price. Thus trade will return the market value to the true value.
iii. The farther the difference is, the faster the information traders will correct it.

d. Thus volatility is not constant—prices vary with the rate of noise.

II. LTCM—discussion points.

a. LTCM started experiencing massive losses each day.

b. It entered a feedback loop—the more it lost, the harder time it had finding funds to stay afloat. This was compounded by the massive losses everyone else was dealing with.

c. How does both noise and EMH play in LTCM’s story?

d. In light of noise, does EMH make sense?

e. Are markets organic or are they mechanical?
f. Are they ever more of one and then more of another?

g. If so, what determines the mixture?

