


But this was not the only contribution of Friedman to the methodology of
financial economics and to the ways and means it should be practised. In
this section of the paper, I discuss the layering of the ziggurat from the
foundation up, which describes and circumscribes the methodology of
financial economics.

1. Ideology12

The basis of the discipline we now call financial economics — at its ori-
gins, called simply finance — is undoubtedly in another seminal essay of
Friedman’s (1953) titled, “The Methodology of Positive Economics.” In
this paper, Friedman lays the foundation for, among other things, what is
de facto the instrumentalist methodology that economics must follow. The
three necessary conditions for economic theory, a la Friedman, are:

(i) The primary requisite of a theory is to produce acceptable forecasts.
(ii) The secondary requisite of a theory is to be simple and fruitful.
(iii) The assumptions of the theory must be unrealistic in order to satisfy

requisites (i) and (ii).

A few words to clarify these requisites/conditions seem to be in order.
By “acceptable forecasts,” Friedman means forecasts that are better than
other forecasts. Because there is an infinite number of theories “out there”
that can produce forecasts, a theory cannot be proven as true. One can only
reject the idea that the theory is not true. As long as the theory/model pro-
duces forecasts that are “. . . sufficiently good ‘approximation’ for the pur-
pose at hand” (ibid., p. 15), one should be content with it.

What is “sufficiently good” is a matter of subjective judgment, of
course, but the purpose is clearly social policy. Because Friedman is a
devout believer in the righteousness of capitalism in its purest form (today
called “free markets,” or “market economy” since Marx gave a bad name
to capitalism), it is clear how “the purpose at hand” would fit the quali-
fier “sufficiently good approximation.”

The fact remains that Friedman (1953) is a philosophical treatise that
is not value-neutral, but rather economics-neutral. It is the belief system
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12 For a more comprehensive discussion on the ideology of financial economics, refer to
Frankfurter and McGoun (1999).
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that underlay the research program which colonized economic thinking for
the last half century, largely because of the financial and moral support
it received from outside the academic community. We call this ideology
“neoclassical economics.”

I suspect that Friedman was not completely honest when he argued,
“. . .[O]nly confusion, misunderstanding and discord can come from
not keeping them separate and distinct, from trying to impose the
absolute of ethics on the relatives of science.” The reason for my suspi-
cion is that several other giants of contemporary economics declared
openly that the field is ideology-influenced. Both Mannheim (1949) and
Schumpeter (1949) are clear about the influence of ideology on all science,
including economics. Although Schumpeter justifies such influence, sur-
mising that eventually truth will prevail over ideology, Mannheim is
more critical:

Hence it has become extremely questionable whether, in the flux of life, it
is a genuinely worthwhile intellectual problem to seek to discover fixed and
immutable ideas or absolutes. It is a more worthy intellectual task perhaps
to learn to think dynamically and relationally rather than statically. In our
contemporary social and intellectual plight, it is nothing less than shock-
ing to discover that those persons who claim to have discovered an absolute
are usually the same people who also pretend to be superior to the rest.
To find people in our day attempting to pass off to the world and recom-
mending to others some nostrum of the absolute which they claim to have
discovered is merely a sign of the loss of and the need for intellectual and
moral certainty, felt by broad sections of the population who are unable to
look life in the face (p. 77).

It is inconceivable that Friedman was not familiar with these views, yet
made his relative of ethics the absolute of his science. Franco Modigliani is
a bit more “blunt” than I. Mackie (1998, p. 107), quoting from Klamer
(1992), attributes this statement to Modigliani:

Friedman is driven by the idea that whatever the government does is bad.
He has a mission and seems to be willing to sacrifice some intellectual hon-
esty for that (ibid., p. 120).

In spite of this, or perhaps because of this, the consensus today is that
financial economics is value-neutral. Now, this is what Adam Smith
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(whom Friedman was so eager to co-opt and reinterpret) calls “clamour
and sophistry.”13

Although the combination of ideology and instrumentalism dominates
the many branches of economics, none is so obsequious to the Friedmanian
dogma as financial economics is. I attribute this servitude to the vast eco-
nomic influence corporate America has on this segment of academia
(Soley, 1995, pp. 57–91) and to the commanding influence on the field by
the Chicago/Rochester school.

2. Axioms

The American Heritage Talking Dictionary has three definitions for axiom.
Of these, the third definition is the most apropos and inclusive for “the
purpose at hand” (if Friedman could get away with this, why not I?):

A self-evident principle or one that is accepted as true without proof as the
basis for argument; a postulate.14

In fact, axioms in financial economics are not self-evident principles or
truths. They are just assumptions that have gained the status of higher
order than mere assumptions, because they are so widely used or because
many found them either logical or conducive for work that could be
deemed as “fruitful.”

In the context of methodology, an axiom defines the boundaries of
ontology. Anything that falls beyond such borders can then be termed an
anomaly and dismissed as an unfortunate occurrence that should not
overly concern anyone.

An axiom is, in fact, just a set of assumptions that originally had a
degree of verity much weaker than the dictionary definition of the word,
but which somehow became deeply entrenched in the field. Because of

Method and Methodology 7
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13 The full quote is:

. . . the clamour and sophistry of merchants and manufacturers easily persuade . . .
that the private interest of a part and of a subordinate part of society is the general
interest of the whole (Smith, 1776, Book I, p. 101).

14 Excerpted from American Heritage Talking Dictionary. Copyright © 1997 The Learning
Company, Inc. All Rights Reserved.
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In one fell swoop, Sharpe suggests abandoning perhaps the most impor-
tant and verifiable building block of the Friedmanian doctrine — the qual-
ity of prediction. So, there is no requirement for predictive ability, however
subjective that quality might be, as long as the theory/model is consistent
with the classical financial doctrine.

To move from Sharpe to Fama, with his two definitions of informa-
tionally efficient markets (Fama, 1965, 1970), is just a small step for the
financial economist, but a giant leap for financial economics methodology.
In combination, Friedman–Sharpe–Fama create an impenetrable and inde-
structible fortress, complete with moat, drawbridge and boiling oil on the
parapets.

More binding and exclusionary than the explicit assumptions are the
implicit ones — i.e., those silent acquiescences that, because of their sub-
liminal nature, are not, and can never be, disputed. Here are the strictest
of these:

• That arbitrage opportunities will be discovered and arbitrageurs by
their activity will bring the market to equilibrium.19

• That the sum of the parts equals the whole. This assumption was the
push behind the practice of decomposing a complex problem into arbi-
trary parts, solving the parts separately and then putting all back
together for a solution of the whole.

• That processes which are without a doubt anchored in culture and lan-
guage can be modeled by the same tools as physical processes.

• That the disproof of one thing is the proof of its opposite (whatever
that opposite might be). This assumption is the genesis of the volumi-
nous event study literature.20

• That the assumptions of one model which were not questioned at the
time the model was proposed can be germane to a different model,
without mentioning them.

Together, explicit and implicit assumptions immunize the methodolog-
ical structure from any possibility of refutation (see Fama, 1998). One
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19 The presumption of arbitrage was the deux ex machina of Propositions I and II of
Modigliani and Miller (1958), and the heart of arbitrage pricing theory (APT) of Ross (1976).
20 This is the absurd idea that if error terms of a regression are called abnormal returns, and
if these terms are aggregated across economic micro-units/agents to show a quantity that
is different than zero, then it is proof that an event took place independent of any other
circumstance and the learning curve of economic micro-units/agents.
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must not forget, however, that the impossibility of refutation is the causa
causans to disqualify a particular methodology as a scientifically produc-
tive process by the adherents of the Popperian philosophy of science and
its many tendrils.

4. Theory

The final layer of the methodology substructure of the finance research
program (financial economics’ ontology) is the theory arranged on the first
three tiers of the ziggurat. That is, if the theory is in line with the tenets
of the previous three tiers and if its conclusions are consistent with the
dogma stacked on these tiers, then it is considered an acceptable descrip-
tion of the world of finance. Again, reality does not count for much, and
it is often sacrificed in the name of the ideology it represents. In this
regard also, there is a great deal of data snooping. Theories are developed
via observed data, and then the same data are used to validate the the-
ory. More about that later.

But even with the latitude the three previous strata of the ziggurat
offers, ceteris paribus, theories that are mathematically tractable (and the
more complex the better) are preferred over theories of common sense.
This is especially clear in the case when all empirical evidence points in
the direction that the theory does hold, neither as a predictor, nor as an
existing condition.

The prime examples of this departure from reality are theories on the
corporation side (and where financial economics failed the most): cost of
capital, capital structure, valuation and, perhaps foremost, dividend pol-
icy. Dividend and dividend policy theory have created the largest number
of models, all mathematical, and all unverifiable by either empirical evi-
dence or measurability of the theoretical variables, or both. In practice,
there are no models per se of dividend policy, the only exception being
agency theory’s normative rule that the firm should be sucked dry of all
of its current income. Else, managers who act from greed and nothing else
will squander the shareholder’s hard-earned wealth. Although this view of
the world/theory has been known for quite some while (Easterbrook,
1984), as a practice, it is not observable.

The vast majority of the dividend research, however, is not about pol-
icy, but rather about what dividends do to value. There is, without doubt,
a positive statistical connection between the act of paying dividends and the
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value of shares. However, none of the dividend theories/models can con-
vincingly explain the connection. The empirical evidence is simply not there.

The other theories of corporation finance share the same lack of valid-
ity. First, most theories, especially the garden-variety type of agency the-
ory, are not refutable. Second, either the empirical validity is not there, or
it is only there for a subset of firms. After half a century, we still are not
keen on how to measure the cost of capital, on whether capital budgeting
should be performed by the net present value method (Stulz, 1999), and
whether there is an optimal, or even target, capital structure. And if none
of this is known for sure, how can one go about measuring value that
would be, in any way, different from what accountants could do?

5. Summary

It is important to understand that the structure on which the method of
modern science rests is multilayered. At the base of the ziggurat is a con-
crete ideological belief in beginning-of-the-century capitalism as envisaged
by Friedman (1962). Piled atop this are ever-narrowing tiers of axioms,
explicit and implicit, that limit intellectual freedom and force ontology to
concentrate on what is dear to the builders of the ideological foundation.

In return for acknowledging the ziggurat, practising academics are
granted a semblance of freedom, however small, to manufacture their own
assumptions. This quasi-freedom allows them, first, to develop theories,
and later, as I argue in the next section, to test models that will show
what they set out to show.

C. Method

1. Model

Now, here is the trickiest maneuver on the ziggurat: the move from a the-
oretically plausible and appealing construct consistent with the ideology,
to a statistically testable model. One must derive from one’s theory a set
of hypotheses that are empirically testable: the ultimate validation of one’s
model.

There are serious philosophical, statistical and practical problems
involved — problems that are either overlooked entirely or nitpicked to a
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painful death. The most fundamental philosophical issue is how one can
use mathematics as a proxy for cultural processes. From Wittgenstein to
Popper, philosophers argued that mathematics — which is an intercultur-
ally cogent procedure — cannot be equated with rituals, customs and
social habits — characteristics that explain the behavior of humans both
individually and in organizations.21

Yet, modern finance flourishes on mathematics, the more obscure and
unrealistic the better — art for art’s sake. I suspect, however, that there
is a close connection between mathematics and the neoclassical ideology
of modern finance. The emphasis on mathematics and numbers and the
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21 A major void in the field is that Ph.D.’s in finance do not receive any formal education in
philosophy, although their doctorate is in philosophy. Nor do most feel any inclination or
need to consider philosophical views, much less accept them. The few who have heard of
Thomas Kuhn, and the even fewer who have read him, accept his thesis without question as
developed in The Structure of Scientific Revolutions (Kuhn, 1970).

Yet, Kuhn’s view of science, its structure, functioning and growth is a placating view —
a position that not only ignores the built-in institutional safety devices that protect the rul-
ing elite, but also lulls his readers into believing that eventually a revolution will come.

Scientific revolution might be a historical fact, but the welfare costs associated with the
existence of a less than truthful description of the world, for an indeterminant length of time,
are completely ignored by Kuhn. Moreover, as elites become more sophisticated, they
increasingly deploy tactics that perpetuate their existence. R.H. Coase points out this senti-
ment in his acceptance lecture for the Nobel Prize in economics:

[But] a scholar must be content with the knowledge that what is false in what he
says will soon be exposed and, for what is true he can count on ultimately seeing it
accepted if only he lives long enough (Coase, 1992, p. 719).

It is amazing that, while the bulk of applied mathematics in finance is covered by two
courses of college calculus and Brownian motion, mathematicians as of late question the lim-
its of mathematics altogether. John Horgan, writing in the August 1994 issue of Scientific
American, observes:

Mathematics has had some success in delineating its own boundaries, Taub remarks.
The most dramatic example was Kurt Gödel’s demonstration in the 1930s that all
moderately complex mathematical systems are “incomplete”; that is, they give rise to
statements that can be neither proved nor disproved with the axioms of the system.

Gregory J. Chaitin, a mathematician at the IBM Thomas J. Watson Research
Center, sees darker implications in Gödel’s theorem. He notes that this insight has
been followed by similar ones, notably Chaitin’s own finding that mathematics is
riddled with truths that have no logical, causal basis but are simply “random.” As
a result of these difficulties, he says, mathematics may become an increasingly
empirical, experimental endeavor with less of a claim to absolute truth.
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reward system that favors everything quantitative are instrumental in
translating emotions, psychology and the metaphysical to a quantity, turn-
ing value to a monetary entity. If value is a monetary entity, of course, one
has no difficulty in translating risk to a monetary entity as well.

I submit that the term modern22 finance is a misnomer. What we have
is not modern finance, but “robo-finance.” The latter robotically translates
complex social/cultural systems for which no one has a comprehensive, or
even a simple, theory into blips on the radar screen of price-volume changes.
From these blips, shrewd operators extract “meaning” using an ever-
increasing array of statistical models (see the next subsection for a demon-
stration). This is analogous to analyzing a patient’s temperature chart with
sophisticated statistical methods to find the cause of his/her illness. Our
intellect is so poor that we do not even recognize we are being bamboozled.

We also tend to forget that reverse of the aphorism, “If it ain’t sopo-
rific it ain’t scientific,” is not true. That is, just because the presentation
of an idea sounds like the recording of a medical examiner’s autopsy, the
concept is not necessarily a scientific truth.

The next problem is to find observable variables. Many models — the
most obvious being those of dividend signaling — are crammed with vari-
ables that exist conceptually, but are nowhere to be found empirically. The
usual remedy is to resort to proxies which open a Pandora’s box when the
paper comes to be reviewed. If a reviewer does not like the research idea,
the proxy is the sure-fire excuse to reject the paper. In this circumstance,
the empirical findings are tantamount to the proverbial tree falling in the
forest when no one is there: it does not make a sound.

Suppose we are lucky and find observable variables that are not proxies.
We still have the problem of how to measure them. Consider, for instance,
the ratio of debt-to-equity. Are we to measure all debt? At market? At book?
At what unit of measure and at what date? Ditto for equity. The slight-
est manipulation of the data will produce results close to the heart of the
researcher, though not necessarily anywhere near validation of his/her
model. The caveat, “Keep one eye on the hypothesis and one eye on the
data,” is apropos here, and the guiding light of the episteme.

But, this is not all. The tsunami of event studies showed that, in the solic-
itous effort to mimic the natural sciences, quasi-laboratory experiments
are unable to hold constant all factors, especially those affected by time
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22 I use the term “modern” in the sense of modernism — the belief that science and the
scientific approach will solve all the ills of our lives.
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and the learning curve. That is why many of these studies show results
contrary to results some other studies of the same ilk showed before.

Let us not forget the delicate issue of assumptions made when the
econometric models were originally put forth and whether those assump-
tions are reasonable or valid, given the data. This is different, of course,
from the freewheeling assumption-making as per the Friedmanian doctrine
that was needed to develop the theory. That is, in order to take the results
of empirical tests seriously, regardless of what assumptions one made to
develop the theory, one must strictly meet the assumptions of the statis-
tical model used. These assumptions are rarely considered or mentioned
anymore because the novelty of the econometrics covers up for the weak-
ness of the statistical model. After many event studies of significant results
had coefficients of correlation less than 0.05, the goodness of fit of the sta-
tistical model was not reported at all. Substance and economic significance
are buried in the grave of superficial formalism.

2. Tests

In this tier of the ziggurat, one can find the capital accomplishments of
modern finance. During half a century of econometrics, researchers have
inexorably sifted, winnowed, pounded, churned, fermented and even tor-
tured their data to concoct some sort of statistical significance for their
respective model. As an alternative, some have dredged up arcane data
sources to prove the validity or non-validity of earlier tests performed by
others who, unfortunately, were not privy to the same data.

My estimate is that, over the last half century, modern finance has
cranked out 60,000–65,000 papers and dissertations, published in refereed
and unrefereed journals and conference proceedings, or papers presented
at meetings of learned societies without leaving a trace in print in the pub-
lic domain. The bulk of these papers dealt with the CAPM/EMH, which,
as I argued before, turned out to be the major concern of modern finance.

For an earlier project, I sifted through hundreds of published papers
on CAPM/EMH and found several astonishing regularities in this vast
effort of academic research. Perhaps the most shocking was the fact that,
although Fama’s classical definition of informationally efficient markets,

. . . a situation where successive price changes are independent is consis-
tent with the existence of an “efficient” market for securities, that is, a

18 Theory and Reality in Financial Economics

FA
B519_Chapter-01.qxd  9/21/2007  10:35 AM  Page 18



market where, given the available information, actual prices at every point
in time represent very good estimates of intrinsic values (Fama, 1965, p. 90),

leaves no doubt that prices are the averaged intrinsic values of all market
participants, the models of the CAPM’s statistical tests are so complex
that only a very few academics could formulate their expectations accord-
ingly. Even these specially anointed persons would need several weeks of
data collection and analysis to unlock the secrets of pricing, if indeed their
model was the correct one.

The econometric fireworks are blinding. Though the volume of papers
considered here is limited, it is nevertheless representative of what the
authors of these papers attribute to the process that “explains” prices, in
or out of equilibrium, the connections between return and risk, forecast-
ing ability, and the properties of the ever-elusive beta for the “market”
en toto, or some of its arbitrary segments.

There are several ways to present this anthology, but I include it here
in alphabetical order, according to first author. The main reason is to
demonstrate the other perplexing phenomenon: the smoothness and ease
with which some authors move from one model to another, practically in
the same year, espousing entirely different belief systems regarding the
data. Judge for yourself.

Ang and Peterson (1985), after-tax, cyclical model, using maximum likeli-
hood techniques; Bark (1991), application of the methodology of Fama and
McBeth (1973) to Korean data; Beedles (1984), non-stationarity, and the
amazing revelation that the CAPM is better for electric utilities than for
other firms; Best and Grauer (1985), time-series of mean vectors in risk-
return space; Bey (1983), stationarity; Bodurtha and Mark (1991), time-
varying risks and returns; Bower et al. (1984), comparing the CAPM with
APT; Branch et al. (1983), adjustment of alpha to zero beta; Brigham and
Crum (1977), the use of the CAPM in utility rate structure determination;
Brigham and Crum (1978), again the use of the CAPM in utility rate
structure determination; Brown et al. (1983), SURM and 2-step GLS appli-
cations to size related anomalies; Brown (1979), autocorrelation and the
relatedness of the CAPM; Bubnys (1990), simulation and the comparison
of the CAPM to APT; Casabona et al. (1983), duration and interest rate
risk in the CAPM; Casabona and Vora (1982), bias in the CAPM due to
interest rate duration; Cecchetti and Mark (1990), moment restrictions and
calibration methods; Cheng and Grauer (1980), invariance law; Conine and
Tamarkin (1985), skewness and the cost of equity capital of public utilities;
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Connor and Korajczyk (1988), skewness in utility stock cost of capital;
Corhay et al. (1987), international evidence of seasonality in the CAPM;
Cox and Rudd (1991), to calculate underwriters’ betas; Elton et al. (1983),
the relationship between zero beta portfolios and dividend yields; Elton
and Gruber (1984), the estimation of the CAPM using “smart source pars-
ing”; Frankel (1985), maximum likelihood estimation of beta; Friend and
Westerfield (1981), comparison of residual variances with the covariances
of returns; Friend et al. (1978), two new tests of the CAPM, (1) substitut-
ing ex ante returns for ex post returns, and (2) the use of bond prices
(?)23 to calculate beta; Goldberg and Vora (1978), bivariate spectral analysis;
Goldberg and Vora (1981), grouping based on historical betas; Gombola
and Kahl (1990), Kalman filtering model to estimate the time-series util-
ity betas; Grauer (1978), comparison of the mean-variance model to five
forms of the power utility model; Haddad and Benkato (1989), intertem-
poral tests of beta stationarity; Harlow and Rao (1989), pricing in
Generalized Mean Lower Partial Moment framework; Harrington (1983),
the relationship between returns and several alternative measures of risk in
the CAPM for life insurance firms;24 Harvey (1989), time-varying condi-
tional covariances; Harvey and Zhou (1990), Bayesian inference (!);25

Homaifar and Graddy (1990), variance and lower partial moment betas as
alternative risk measures; Jensen (1978), anomalies; Johnson and Lanser
(1981), measuring the expectational value of the systematic dividend risk
(?); Jorion (1991), Bayesian and CAPM estimators (my italics) of the
mean returns of portfolios; Keim (1983), anomalies; Keim (1986), more
about anomalies; Klemkosky and Jun (1982), monetary impact of market
risk premia; Kroll et al. (1988), experimental tests, with subjects, of the
separation theorem and the CAPM; Lakonishok and Shapiro (1986), anom-
alies; Lee (1976a), investment horizon; Lee (1976b), investment horizon
and systematic risk; Lee and Lloyd (1976), the CAPM as a recursive sys-
tem; Lee (1977), errors-in-variables estimation; Lee and Lloyd (1978),
block recursive systems of estimation; Lee and Chen (1982), variable mean
response regression; Lee (1984), random coefficient and errors-in-variables
regression estimation; Lee and Wu (1985), kurtosis and stationarity; Lee
et al. (1990), heterogeneous investment horizon; Levhari and Levy (1977),
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23 I have stated elsewhere (Frankfurter and Phillips, 1994) that it is absurd to lump together
asset returns that are generated by distinctly different economic processes. Thus, returns of
bonds determined by the fluctuation of interest rates and other type of risks, characterized
by a finite horizon, cannot be aggregated with the returns on stocks.
24 Observe again the segmentation of the capital market for testing a model that is equilibrium-
restricted for all capital assets.
25 Pray tell how Bayesian inference — which is totally subjective — can fit an equilibrium-
based model. How on earth can subjectivity proxy for consensus?
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investment horizon; Levy (1980a), investment horizon, inflation: the Israeli
evidence; Levy (1980b), beta and market imperfection; Levy (1981), invest-
ment horizon; Levy (1982), a confidence level approach to the CAPM; Levy
(1984), ex post selection bias; Litzenberger et al. (1980), CAPM for estimat-
ing cost of capital for public utilities; Long (1978), valuation of cash divi-
dends; MacKinlay (1987), missing factors in multivariate tests; Mankiw and
Shapiro (1986), consumption beta (?) and market beta; McEnally (1978),
public utility rate cases; McEnally and Upton (1979), ex post risk-return;
Mullins (1982), cost of capital estimation; Murphy (1990), Bayesian estima-
tion of beta; Nagorniak (1982), the use of beta in interpreting risk adjusted
equity performance; Ng (1991), multivariate GARCH tests of the time-series
CAPM; Percival (1974), interest rate risk and default risk of bonds in the
CAPM’s framework; Peseau and Zepp (1978), public utility rate cases;
Pettway and Jordan (1987), comparing APT and CAPM return generating
functions for public utility rate cases; Reinganum (1981a), anomalies;
Reinganum (1981b), returns of extreme portfolios; Roll and Ross (1983),
APT, CAPM and rate calculations for public utilities; Sauer and Murphy
(1992), comparison of several alternative models of the CAPM in Germany;
Schmalensee (1981), dividends, risk adjusted returns and the CAPM;
Schwert and Seguin (1990), time-series betas and heteroscedasticity; Scott
and Brown (1980), biased and unstable betas, autocorrelation of residuals
and intertemporal correlations between market returns and residuals in the
CAPM; Shanken (1987), a multivariate proxy for the market portfolio, con-
sisting of a stock and a bond index in validating the CAPM; Sharpe (1978),
CAPM and public utility rate cases; Sharpe (1982), a factor analytic model
to analyze past performance and to predict future returns; Shukla and
Trzcinka (1991), a factor model to explain variability of returns in both the
APT and the CAPM; Stambaugh (1982), testing the sensitivity of the
CAPM for different indexes and for different subsets of assets; Stambaugh
(1983), net rental return on real estate, using a broad market index and a
two-stock index; Stoll et al. (1983), anomalies; Swidler (1988), heterogeneous
expectations in financial analysts’ forecasts;26 Turnbull et al. (1982), critique
of the Cheng-Grauer CAPM model; Udinsky and Kirshner (1979), predictive
power of four models: the market model, the CAPM, the zero-beta model
and the portfolio variance model; Vandell and Malernee (1978), utility equity
returns and the CAPM; Watts (1978), systematic abnormal returns (?) after
quarterly earning announcements — anomalies; Yawitz and Marshall (1977),
the government bond market and the CAPM; Zhou (1991), eigenvalue tests
of portfolio efficiency when there is no riskless asset.
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26 One of the less than a handful of papers in which the surreal assumption of homogeneous
expectations is replaced by its more realistic opposite.
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One may dismiss many of these papers on the grounds that they
appear in publications other than the nobility press, and that their salient
feature is their meticulous mediocrity. Yet, there is no denying that many
of the most exotic ones are authored by the best names in the business
and published in their favorite organs.

3. Summary

Magic, real or imaginary, is performed in six forms or any combination
thereof:

(i) Production: in which something appears or something multiplies.
(ii) Transformation: in which something changes in color, shape or size.
(iii) Transportation: in which something moves from one place to another.
(iv) Penetration: in which one solid object passes through another.
(v) Mentalism: in which mind-reading and predictions occur.
(vi) Disappearance: in which something vanishes from sight.

Is it not true that modern finance’s methods (its models and tests, its
epistemology) have all these elements of magic? And, if the answer is yes,
then is it not true that modern finance is not unlike an act of theatrical
magic rather than real science?

But that is not the only dimension where the similarities between the
paradigms of financial economics and magic are striking. Consider the
careers of the short list of authors I cited here. Are the six forms of magic
not present in their accomplishments? That is why a limited and cursory
inspection of the literature shows how so many practised the elements of
production, transformation, transportation, mentalism and disappearance,
practically year after year, in their research. I am not making this remark
in an accusatory or slighting manner. I am just reflecting on the nature
and outer shell within which the methods of the paradigm develop, sur-
vive and flourish.

D. Concluding Remarks

It was not my intention in this paper to criticize the academic subject
called financial economics (and sometimes, modern finance), neither for
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its accomplishments (which are numerous), nor for its intellectual one-
dimensionality and paucity (an unfortunate fact). My purpose was to ana-
lyze the methodological construct of the field, and ascertain what the
components of this construct really are.

In this process, I could not help wondering why the commonly used
methods of analysis of financial economics are referred to as method-
ology. Although I am quite sure that hundreds, if not thousands, of
the academics who write in the subject do not know the difference
between the two concepts, many of the leading and, thus, influential
ones do. Especially a writer so central to the most researched paradigm
of finance, the EMH, must be well aware of the distinction. Yet,
Fama (1998) clearly and deliberately refers to methods of analysis as
methodology.

I suspect that this is done merely to replace substance with form. That
is, by concentrating on the tangential issue of statistical correctness, what
samples can and cannot show in random tests, and how all these relate to
the accuracy of the hypotheses about the operation of markets, one can
obscure the more central and important consequences of the profession. By
devoting another 10,000 or so journal pages to arguing whether markets
are efficient, researchers dodge the cardinal question of why we should care
about market efficiency in the first place — especially before we discover
how market participants actually behave and why they choose to behave
the way they behave.

One also must make a resolution regarding the ultimate goal of science,
inclusive of financial economics. Even if the goal is to provide better fore-
casts that will enable economic agents (I yield here to those who like to
call individuals by this loftier term) to make better decisions, one should
look for causes and effects deeper than skin.

I, however, believe — along with many philosophers of science (not
that I am calling myself one) — that science is about the search for the
truth. That is, it is a process of discovery that will lead us to a better
understanding of what we are and what is around us. This does not mean,
of course, that there is an ultimate truth “out there,” or that we will find
it any time soon, if ever. It just means that we must look deeper than the
superficial combination of data and models, especially since science is
deeply rooted in an ideology/religion that has in mind its own perpetua-
tion rather than the search for truth.

Accordingly, attacks on behavioral finance of the kind one finds in Fama
(1998) and Ball (1996) are for the sole purpose of protecting a religion
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from competing memes,27 rather than for the sake of growth in scientific
knowledge. All that these or similar attacks prove is that all truth is
ideological.

This is not to say that the foundations of behavioral finance in its
purest sense (not the anomalies literature) is without its faults. It is
grounded in PT of Kahneman and Tversky (1979), which has its own share
of critics and criticism. But at least it is not so fundamentally value-laden
as the paradigms of modern finance, and deserves the chance to evolve to
something that can be an alternative to the current methodology.

Instead of fostering a nascent tendril, “modern finance” fights behav-
ioral finance with its heavy-hitters — if not with outright ridicule, then in
ways of assimilation (McGoun and Scubik, 2000). This is definitely not in
the interest of growth in scientific knowledge.

As unfortunate as it sounds, matters become worse when one also
considers personalities and the reward systems involved. The four horse-
men of academic inanity — hubris, self-importance, loftiness and cock-
sureness — have visited financial economics throughout its existence.
One has only to read Reiter and Williams’ (2001) careful analysis of
how debates in finance are conducted to understand the severity of this
problem.28

The only way to ease modern finance’s grip on the profession and judge
both its merits and its shortcomings is to understand its methodological
structure. My hope is that this paper has been a step, however modest, in
that direction.
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