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Preface

Financial Values as Social Fact

André Orléan

Since its origins, the question of value has been at the forefront of political economics and has been the focus of a constant theoretical debate on the part of economists. The approach that prevailed at the end of the nineteenth century, the so-called marginalist revolution, provides a fundamentally individualistic response in that it deduces the value of a commodity from the subjective assessments that individuals make of its usefulness. Consequently, from this perspective, individual preferences appear to be the elementary force that drives the entire economy: ‘“Individual valuation is the keystone of economic theory… [The] essence and the driving force of human action, and therefore of the human market economy, are the valuations of individuals. Action is the result of choice among alternatives and choice reflects values, that is, individual preferences among these alternatives’.1
 Within this marginalist concept of value, one hypothesis plays a crucial role: individual preferences must be, if not exogenous and fixed, at least independent of the prices they are supposed to explain. Otherwise, if preferences were dependent on prices, we would no longer know what explains what!

This same general framework of intelligibility has been used to analyse financial phenomena by substituting individual consumer preferences for subjective investor estimates of the value of securities. For it to be valid, this neoclassical approach to finance imperatively supposes that subjective estimates, like individual preferences, are independent of the prices they are supposed to explain. As far as goods are concerned, it is the existence of a perfectly defined product, whose quality is independent of price and known to consumers, which is the central institutional hypothesis for ensuring that preferences do not change in the course of trade, an imperative condition for the Walrasian analysis to be valid. Even if, in The Empire of Value, we presented a series of situations in which product quality and preferences are subject to variations in the course of trade (information asymmetries, reputational externalities, fashion phenomena), it can be argued that, in the general instance, for ordinary consumer and production goods, the independence hypothesis can be accepted. The situation is quite the opposite in the case of finance, due to the introduction of a specific reality, unknown to ordinary markets, namely liquidity, in other words, the possibility to renegotiate one's position at any given moment.

Liquidity implies that each investor is, at all times, in constant contact with all other investors via the market, in such a way, as Keynes strongly emphasised in Chapter 12 of the General Theory, that

…the professional investor is forced to concern himself with the anticipation of impending changes, in the news or in the atmosphere, of the kind by which experience shows that the mass psychology of the market is most influenced. This is the inevitable result of investment markets organised with a view to so-called ‘liquidity’.2

Consequently, liquidity produces what can be called a ‘totalization effect’ in the sense that it makes each participant so closely dependent on the group that he or she is forced to be on the alert at all times so as not to be surprised by shifts in collective opinion. This is the origin of short-termism. Such forced vigilance puts individual estimates under pressure, imposing frequent adaptations beyond what is necessary. To fully understand the artificial nature of the price movements thus generated, we refer once again to Keynes' Chapter 12 on the subject of liquidity:

In the absence of security markets, there is no object in frequently attempting to revalue an investment to which we are committed. But the Stock Exchange revalues many investments every day and the revaluations give a frequent opportunity to the individual (though not to the community as a whole) to revise his commitments. It is as though a farmer, having tapped his barometer after breakfast, could decide to remove his capital from the farming business between 10 and 11 in the morning and reconsider whether he should return to it later in the week.3

The origin of the phenomenon known as ‘excessive volatility’ should not be sought elsewhere. A similar phenomenon can be observed with 24-hour news channels. Being obliged to react every minute, journalistic commentary is forced to give importance to events that are in fact meaningless.

What this analysis highlights is what can be called the ‘self-referential’4 nature of financial markets: individuals seek to anticipate the price, but the price itself is only the outcome of such anticipation. Consequently, the individualistic approach becomes inoperative insofar as individual estimates are as much a product of the financial markets as the price. In other words, the independence hypothesis no longer holds. One only has to think of financial bubbles to appreciate this, where we observe investors who are trying to follow a market that they fail to truly understand. Their usual valuation models become inoperative,5 so that everyone reacts as best they can to what appears to be a chaotic and irrational dynamic. We are then faced with the highly paradoxical and enigmatic reality of a market that has become autonomous, dominating individual investors, even though it is nothing more than the sum total of the individuals that make it up.

It seems to me that this observation is at the heart of this book, Finance: Between Two Worlds. The book abandons the neoclassical world in favour of a new world that apprehends the financial market as an autonomous power of evaluation. The financial market is no longer viewed as a mechanism that passively records the estimates of one or another in order to aggregate them, but it is seen as an essentially normative mechanism that, through the interplay of a set of institutional devices, produces calculation formats that lead to the emergence of a price considered by all to be legitimate. Through this shaping event, and upstream of transactions, the market drastically reduces what would otherwise be the extreme diversity of subjective beliefs due to radical uncertainty. The work of Donald MacKenzie and Yuval Millo on the Black–Scholes formula has a paradigmatic value here. They show how the spread of this formula, despite all its intrinsic inadequacies, played an essential role in the constitution of options markets. It has led to the emergence of a common language that greatly facilitates the conduct of negotiations: ‘Pricing models came to shape the very way participants thought and talked about options, in particular via the key, entirely model-dependent, notion of “implied volatility”’6 In the same vein, we should also mention the important work by Michel Callon and Fabian Muniesa. In this book, the examination of the real estate market by Marine Duros, the analysis of accounting standards by Edouard Jourdain and the study of asset management practices by Stéphanie Serve and Yamina Tadjeddine, among others, follow the same path to put forward convincing arguments.

What, in my view, is the fundamental issue at stake in all of these debates is the gradual elaboration of an entirely new conception of financial value as a social fact, radically breaking with the subjectivism of the marginalist approach. This is no mean feat when one considers that marginalism has reigned unchallenged over the economy for 150 years. In the approach sketched here, it is not individuals that produce value but the market itself as a social mechanism that amalgamates individual opinions and reworks and modifies them until it produces a valuation that is far more than the aggregation of individual estimates. This power of the market to create and impose a reference value is at the heart of reflections put forward in the chapter by David Bourghelle and Philippe Rozin. They call ‘collective affect’ the sui generis force that arises from the interactions generated by liquidity.

By way of conclusion, we should underscore the consistency of these reflections on financial value with the positions defended by Émile Durkheim on social values. Indeed, similar to our take on the financial market, Durkheim considers the group to have the power to produce judgements that are binding on all participants given the collective emotional investment they are the object of. As Célestin Bouglé, a close disciple of Durkheim, wrote: ‘from the association of men emerges a force, endowed with a power of pressure as well as of attraction, and it is precisely this original force that we see at work in the world of values’.7 In countless passages in his many books, Durkheim insists on the power of assembled men to produce a new kind of psychic life, contrary to the laws of individual psychology:

[T]he states of the collective consciousness are of a different nature from the states of the individual consciousness; they are representations of another kind. The mentality of groups is not that of individuals: it has its own laws.8

This is the very foundation of Durkheim's theory of social facts. We recognise here the same radically anti-reductionist position that characterises our analysis of the financial markets. This close proximity to the Durkheimian sociology of values is a very strong signal for all economists who consider that economics should not be separated from the social sciences. It is also what this book demonstrates in the fact that it sees anthropologists and historians, economists and management scientists, sociologists and political scientists as working in the same direction.

However, one point remains to be clarified: is the self-referential approach at odds with the sociological approach? This point, that we believe to be crucial, has been the focus of several debates9 and it is important to clarify the situation.

We may indeed object that the self-referential approach is constructed from a vision of the market identical to that put forward by neoclassical theory, namely, a set of elementary investors of equivalent weight, whereas, a contrario, the sociology of finance insists on the heterogeneity of the participants as well as the variety of institutional mechanisms brought into play. That is true, but it is by no means simply ineptitude. The self-referential approach deliberately seeks to confront mainstream economic thinking on its own ground. This should come as no surprise to anyone who keeps the Keynesian roots of this approach in mind. Indeed, the entire General Theory is conceived from this perspective and the gains of such a critical strategy cannot be neglected. This involves showing that, in a market dominated by liquidity, individuals tend to be interested, not in fundamental value, however it is defined, but in the opinion of the market, which is radically different. Thanks to the Keynesian beauty contest, the self-referential approach helps to establish the fact that financial speculation is in no way stabilising. All of these factors are criticisms of the omnipotence of the neoclassical edifice, using its own tools and its own language. It would be very naïve to think that this would be enough to produce a paradigm shift, but for those who keep in mind the major political role this argument has played in the constitution of financialised capitalism, they remain useful supporting forces.

However, the interest of the self-referential approach does not stop at this critical function alone. It has an intrinsic strength in that many aspects of the way financial markets function that escape the neoclassical framework are rendered intelligible, even if in an ideal-typical way. We can cite, among other things, the introduction of radical uncertainty; the critique of the objectivity of fundamental value; the link between liquidity and speculation; the role of financial conventions; the importance of mimicry and the critique of efficiency. But this approach alone cannot claim to produce all the intelligibility of the financial markets. Indeed, it has been shown that the property of salience10 plays a primordial role in determining what valuation the market agrees on in configurations of the Keynesian beauty contest type. However, salience is a highly contextualised notion: what a group considers salient depends on the historical experiences that have marked its memory. For Robert Shiller (1991), for example, we cannot understand the exceptional decline experienced by the New York market on 19 and 20 October, 1987, without including in the analysis the role played by the salience of the ‘1929 crisis’ as a prototype of the stock market crisis. According to this economist, it was because investors interpreted the events of 1987 in the light of this prototype that they panicked. In other words, the self-referential approach calls for a sociological analysis as its necessary complement, which alone is capable of clarifying the models and conventions that, in the course of the history of a market, have become inevitable, as well as the devices through which they have spread. From this perspective, a self-referential and a sociological approach, far from being contradictory, support one another.

To fully understand this, we need only to consider Durkheim's exhibition logic. On the one hand, he continually insists that at the origin of values, we find the effervescence of human groups. ‘The great ideals upon which civilisations rest’ emerge from the interaction of individual consciences (Durkheim, 1911/1953). If he attaches so much importance to this ideal-typical model, it is because it allows him to spell out the nature of social facts. This is not insignificant. However, it would not occur to Durkheim to use this model to try to elucidate, for example, revolutionary ideals on the basis of an aggregation of the opinions of members of the revolutionary assembly! On the contrary, as for us, this ideal-typical model is used to put forward the radical solution of continuity that exists between individual beliefs and collective representations. Therefore, when social facts need to be explained, its principle is: ‘The determining cause of a social fact must be sought among antecedent social facts and not among the states of the individual consciousness’.11 We can say that with the notion of salience, the economic approach becomes aware of its incompleteness and recognises the need for new tools and new concepts borrowed from sociology. Our hope is that, in so doing, this book will provide the basis for a new alliance between economics and social science that is all the more robust as it is based on a common conceptual approach to financial value.

Notes

1. Rothbard (1956, p. 1).

2. General theory (1936/1964, p. 155).

3. General theory (1936/1964, pp. 150 and 151).

4. The empire of value (2014), Part III, pp. 175–238.

5. Trueman, Wong, and Zhang (2000).

6. MacKenzie and Millo (2003, p. 137).

7. Bouglé (1926, personal translation).

8. Durkheim (1895/1982, p. 39).

9. For example, Lazarus (2015).

10. See Section ‘Self-referentiality and Conventional Belief’ in The empire of value (2014), 211–220.

11. Durkheim (1895/1993, p. 134).
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