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a conventional asset market model we study the evolutionary. process
generated by wealth flows between investors. Asymptotic behawor of our model s
completely determined by the investors' expected growth rates of wealth share.
Investment rules are more or less i depending upon the value of this expectation,
and more fit rules survive n the market at the cxpense of the less fit. Using this
caterion we examine the long run behavior of asset prices and the common beliel
that the market sclects for rational vestors. We find that fit rules need not be
rational, and rational rules not be fit. Finally, we investigate how the market sclects
over various adaptve decision rules. Journal of Economie Literature Classiication
Numbers: D90, D80, © 199 Academe Prs nc

1. INTRODUCTION

In this paper we delincate in a conventional asset market model the
evolutionary processes which determine the long run behavior of the
market. Evolutionary ideas such as natural selection and adaptive behavior
have a long history in economic analysis. Two streams of lterature have
had a significant impact on contemporary economic thought. First are
those writings on economic dynamics that hinge on the success or failure
of risk-taking entrepreneurs. This view of economic progress is recognizable
in both Knight [22] and Schumpeter [27]. A part of this literatur are the
writings of Alchian [1], of Friedman [17] in his famous cssay “On the
Methodology of Positive Economics,” and of other writers in the carly
1950s who attempt to explain why procedural rationality has predictive
power. Their answer is an appeal (o natural selection which we call the
“market sclection hypothesis.” Market forces favor the survival of
economic actors whose decisions are most nearly optimal. According to
Friedman [17, p. 217, . firms behave as if they were seeking to maximize
their expected returns .” He reasons [17, p.22] that “unless the behavior
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