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ABSTRACT. During last decades, studies on asset pricing models witnessed a par-
adigm shift from rational expectation and representative agent to an alternative,
behavioral view, where agents are heterogeneous and boundedly rational. In this
paper, we model the financial market as an interaction of two types of boundedly
rational investors - fundamentalists and chartists. We examine the dynamics of
the market price and market behavior, which depend on investors’ behavior and
the interaction of the two types of investors. Numerical simulations of the cor-
responding stochastic model demonstrate that the model is able to replicate the
stylized facts of financial time series, in particular the long-term dependence (long
memory) of asset return volatilities. We further investigate the source of the long
memory according to asset pricing mechanism of our model, and provide evidences
of long memory by applying the modified R/S analysis. Our results demonstrate
that the key parameter that has impact on the long memory is the speed of the

price adjustment of the market maker at the equilibrium of demand and supply.
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