
        
            
                
            
        

    
[image: ]

Soros.qxd  3/28/08  10:22 AM  Page i

 

The New Paradigm for 

Financial Markets




Soros.qxd  3/28/08  10:22 AM  Page ii

 

a l s o   b y   g e o r g e   s o r o s

 

The Age of Fallibility: The Consequences of the War on Terror

The Bubble of American Supremacy: The Cost of Bush’s War in Iraq

George Soros on Globalization

Open Society: Reforming Global Capitalism

The Crisis of Global Capitalism: Open Society Endangered

Soros on Soros: Staying Ahead of the Curve

Underwriting Democracy

Opening the Soviet System

The Alchemy of Finance: Reading the Mind of the Market




Soros.qxd  3/28/08  10:22 AM  Page iii

 

GEORGE SOROS

 

The New Paradigm for

 

Financial Markets

 

the credit crisis 

of 2008 and 

what it means

 

PublicAffairs

n e w   yo r k Soros.qxd  3/28/08  10:22 AM  Page iv

 

Copyright © 2008 by George Soros.

Published in the United States by PublicAffairs™, 

a member of the Perseus Books Group.

All rights reserved.

Printed in the United States of America.

No part of this book may be reproduced in any manner whatsoever without written

permission except in the case of brief quotations embodied in critical articles and re-

views. For information, address PublicAffairs, 250 West 57th Street, Suite 1321,

New York, NY 10107. PublicAffairs books are available at special discounts for

bulk purchases in the U.S. by corporations, institutions, and other organizations.

For more information, please contact the Special Markets Department at the

Perseus Books Group, 2300 Chestnut Street, Suite 200, Philadelphia, PA 19103,

call (800) 810-4145, x5000, or email special.markets@perseusbooks.com.

text set in janson text

Cataloging-in-Publication Data is available from the Library of Congress. 

ISBN 978-1-58648-683-9 (hardback)

ISBN 978-1-58648-684-6 (e-book)

first edition

1 3 5 7 9 10 8 6 4 2

Soros.qxd  3/28/08  10:22 AM  Page v

 


Contents

 

Introduction vii

Setting the Stage xiii

 

Part One: Perspective 

1. The Core Idea 3

2. Autobiography of a Failed Philosopher 12

3. The Theory of Reflexivity  25

4. Reflexivity in Financial Markets 51

 

Part Two: 

The Current Crisis and Beyond 

5. The Super-Bubble Hypothesis 81

6. Autobiography of a Successful Speculator 106

7. My Outlook for 2008  122

8. Some Policy Recommendations 142

Conclusion 153

Acknowledgments 161

About the Author 163  Soros.qxd  3/28/08  10:22 AM  Page vii

 

Introduction

 

We are in the midst of the worst financial crisis since the

1930s. In some ways it resembles other crises that have oc-

curred in the last twenty-five years, but there is a profound

difference: the current crisis marks the end of an era of credit

expansion based on the dollar as the international reserve

currency. The periodic crises were part of a larger boom-

bust process; the current crisis is the culmination of a super-

boom that has lasted for more than twenty-five years.

To understand what is going on we need a new paradigm.

The currently prevailing paradigm, namely that financial

markets tend towards equilibrium, is both false and mislead-

ing; our current troubles can be largely attributed to the fact

that the international financial system has been developed on

the basis of that paradigm.

The new paradigm I am proposing is not confined to the

financial markets. It deals with the relationship between

thinking and reality, and it claims that misconceptions and

misinterpretations play a major role in shaping the course of

history. I started developing this conceptual framework as a

student at the London School of Economics before I became

active in the financial markets. As I have written before, I was

greatly influenced by the philosophy of Karl Popper, and this

made me question the assumptions on which the theory of Soros.qxd  3/28/08  10:22 AM  Page viii
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perfect competition is based, in particular the assumption of

perfect knowledge. I came to realize that market participants

cannot base their decisions on knowledge alone, and their bi-

ased perceptions have ways of influencing not only market

prices but also the fundamentals that those prices are sup-

posed to reflect. I argued that the participants’ thinking plays a

dual function. On the one hand, they seek to understand

their situation. I called this the cognitive function. On the

other hand, they try to change the situation. I called this the

participating or manipulative function. The two functions

work in opposite directions and, under certain circum-

stances, they can interfere with each other. I called this inter-

ference reflexivity.

When I became a market participant, I applied my con-

ceptual framework to the financial markets. It allowed me to

gain a better understanding of initially self-reinforcing but

eventually self-defeating boom-bust processes, and I put that

insight to good use as the manager of a hedge fund. I ex-

pounded the theory of reflexivity in my first book, The Alchemy of Finance, which was published in 1987. The book acquired a cult following, but the theory of reflexivity was

not taken seriously in academic circles. I myself harbored

grave doubts about whether I was saying something new and

significant. After all, I was dealing with one of the most basic

and most thoroughly studied problems of philosophy, and

everything that could be said on the subject had probably al-

ready been said. Nevertheless, my conceptual framework re-

mained something very important for me personally. It

guided me both in making money as a hedge fund manager

and in spending it as a philanthropist, and it became an inte-

gral part of my identity.

Soros.qxd  3/28/08  10:22 AM  Page ix

 

Introduction ix

When the financial crisis erupted, I had retired from ac-

tively managing my fund, having previously changed its sta-

tus from an aggressive hedge fund to a more sedate

endowment fund. The crisis forced me, however, to refocus

my attention on the financial markets, and I became more ac-

tively engaged in making investment decisions. Then, to-

wards the end of 2007, I decided to write a book analyzing

and explaining the current situation. I was motivated by

three considerations. First, a new paradigm was urgently

needed for a better understanding of what is going on. Sec-

ond, engaging in a serious study could help me in my invest-

ment decisions. Third, by providing a timely insight into the

financial markets, I would ensure that the theory of reflexiv-

ity would finally receive serious consideration. It is difficult

to gain attention for an abstract theory, but people are in-

tensely interested in the financial markets, especially when

they are in turmoil. I have already used the financial markets

as a laboratory for testing the theory of reflexivity in The Alchemy of Finance; the current situation provides an excellent opportunity to demonstrate its relevance and importance. Of

the three considerations, the third weighed most heavily in

my decision to publish this book.

The fact that I had more than one objective in writing it

makes the book more complicated than it would be if it were

focused solely on the unfolding financial crisis. Let me ex-

plain briefly how the theory of reflexivity applies to the crisis.

Contrary to classical economic theory, which assumes per-

fect knowledge, neither market participants nor the mone-

tary and fiscal authorities can base their decisions purely on

knowledge. Their misjudgments and misconceptions affect

market prices, and, more importantly, market prices affect Soros.qxd  3/28/08  10:22 AM  Page x
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the so-called fundamentals that they are supposed to reflect.

Market prices do not deviate from a theoretical equilibrium

in a random manner, as the current paradigm holds. Partici-

pants’ and regulators’ views never correspond to the actual

state of affairs; that is to say, markets never reach the equilib-

rium postulated by economic theory. There is a two-way

reflexive connection between perception and reality which

can give rise to initially self-reinforcing but eventually self-

defeating boom-bust processes, or bubbles. Every bubble

consists of a trend and a misconception that interact in a re-

flexive manner. There has been a bubble in the U.S. housing

market, but the current crisis is not merely the bursting of

the housing bubble. It is bigger than the periodic financial

crises we have experienced in our lifetime. All those crises are

part of what I call a super-bubble—a long-term reflexive pro-

cess which has evolved over the last twenty-five years or so. It

consists of a prevailing trend, credit expansion, and a prevailing

misconception, market fundamentalism (aka laissez-faire in the nineteenth century), which holds that markets should be

given free rein. The previous crises served as successful tests

which reinforced the prevailing trend and the prevailing mis-

conception. The current crisis constitutes the turning point

when both the trend and the misconception have become

unsustainable.

All this needs a lot more explanation. After setting the

stage, I devote the first part of this book to the theory of re-

flexivity, which goes well beyond the financial markets. Peo-

ple interested solely in the current crisis will find it hard

going, but those who make the effort will, I hope, find it re-

warding. It constitutes my main interest, my life’s work.

Readers of my previous books will note that I have repeated Soros.qxd  3/28/08  10:22 AM  Page xi
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some passages from them because the points I am making re-

main the same. Part 2 draws both on the conceptual frame-

work and on my practical experience as a hedge fund

manager to illuminate the current situation.
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The outbreak of the current financial crisis can be offi-

cially fixed as August 2007. That was when the central banks

had to intervene to provide liquidity to the banking system.

As the BBC reported:*

• On August 6, American Home Mortgage, one of the

largest U.S. independent home loan providers, filed for

bankruptcy after laying off the majority of its staff. The

company said it was a victim of the slump in the U.S.

housing market that had caught out many subprime bor-

rowers and lenders.

• On August 9, short-term credit markets froze up after a

large French bank, BNP Paribas, suspended three of its

investment funds worth 2 billion euros, citing problems in

the U.S. subprime mortgage sector. BNP said it could not

value the assets in the funds because the market had disap-

peared. The European Central Bank pumped 95 billion

euros into the eurozone banking system to ease the sub-

prime credit crunch. The U.S. Federal Reserve and the

Bank of Japan took similar steps.

*BBC News, “Timeline: Sub-Prime losses: How Did the Sub-Prime Crisis Un-

fold?” http://news.bbc.co.uk/1/hi/business/7096845.stm.
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• On August 10, the European Central Bank provided an

extra 61 billion euros of funds for banks. The U.S. Federal

Reserve said it would provide as much overnight money as

would be needed to combat the credit crunch.

• On August 13, the European Central Bank pumped 47.7

billion euros into the money markets, its third cash injec-

tion in as many working days. Central banks in the United

States and Japan also topped up earlier injections. Gold-

man Sachs said it would pump 3 billion dollars into a

hedge fund hit by the credit crunch to shore up its value.

• On August 16, Countrywide Financial, the largest U.S.

mortgage originator, drew down its entire 11.5 billion

dollar credit line. Australian mortgage lender Rams also

admitted liquidity problems.

• On August 17, the U.S. Federal Reserve cut the discount

rate (the interest rate at which it lends to banks) by a half a

percentage point to help banks deal with credit problems.

(But it did not help. Subsequently the central banks of the

developed world ended up injecting funds on a larger scale

for longer periods and accepting a wider range of securi-

ties as collateral than ever before in history.)

• On September 13, it was disclosed that Northern Rock

(the largest British mortgage banker) was bordering on in-

solvency (which triggered an old-fashioned bank run—for

the first time in Britain in a hundred years).

The crisis was slow in coming, but it could have been an-

ticipated several years in advance. It had its origins in the

bursting of the Internet bubble in late 2000. The Fed re-

sponded by cutting the federal funds rate from 6.5 percent to Soros.qxd  3/28/08  10:22 AM  Page xv
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3.5 percent within the space of just a few months. Then came

the terrorist attack of September 11, 2001. To counteract the

disruption of the economy, the Fed continued to lower

rates—all the way down to 1 percent by July 2003, the lowest

rate in half a century, where it stayed for a full year. For

thirty-one consecutive months the base inflation-adjusted

short-term interest rate was negative.

Cheap money engendered a housing bubble, an explosion

of leveraged buyouts, and other excesses. When money is

free, the rational lender will keep on lending until there is no

one else to lend to. Mortgage lenders relaxed their standards

and invented new ways to stimulate business and generate

fees. Investment banks on Wall Street developed a variety of

new techniques to hive credit risk off to other investors, like

pension funds and mutual funds, which were hungry for

yield. They also created structured investment vehicles

(SIVs) to keep their own positions off their balance sheets.

From 2000 until mid-2005, the market value of existing

homes grew by more than 50 percent, and there was a frenzy of

new construction. Merrill Lynch estimated that about half 

of all American GDP growth in the first half of 2005 was

housing related, either directly, through home building and

housing-related purchases like new furniture, or indirectly,

by spending the cash generated from the refinancing of

mortgages. Martin Feldstein, a former chairman of the

Council of Economic Advisers, estimated that from 1997

through 2006, consumers drew more than $9 trillion in cash

out of their home equity. A 2005 study led by Alan Green-

span estimated that in the 2000s, home equity withdrawals

were financing 3 percent of all personal consumption. By the Soros.qxd  3/28/08  10:22 AM  Page xvi
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first quarter of 2006, home equity extraction made up nearly

10 percent of disposable personal income.*

Double-digit price increases in house prices engendered

speculation. When the value of property is expected to rise

more than the cost of borrowing, it makes sense to own more

property than one wants to occupy. By 2005, 40 percent of all

homes purchased were not meant to serve as permanent resi-

dences but as investments or second homes.† Since growth in real median income was anemic in the 2000s, lenders

strained ingenuity to make houses appear affordable. The

most popular devices were adjustable rate mortgages

(ARMs) with “teaser,” below-market initial rates for an ini-

tial two-year period. It was assumed that after two years,

when the higher rate kicked in, the mortgage would be refi-

nanced, taking advantage of the higher prices and generating a

new set of fees for the lenders. Credit standards collapsed,

and mortgages were made widely available to people with

low credit ratings (called subprime mortgages), many of

whom were well-to-do. “Alt-A” (or liar loans), with low or

no documentation, were common, including, at the extreme,

“ninja” loans (no job, no income, no assets), frequently with

the active connivance of the mortgage brokers and mortgage

lenders.

*Economist, September 10, 2005; Martin Feldstein, “Housing, Credit Markets and the Business Cycle,” National Bureau of Economic Research working paper

13,471, October 2007; Alan Greenspan and James Kennedy, “Estimates of

Home Mortgage Origination, Repayments, and Debts on One- to Four-Family

Residences,” Federal Reserve staff working paper 2005–41 (data updated

through 2007 by Dr. Kennedy and furnished to the author).

†Joseph R. Mason and Joshua Rosner, “How Resilient Are Mortgage Backed Se-curities to Collateralized Debt Obligation Market Disruption?” paper pre-

sented at the Hudson Institute, Washington, D.C., February 15, 2007, 11.
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Banks sold off their riskiest mortgages by repackaging

them into securities called collateralized debt obligations

(CDOs). CDOs channeled the cash flows from thousands of

mortgages into a series of tiered, or tranched, bonds with

risks and yields tuned to different investor tastes. The top-

tier tranches, which comprised perhaps 80 percent of the

bonds, would have first call on all underlying cash flows, so

they could be sold with a AAA rating. The lower tiers ab-

sorbed first-dollar risks but carried higher yields. In practice,

the bankers and the rating agencies grossly underestimated

the risks inherent in absurdities like ninja loans.

Securitization was meant to reduce risks through risk tier-

ing and geographic diversification. As it turned out, they in-

creased the risks by transferring ownership of mortgages

from bankers who knew their customers to investors who did

not. Instead of a bank or savings and loan approving a credit

and retaining it on its books, loans were sourced by brokers;

temporarily “‘warehoused” by thinly capitalized “mortgage

bankers”; then sold en bloc to investment banks, who manu-

factured the CDOs, which were rated by ratings agencies

and sold off to institutional investors. All income from the

original sourcing through the final placement was fee

based—the higher the volumes, the bigger the bonuses. The

prospect of earning fees without incurring risks encouraged

lax and deceptive business practices. The subprime area,

which dealt with inexperienced and uninformed customers,

was rife with fraudulent activities. The word “teaser rates”

gave the game away.

Starting around 2005, securitization became a mania. It

was easy and fast to create “synthetic” securities that mim-

icked the risks of real securities but did not carry the expense of Soros.qxd  3/28/08  10:22 AM  Page xviii
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buying and assembling actual loans. Risky paper could there-

fore be multiplied well beyond the actual supply in the mar-

ket. Enterprising investment bankers sliced up CDOs and

repackaged them into CDOs of CDOs, or CDO2s. There were even CDO3s. The highest slices of lower-rated CDOs obtained AAA ratings. In this way more AAA liabilities were

created than there were AAA assets. Towards the end, syn-

thetic products accounted for more than half the trading

volume.

The securitization mania was not confined to mortgages

and spread to other forms of credit. By far the largest syn-

thetic market is constituted by credit default swaps (CDSs).

This arcane synthetic financial instrument was invented in

Europe in the early 1990s. Early CDSs were customized

agreements between two banks. Bank A, the swap seller (pro-

tection purchaser), agreed to pay an annual fee for a set period

of years to Bank B, the swap buyer (protection seller), with re-

spect to a specific portfolio of loans. Bank B would commit to

making good Bank A’s losses on portfolio defaults during the

life of the swap. Prior to CDSs, a bank wishing to diversify its

portfolio would need to buy or sell pieces of loans, which was

complicated because it required the permission of the bor-

rower; consequently, this form of diversification became very

popular. Terms were standardized, and the notional value of

the contracts grew to about a trillion dollars by 2000.

Hedge funds entered the market in force in the early

2000s. Specialized credit hedge funds effectively acted as un-

licensed insurance companies, collecting premiums on the

CDOs and other securities that they insured. The value of

the insurance was often questionable because contracts could

be assigned without notifying the counterparties. The mar-
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ket grew exponentially until it came to overshadow all other

markets in nominal terms. The estimated nominal value of

CDS contracts outstanding is $42.6 trillion. To put matters

in perspective, this is equal to almost the entire household

wealth of the United States. The capitalization of the U.S.

stock market is $18.5 trillion, and the U.S. treasuries market

is only $4.5 trillion.

The securitization mania led to an enormous increase in

the use of leverage. To hold ordinary bonds requires a mar-

gin of 10 percent; synthetic bonds created by credit default

swaps can be traded on a margin of 1.5 percent. This allowed

hedge funds to show good profits by exploiting risk differen-

tials on a leveraged basis, driving down risk premiums.

It was bound to end badly. There was a precedent to go by.

The market in collateralized mortgage obligations (CMOs)

started to develop in the 1980s. In 1994, the market in the

lowest-rated tranches—or “toxic waste,” as they were

known—blew up when a $2 billion hedge fund could not

meet a margin call, leading to the demise of Kidder Peabody

and total losses of about $55 billion. But no regulatory action

was taken. Former Federal Reserve governor Edward M.

Gramlich privately warned Federal Reserve Chairman Alan

Greenspan about abusive behavior in the subprime mortgage

markets in 2000, but the warning was swept aside. Gramlich

went public with his worries in 2007 and published a book on

the subprime bubble just before the crisis first broke. Charles

Kindleberger, an expert on bubbles, warned of the housing

bubble in 2002. Martin Feldstein, Paul Volcker (former

chairman of the Federal Reserve), and Bill Rhodes (a senior

official of Citibank) all made bearish warnings. Nouriel

Roubini predicted that the housing bubble would lead to a Soros.qxd  3/28/08  10:22 AM  Page xx
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recession in 2006. But no one, including myself, anticipated

how big the bubble could grow and how long it could last. As

the Wall Street Journal recently noted, there were many hedge funds taking a bearish stance on housing, but “they

suffered such painful losses waiting for a collapse” that most

eventually gave up their positions.*

Signs of trouble started to multiply early in 2007. On Feb-

ruary 22, HSBC fired the head of its U.S. mortgage lending

business, recognizing losses reaching $10.8 billion. On

March 9, DR Horton, the biggest U.S. homebuilder, warned

of losses from subprime mortgages. On March 12, New

Century Financial, one of the biggest subprime lenders, had

its shares suspended from trading amid fears that the com-

pany was headed for bankruptcy. On March 13, it was

reported that late payments on mortgages and home fore-

closures rose to new highs. On March 16, Accredited Home

Lenders Holding put up $2.7 billion of its subprime loan

book for sale at a heavy discount to generate cash for busi-

ness operations. On April 2, New Century Financial filed for




Chapter 11 bankruptcy protection after it was forced to re-

purchase billions of dollars worth of bad loans.†

On June 15, 2007, Bear Stearns announced that two large

mortgage hedge funds were having trouble meeting margin

calls. Bear grudgingly created a $3.2 billion credit line to bail

out one fund and let the other collapse. Investors’ equity of

$1.5 billion was mostly wiped out.

*Wall Street Journal, February 27, 2008, and January 15, 2008; New York Times, October 26, 2007.

†“Bleak Housing Outlook for US Firm,” BBC News, March 8, 2007, http:// news.bbc.co.uk/2/hi/business/6429815.stm.
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The failure of the two Bear Stearns mortgage hedge funds

in June badly rattled the markets, but U.S. Federal Reserve

Chairman Ben Bernanke and other senior officials reassured

the public that the subprime problem was an isolated phe-

nomenon. Prices stabilized, although the flow of bad news

continued unabated. As late as July 20, Bernanke still esti-

mated subprime losses at only about $100 billion. When

Merrill Lynch and Citigroup took big write-downs on in-

house collateralized debt obligations, the markets actually

staged a relief rally. The S&P 500 hit a new high in mid-July.

It was only at the beginning of August that financial mar-

kets really took fright. It came as a shock when Bear Stearns

filed for bankruptcy protection for two hedge funds exposed

to subprime loans and stopped clients from withdrawing

cash from a third fund. As mentioned, Bear Stearns had tried to

save these entities by providing $3.2 billion of additional

funding.

Once the crisis erupted, financial markets unraveled with

remarkable rapidity. Everything that could go wrong did. A

surprisingly large number of weaknesses were revealed in a

remarkably short period of time. What started with low-

grade subprime mortgages soon spread to CDOs, particularly

those synthetic ones that were constructed out of the top slice of

subprime mortgages. The CDOs themselves were not readily

tradable, but there were tradable indexes representing the

various branches. Investors looking for cover and short sellers

looking for profits rushed to sell these indexes, and they de-

clined precipitously, bringing the value of the various

branches of CDOs that they were supposed to represent into

question. Investment banks carried large positions of CDOs

off balance sheet in so-called structured investment vehicles Soros.qxd  3/28/08  10:22 AM  Page xxii
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(SIVs). The SIVs financed their positions by issuing asset-

backed commercial paper. As the value of CDOs came into

question, the asset-backed commercial paper market dried

up, and the investment banks were forced to bail out their

SIVs. Most investment banks took the SIVs into their balance

sheets and were forced to recognize large losses in the pro-

cess. Investment banks were also sitting on large loan com-

mitments to finance leveraged buyouts. In the normal course

of events, they would package these loans as collateralized

loan obligations (CLOs) and sell them off, but the CLO market

came to a standstill together with the CDO market, and the

banks were left holding a bag worth about $250 billion. Some

banks allowed their SIVs to go bust, and some reneged on

their leveraged buyout obligations. This, together with the

size of the losses incurred by the banks, served to unnerve the

stock market, and price movements became chaotic. So-

called market-neutral hedge funds, which exploit small dis-

crepancies in market prices by using very high leverage,

ceased to be market neutral and incurred unusual losses. A

few highly leveraged ones were wiped out, damaging the repu-

tation of their sponsors and unleashing lawsuits.

All this put tremendous pressure on the banking system.

Banks had to put additional items on their balance sheets at a

time when their capital base was impaired by unexpected

losses. They had difficulty assessing their exposure and even

greater difficulties estimating the exposure of their counter-

parts. Consequently they were reluctant to lend to each

other and eager to hoard their liquidity. At first, central

banks found it difficult to inject enough liquidity because

commercial banks avoided using any of the facilities which

had an onus attached to them, and they were also reluctant to Soros.qxd  3/28/08  10:22 AM  Page xxiii
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deal with each other, but eventually these obstacles were

overcome. After all, if there is one thing central banks know

how to do, that is to provide liquidity. Only the Bank of En-

gland suffered a major debacle when it attempted to rescue

Northern Rock, an overextended mortgage lender. Its rescue

effort resulted in a run on the bank. Eventually Northern

Rock was nationalized and its obligations added to the na-

tional debt, pushing the United Kingdom beyond the limits

imposed by the Maastricht Treaty.

Although liquidity had been provided, the crisis refused to

abate. Credit spreads continued to widen. Almost all the major

banks—Citigroup, Merrill Lynch, Lehman Brothers, Bank

of America, Wachovia, UBS, Credit Suisse—announced major

write-downs in the fourth quarter, and most have signaled

continued write-downs in 2008. Both AIG and Credit Suisse

made preliminary fourth-quarter write-down announce-

ments that they repeatedly revised, conveying the doubtless

accurate impression that they had lost control of their bal-

ance sheets. A $7.2 billion trading fiasco at Société Générale

announced on January 25, 2008, coincided with a selling cli-

max in the stock market and an extraordinary 75 basis point

cut in the federal funds rate eight days before the regularly

scheduled meeting, when the rate was cut a further 50 basis

points. This was unprecedented.

Distress spread from residential real estate to credit card

debt, auto debt, and commercial real estate. Trouble at the

monoline insurance companies, which traditionally special-

ized in municipal bonds but ventured into insuring struc-

tured and synthetic products, caused the municipal bond

market to be disrupted. An even larger unresolved problem is

looming in the credit default swaps market.
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Over the past several decades the United States has weath-

ered several major financial crises, like the international lending

crisis of the 1980s and the savings and loan crisis of the early

1990s. But the current crisis is of an entirely different character.

It has spread from one segment of the market to others, par-

ticularly those which employ newly created structured and

synthetic instruments. Both the exposure and the capital base

of the major financial institutions have been brought into

question, and the uncertainties are likely to remain unre-

solved for an extended period of time. This is impeding the

normal functioning of the financial system and is liable to

have far-reaching consequences for the real economy.

Both the financial markets and the financial authorities

have been very slow to recognize that the real economy is

bound to be affected. It is hard to understand why this should

be so. The real economy was stimulated by credit expansion.

Why should it not be negatively affected by credit contrac-

tion? One cannot escape the conclusion that both the finan-

cial authorities and market participants harbor fundamental

misconceptions about the way financial markets function.

These misconceptions have manifested themselves not only

in a failure to understand what is going on; they have given

rise to the excesses which are at the root of the current mar-

ket turmoil.

In Part 1, I shall lay out the conceptual framework in

terms of which the functioning of financial markets can be

understood. In Part 2, I shall apply that framework to the

present moment in history.
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c h a p t e r 1

The Core Idea

 

My starting point is that our understanding of the world

in which we live is inherently imperfect because we are part

of the world we seek to understand. There may be other fac-

tors that interfere with our ability to acquire knowledge of

the natural world, but the fact that we are part of the world

poses a formidable obstacle to the understanding of human

affairs.

Understanding a situation and participating in it involves

two different functions. On the one hand people seek to un-

derstand the world in which they live. I call this the cognitive

function. On the other, people seek to make an impact on the

world and change it to their advantage. I used to call this the

participating function, but now I consider it more appropri-

ate to call it the manipulative function.* If the two functions

were isolated from each other they could serve their purpose

perfectly well: the participants’ understanding could qualify

as knowledge, and their actions could have the desired

*Cognitive scientists call it the executive function. Aristotle called it practical

reason to distinguish it from theoretical reason, which is the equivalent of the

cognitive function.
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results. For this reason it is tempting to postulate that the

functions do in fact operate in isolation. Indeed, that as-

sumption has been made, most notably in economic theory.

But the assumption is not justified, except in very exceptional

circumstances where the participants make a special effort to

keep the two functions separate. That may be the case with

social scientists who are single-mindedly devoted to the pursuit

of knowledge; but it is not true of the participants in the

events that social scientists study. For reasons I shall explore

later, social scientists, particularly economists, tend to ignore

this fact.

When both functions are in operation at the same time

they may interfere with each other. For the cognitive function

to produce knowledge it must take social phenomena as inde-

pendently given; only then will the phenomena qualify as

facts to which the observer’s statements may correspond.

Similarly, decisions need to be based on knowledge to pro-

duce the desired results. But when both functions operate si-

multaneously, the phenomena do not consist only of facts but

also of intentions and expectations about the future. The past

may be uniquely determined, but the future is contingent on

the participants’ decisions. Consequently the participants

cannot base their decisions on knowledge because they have

to deal not only with present and past facts but also with con-

tingencies concerning the future. The role that intentions

and expectations about the future play in social situations sets

up a two-way connection between the participants’ thinking

and the situation in which they participate, which has a dele-

terious effect on both: it introduces an element of contin-

gency or uncertainty into the course of events, and it prevents

the participants’ views from qualifying as knowledge.
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For a function to be uniquely determined, it needs an in-

dependent variable which determines the value of the depen-

dent variable. In the cognitive function the actual state of

affairs is supposed to be the independent variable, and the

participants’ views the dependent one; in the manipulative

function it is the other way round. In reflexive situations each

function deprives the other of the independent variable

which it would need to produce determinate results. I have

given the two-way interference a name: reflexivity. Reflexive

situations are characterized by a lack of correspondence between the participants’ views and the actual state of affairs. Take the

stock market, for example. People buy and sell stocks in an-

ticipation of future stock prices, but those prices are contin-

gent on the investors’ expectations. The expectations cannot

qualify as knowledge. In the absence of knowledge, partici-

pants must introduce an element of judgment or bias into

their decision making. As a result, outcomes are liable to di-

verge from expectations.

Economic theory has gone to great lengths to exclude re-

flexivity from its subject matter. At first, classical economists

simply assumed that market participants base their decisions

on perfect knowledge: one of the postulates on which the

theory of perfect competition was based was perfect knowl-

edge. Building on those postulates, economists constructed

demand curves and supply curves and claimed that those

curves governed the participants’ decisions. When the con-

struct came under attack, they took refuge behind a method-

ological convention. Lionel Robbins, who was my professor

at the London School of Economics, argued that economics

is concerned only with the relationship between demand and

supply; what goes into constituting demand and supply is Soros.qxd  3/28/08  10:22 AM  Page 6
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beyond its scope.* By taking demand and supply as inde-

pendently given he eliminated the possibility that there

could be a reflexive interconnection between the two. This

approach was later carried to an extreme in rational expecta-

tions theory, which somehow contrived to reach the conclu-

sion that future market prices can also be independently

determined and are not contingent on the biases and flawed

perceptions prevailing among market participants.

I contend that rational expectations theory totally misin-

terprets how financial markets operate. Although rational

expectations theory is no longer taken seriously outside aca-

demic circles, the idea that financial markets are self-correcting

and tend towards equilibrium remains the prevailing para-

digm on which the various synthetic instruments and valua-

tion models which have come to play such a dominant role in

financial markets are based. I contend that the prevailing

paradigm is false and urgently needs to be replaced.

The fact is that participants cannot base their decisions on

knowledge. The two-way, reflexive connection between the

cognitive and manipulating functions introduces an element

of uncertainty or indeterminacy into both functions. That

applies both to market participants and to the financial au-

thorities who are in charge of macro-economic policy and

are supposed to supervise and regulate markets. The mem-

bers of both groups act on the basis of an imperfect under-

standing of the situation in which they participate. The

element of uncertainty inherent in the two-way reflexive

*Lionel Robbins, An Essay on the Nature and Significance of Economic Science (Lon-don: Macmillan, 1932).
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connection between the cognitive and manipulative func-

tions cannot be eliminated; but our understanding, and our

ability to cope with the situation, would be greatly improved

if we recognized this fact.

This brings me to the central idea in my conceptual

framework: I contend that social events have a different

structure from natural phenomena. In natural phenomena

there is a causal chain that links one set of facts directly with

the next. In human affairs the course of events is more com-

plicated. Not only facts are involved but also the participants’

views and the interplay between them enter into the causal

chain. There is a two-way connection between the facts and

opinions prevailing at any moment in time: on the one hand

participants seek to understand the situation (which includes

both facts and opinions); on the other, they seek to influence

the situation (which again includes both facts and opinions).

The interplay between the cognitive and manipulative func-

tions intrudes into the causal chain so that the chain does not

lead directly from one set of facts to the next but reflects and

affects the participants’ views. Since those views do not cor-

respond to the facts, they introduce an element of uncer-

tainty into the course of events that is absent from natural

phenomena. That element of uncertainty affects both the

facts and the participants’ views. Natural phenomena are not

necessarily determined by scientific laws of universal validity,

but social events are liable to be less so.

I explain the element of uncertainty inherent in social

events by relying on the correspondence theory of truth and

the concept of reflexivity. Reflexivity has been used in logic

to refer to a relation that an object has to itself. I am using it Soros.qxd  3/28/08  10:22 AM  Page 8
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in a somewhat different sense to describe a two-way connec-

tion between the participants’ thinking and the situation in

which they participate.

Knowledge is represented by true statements. A statement

is true if and only if it corresponds to the facts. That is what

the correspondence theory of truth tells us. To establish cor-

respondence the facts and the statements which refer to

them must be independent of each other. It is this require-

ment that cannot be fulfilled when we are part of the world

we seek to understand. That is why participants cannot base

their decisions on knowledge. What they lack in knowledge

they have to make up for with guesswork based on experi-

ence, instinct, emotion, ritual, or other misconceptions. It is

the participants’ biased views and misconceptions that intro-

duce an element of uncertainty into the course of events.

All this makes eminent sense. The puzzle is why the con-

cept of reflexivity has not been generally recognized. In the

case of the financial markets I know the answer: reflexivity

prevents economists from producing theories that would ex-

plain and predict the behavior of financial markets in the

same way that natural scientists can explain and predict natural

phenomena. In order to establish and protect the status of

economics as a science, economists have gone to great

lengths to eliminate reflexivity from their subject matter.

When it comes to other realms of reality, I am on less certain

ground because I am less well grounded in philosophy. My

impression is that philosophers have grappled with the prob-

lem in various ways. Aristotle, for instance, distinguished be-

tween theoretical reason (i.e., the cognitive function) and

practical reason (i.e., the manipulative function). Being

philosophers, however, they were so preoccupied with the Soros.qxd  3/28/08  10:22 AM  Page 9
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cognitive function that they did not give sufficient weight to

the manipulative function.

Philosophers recognized and explored the cognitive un-

certainty associated with self-referent statements. The prob-

lem was first stated by the Cretan philosopher Epimenides

when he said that Cretans always lie. The paradox of the liar

eventually led Bertrand Russell to distinguish between state-

ments that refer to themselves and those that do not. Analyti-

cal philosophers also studied the problems associated with

speech acts, statements that make an impact on the situation

to which they refer, but their interest was mainly focused on

the cognitive aspect of the problem. The fact that social

events have a different structure from natural phenomena

did not receive widespread recognition. On the contrary,

Karl Popper, who has been a major source of inspiration for

me, declared the doctrine of the unity of method, that is to

say, the same methods and criteria ought to apply to the

study of natural events and social events. Of course, that is

not the only point of view that has been put forward, but it is

the prevailing view among social scientists who aspire to the

same status as natural scientists. Not all social scientists do

so. Anthropologists and most sociologists do not even try to

imitate the natural sciences. But they are less influential than

those who try.

The theory of reflexivity seeks to illuminate the relation-

ship between thinking and reality. It applies to only a rela-

tively narrow segment of reality. In the realm of natural

phenomena, events occur independently of what anybody

thinks; therefore, natural science can explain and predict the

course of events with reasonable certainty. Reflexivity is con-

fined to social phenomena—more specifically, those situa-
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tions in which participants cannot base their decisions on

knowledge—and it creates difficulties for the social sciences

from which the natural sciences are exempt.

Reflexivity can be interpreted as a circularity, or two-way

feedback loop, between the participants’ views and the actual

state of affairs. People base their decisions not on the actual

situation that confronts them but on their perception or in-

terpretation of that situation. Their decisions make an im-

pact on the situation (the manipulative function), and

changes in the situation are liable to change their percep-

tions (the cognitive function). The two functions operate

concurrently, not sequentially. If the feedback were sequen-

tial, it would produce a uniquely determined sequence lead-

ing from facts to perceptions to new facts and then new

perceptions, and so on. It is the fact that the two processes

occur simultaneously that creates an indeterminacy in both

the participants’ perceptions and the actual course of events.

This way of looking at reflexivity will be particularly useful,

as we shall see, in understanding the behavior of financial

markets. Whether we speak of a circularity, or a feedback

mechanism, is a matter of interpretation; but the two-way in-

teraction is real. The circularity is not an error of interpreta-

tion; on the contrary, it is the denial of a circularity that is the

error. The theory of reflexivity seeks to correct that error.

The difficulties of the social sciences are only pale, sec-

ond-hand reflections of the predicament in which the partici-

pants find themselves. They can affect the course of

events—the future is influenced by their decisions—but they

cannot base their decisions on knowledge. They are obliged

to form a view of the world, but that view cannot possibly

correspond to the actual state of affairs. Whether they recog-
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nize it or not, they are obliged to act on the basis of beliefs

which are not rooted in reality. Misinterpretations of reality

and other kinds of misconceptions play a much bigger role in

determining the course of events than generally recognized.

That is the main new insight that the theory of reflexivity has

to offer. The current financial crisis will serve as a persuasive

example.

Before expounding the theory in greater detail, I think it

may help prepare the ground if I recount how I came to de-

velop it over the years. As the reader will see, the theory grew

out of my personal experience. I learned at an early age how

ideologies based on false premises can transform reality. I

also learned that there are times when the normal rules do

not apply, and the abnormal becomes normal.
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Autobiography of 

a Failed Philosopher

 

I have always been interested in philosophy. From an early

age, I wanted to know who I was, the world into which I was

born, the meaning of my life, and, even more, when I became

aware of it, the prospect of my death. I started reading classical

philosophers early in my teens, but the really important pe-

riod came during the Nazi occupation of Hungary in 1944

and afterwards, when I emigrated to England in 1947.

The year 1944 was the formative experience of my life. I

shall not give a detailed account of it because my father has

done it better than I could.* Imagine a child of fourteen,

coming from a middle-class background, suddenly con-

fronted with the prospect of being deported and killed just

because he is Jewish. Fortunately my father was well pre-

pared for this far-from-equilibrium experience. He had lived

through the Russian Revolution in Siberia, and that was the

*Tivadar Soros, Masquerade: Dancing around Death in Nazi-Occupied Hungary (New York: Arcade Publishing, 2001).

Soros.qxd  3/28/08  10:22 AM  Page 13

 

Autobiography of a Failed Philosopher 13

formative experience of his life. Until then he had been an ambitious young man. When World War I broke out, he vol-

unteered to serve in the Austro-Hungarian army. He was

captured by the Russians and taken as a prisoner of war to

Siberia. Being ambitious, he became the editor of a newspa-

per produced by the prisoners. The paper was called The Plank because handwritten articles were posted on a plank; the authors hid behind the plank and listened to the com-

ments made by the readers. My father became so popular

that he was elected the prisoners’ representative. When

some soldiers escaped from a neighboring camp, their pris-

oners’ representative was shot in retaliation. Instead of wait-

ing for the same thing to happen in his camp, my father

organized a group and led the breakout. His plan was to

build a raft and sail down to the ocean, but his knowledge of

geography was deficient; he did not know that all the rivers

in Siberia flow into the Arctic Sea. They drifted for several

weeks before they realized that they were heading to the Arc-

tic, and it took them several months to make their way back

to civilization across the taiga. In the meantime, the Russian

Revolution broke out, and they became caught up in it. Only

after a variety of adventures did my father manage to find his

way back to Hungary; had he remained in the camp, he

would have arrived home much sooner.

My father came home a changed man. His experiences

during the Russian Revolution affected him profoundly. He

lost his ambition and wanted nothing more from life than to

enjoy it. He imparted to his children values that were very

different from those of the milieu in which we lived. He had

no desire to amass wealth or become socially prominent. On

the contrary, he worked only as much as was necessary to Soros.qxd  3/28/08  10:22 AM  Page 14
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make ends meet. I remember being sent to his main client to

borrow some money before we went on a ski vacation; my fa-

ther was grouchy for a few weeks afterwards because he had

to pay it back. Although we were reasonably prosperous, we

were not the typical bourgeois family, and we were proud of

being different.

When the Germans occupied Hungary on March 19,

1944, my father knew these were not normal times and the

normal rules did not apply. He arranged false identities for

his family and a number of others. The clients paid; others

received his help for free. Most of them survived. That was

his finest hour.

Living with a false identity turned out to be an exhilarat-

ing experience for me. We were confronted by mortal dan-

ger, and people perished all around us, but we managed not

only to survive but to emerge victorious because we were

able to help so many others. We were on the side of the an-

gels, and we triumphed against overwhelming odds. I was

aware of the dangers, but I did not think they could touch

me. It was high adventure, like living through Raiders of the Lost Ark. What more could a fourteen-year-old ask for?

After the heady adventures of the Nazi persecution, the

situation began to deteriorate during the Soviet occupation.

At first, the adventures continued, and we were able to ma-

neuver successfully through perilous situations. The Swiss

consulate employed my father to act as the liaison officer

with the Russian occupying forces. The Swiss were looking

after the Allied interests at the time, so this was a key posi-

tion. When the Allied Powers established their own repre-

sentative offices, my father retired because he felt that if he

worked for the Allies he would be too exposed. It was a wise Soros.qxd  3/28/08  10:22 AM  Page 15
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decision—he avoided later persecution. But the situation was

becoming drab and oppressive for a youth who had become

accustomed to adventure. I also thought that it was un-

healthy for a young man of fifteen to think exactly like his

fifty-year-old father. I told my father that I wanted to get

away. “Where would you like to go?” he asked. “To Moscow, to

find out about communism, or to London because of the

BBC,” I replied. “I know the Soviet Union intimately and I

can tell you all about it,” my father said. That left London. It

was not easy to get there, but I arrived in September 1947.

Living in London was a comedown. I had no money and

no friends. After my adventurous life, I was full of myself, but

the people in London were not interested. I was an outsider

looking in, and I discovered loneliness. There was a moment

when I ran out of money. I was having a snack at a Lyons

Corner House, and after paying for my food I had no money

left. “I have touched bottom,” I told myself, “and I am bound

to rise. This will be a valuable experience.”

I read and thought a lot while working as a swimming pool

attendant in Brentford, waiting to be admitted to the Lon-

don School of Economics (LSE). One of the books I read was

Karl Popper’s The Open Society and Its Enemies. That book struck me with the force of revelation. Popper argued that

the Nazi and Communist ideologies have something in com-

mon—they both claim to be in possession of the ultimate

truth. Since the ultimate truth is beyond human reach, both

ideologies had to be based on a biased and distorted interpre-

tation of reality; consequently, they could be imposed on so-

ciety only by the use of repressive methods. He juxtaposed a

different principle of social organization, one that is based on

the recognition that the ultimate truth is beyond our reach Soros.qxd  3/28/08  10:22 AM  Page 16
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and that we need institutions that allow people with different

views and different interests to live together in peace. He

called this principle the open society. Having just lived

through the German and Soviet occupations, I became

firmly committed to the ideal of an open society.

I also delved deeper into Popper’s philosophy. Popper is

first and foremost a philosopher of science. He maintained

that scientific theories cannot be verified; they have to be

treated as hypotheses subject to falsification; as long as they

are not falsified, they can be accepted as provisionally true.

The asymmetry between verification and falsification pro-

vides a solution to the otherwise intractable problem of in-

duction: How can any number of discreet observations be

used to verify a theory that claims to be universally valid? Re-

placing verification with falsification eliminates the need to

use inductive logic. I consider this Popper’s greatest contri-

bution to the philosophy of science.

I was greatly influenced by Popper’s philosophy, but of

course I read many other books as well, and I did not accept

all of Popper’s positions uncritically. In particular, I dis-

agreed with what he called the doctrine of the unity of

method—that is to say that the same methods and criteria

apply both in the natural and the social sciences. I maintain

that there is a fundamental difference between the two,

namely that the social sciences deal with events that have

thinking participants. These participants base their decisions

on their imperfect understanding. Their fallibility creates a

difficulty for the understanding of social situations, which is

absent in the case of natural phenomena. For that reason the

social sciences need to use somewhat different methods and

standards from the natural sciences. It may not be possible to Soros.qxd  3/28/08  10:22 AM  Page 17
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draw a hard and fast dividing line between the two—for in-

stance, where does evolutionary psychology or medicine be-

long? Nevertheless, as I explained in the previous chapter,

the difference between natural and social phenomena plays a

key role in my view of the world.

My philosophy evolved over the years, but I started form-

ing it already as an undergraduate student at the LSE. I studied

economic theory. I was not very good at math, and that led

me to question the assumptions on which the mathematical

models of economists were based. The theory of perfect

competition assumed perfect knowledge, and that assump-

tion was in direct conflict with Popper’s contention that our

understanding is inherently imperfect. In the course of its

development, economic theory was forced to abandon the

assumption of perfect knowledge, but it replaced that as-

sumption with others that allowed economic theory to pro-

duce universally valid generalizations that were comparable

to those of Isaac Newton in physics. The assumptions be-

came increasingly convoluted and gave rise to an imaginary

world that reflected only some aspects of reality but not oth-

ers. That was the world of mathematical models describing a

putative market equilibrium. I was more interested in the

real world than in mathematical models, and that is what led

me to develop the concept of reflexivity.

The theory of reflexivity does not yield determinate re-

sults comparable to Newtonian physics; rather, it identifies

an element of indeterminacy which is inherent in situations

that have participants who operate on the basis of imperfect

understanding. Instead of a universal tendency towards equi-

librium, financial markets follow a specific one-directional

course. There may be patterns that tend to repeat them-

Soros.qxd  3/28/08  10:22 AM  Page 18

 

18   The New Paradigm for Financial Markets

selves, but the actual course is indeterminate and unique.

Thus, the theory of reflexivity constitutes a theory of history.

However, the theory emphatically does not qualify as scien-

tific because it does not provide deterministic explanations

and predictions. It is merely a conceptual framework for

understanding events that have human participants. Never-

theless, it served me well later when I became a market par-

ticipant. Much later, when my success in the financial

markets allowed me to set up a foundation, my theory of his-

tory guided me in my philanthropy.

My philosophical explorations did not help me much as a

student. I barely passed my exams. I would have preferred to

stay within the safe walls of academe—I even had a teaching

assistant job prospect at the University of Michigan in Kala-

mazoo, but my grades were not good enough, and I was

forced to go out into the real world. After several false starts, I

ended up working as an arbitrage trader, first in London and

then in New York.* At first I had to forget everything I had

learned as a student in order to hold down my job, but even-

tually my college education came in very useful. In particu-

lar, I could apply my theory of reflexivity to establish a

disequilibrium scenario or boom-bust pattern for financial

markets. The rewarding part came when markets entered

what I called far-from-equilibrium territory because that is

when the generally accepted equilibrium models broke

down. I specialized in detecting and playing far-from-equi-

librium situations with good results. This led to my first pub-

*Arbitrage trading involves exploiting price discrepancies between interrelated

markets. The discrepancies may occur between different locations, like Tokyo

or Johannesburg versus New York, or different securities, like convertible bonds

or warrants versus common stock.
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lished book, The Alchemy of Finance (1987), in which I ex-pounded my approach. I called it alchemy to emphasize that

my theory does not meet the currently prevailing require-

ments of scientific method.

To what extent my financial success was due to my philoso-

phy is a moot question because the salient feature of my the-

ory is that it does not yield any firm predictions. Running a

hedge fund involves the constant exercise of judgment in a

risky environment, and that can be very stressful. I used to

suffer from backaches and other psychosomatic ailments,

and I received as many useful signals from my backaches as

from my theory. Nevertheless, I attributed great importance

to my philosophy and particularly my theory of reflexivity.

Indeed, I considered it so significant, treasured it so much,

that I found it difficult to part with it by putting it in writing

and publishing it. No formulation was good enough.

To express my ideas in a few sentences, as I have done

here, would have seemed sacrilegious. It had to be a book. As I

belabored the points, my arguments became more and more

convoluted until I reached a point when I could not under-

stand what I had written the night before. As I have often re-

counted it, that is when I abandoned my philosophical

explorations, returned to the land of the living, and started

making money in earnest. But that, too, had its downside.

When I resumed my philosophical investigations and pub-

lished the results in The Alchemy of Finance, the philosophical part was dismissed by many critics as the self-indulgence of a

successful speculator. That is how I came to consider myself

a failed philosopher. Nevertheless, I kept on trying. Once I

gave a lecture at the University of Vienna with the title “A

Failed Philosopher Tries Again.” I found myself in a large Soros.qxd  3/28/08  10:22 AM  Page 20

 

20   The New Paradigm for Financial Markets

hall, looking down on the audience from a cathedra that tow-

ered high above the auditorium. I felt inspired by the setting

to make an ex cathedra statement, and on the spur of the mo-

ment I announced the doctrine of fallibility. It was the best

part of my lecture.

Some of the difficulties in formulating my ideas were in-

herent in the concepts of fallibility and reflexivity; others

were self-inflicted. In retrospect, it is clear that I was not pre-

cise enough in my formulations and tended to overstate my

case. As a result, the professionals whose positions I chal-

lenged could dismiss or ignore my arguments on technical

grounds without giving them any real consideration. At the

same time, some readers could look through my faulty rheto-

ric and appreciate the ideas that lay behind them. That was

particularly true for people engaged in the financial markets,

where my demonstrated success led them to look for the rea-

son behind it, and the obscurity of my formulations added to

their fascination. My publisher anticipated this and refrained

from editing my manuscript. He wanted the book to be the

subject of a cult. To this day The Alchemy of Finance is read by market participants, taught in business schools, but totally

ignored in departments of economics.

Unfortunately, the idea that I was a failed philosopher

came to be accepted by those who wrote about me, including

my biographer, Michael Kaufman. He quoted my son Robert:

My father will sit down and give you theories to explain

why he does this or that. But I remember seeing it as a

kid and thinking, Jesus Christ, at least half of this is bull-

shit. I mean, you know the reason he changes his posi-

tion on the market or whatever is because his back starts Soros.qxd  3/28/08  10:22 AM  Page 21
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killing him. It has nothing to do with reason. He literally

goes into a spasm, and it’s this early warning sign.

If you’re around him a long time, you realize that to a

large extent he is driven by temperament. But he is al-

ways trying to rationalize what are basically his emo-

tions. And he is living in a constant state of not exactly

denial, but rationalization of his emotional state. And it’s

very funny.*

I harbored grave doubts myself. Although I took my phi-

losophy very seriously, I was not at all certain that what I had to

say deserved to be taken seriously by others. I knew that it

was significant for me subjectively, but I was uncertain about

its objective worth for others. The theory of reflexivity deals

with a subject—the relationship between thinking and real-

ity—that philosophers had been discussing for ages. Is it pos-

sible to say something new and original about it? After all,

both the cognitive function and the participating function

can be observed in real life; what can be so original in the

concept of reflexivity? It must have been around under some

other names. The fact that I am not well versed in the litera-

ture made it all the more difficult for me to reach a firm con-

clusion. Yet I desperately wanted to be taken seriously as a

philosopher, and that very ambition turned into my greatest

obstacle. I felt obliged to keep on explaining my philosophy

because I felt it was not properly understood. All my books

followed the same pattern. They recited my theory of his-

tory—usually at the end so as not to discourage the readers—

*Quoted in Michael Kaufman, Soros: The Life and Times of a Messianic Billionaire (New York: Alfred A. Knopf, 2002), 140.
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and applied the theory to the present moment in history.

With the passage of time, I overcame my reluctance to part

with the concept of reflexivity, and the capsule versions of my

philosophy became shorter and, I hope, clearer. In my last

book, The Age of Fallibility, I put the philosophy up front. I resolved to make it the last presentation, for better or worse,

but I was still not sure whether my philosophy deserved to be

taken seriously.

Then something happened to change my mind. I was try-

ing to answer the question, how could the propaganda tech-

niques described in Orwell’s 1984 be so successful in contemporary America? After all, in 1984 Big Brother was watching you; there was a Ministry of Truth and an apparatus

of repression to take care of dissidents. In contemporary

America there is freedom of thought and pluralistic media.

Yet the Bush administration managed to mislead the people

by using Orwellian Newspeak. Suddenly it dawned on me

that the concept of reflexivity can shed new light on the ques-

tion. Until then I had taken it for granted that Orwellian

Newspeak could prevail only in a closed society like Orwell’s

1984. In doing so I was slavishly following Karl Popper’s ar-gument in favor of the open society, namely, that freedom of

thought and expression is liable to lead to a better under-

standing of reality. His argument hinged on the unspoken

assumption that political discourse aims at a better under-

standing of reality. But the concept of reflexivity asserts that

there is such a thing as the manipulative (formerly participat-

ing) function, and political discourse can be successfully used

to manipulate reality. Why, then, should politicians give

preference to the cognitive over the manipulative function?

That is appropriate for a social scientist whose aim is the ac-
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quisition of knowledge but not for a politician whose pri-

mary purpose is to get elected and stay in power.

This insight forced me to reconsider the concept of open

society, which I had adopted from Karl Popper rather uncrit-

ically. But the insight also did something else. It convinced

me that my conceptual framework has an objective value that

goes beyond my personal predilection. The concepts of re-

flexivity and fallibility make an important contribution to

our understanding, not because they are something novel or

original by themselves but because they can be used to iden-

tify and refute widespread and influential misconceptions.

One of those misconceptions is what I call the Enlighten-

ment fallacy, which assumes that the purpose of reason is to

produce knowledge. I call it a fallacy because it ignores the

manipulative function. How deeply rooted the Enlighten-

ment tradition is can be seen from my own experience. By

embracing the concept of open society I subscribed to the

Enlightenment fallacy even though by developing the con-

cept of reflexivity I was asserting the importance of the ma-

nipulative function.

This conclusion removed the doubts I used to entertain

about the objective value of my philosophy. Then came the

financial crisis which is playing havoc with the financial sys-

tem and threatens to engulf the economy. It is a vivid demon-

stration of how much damage misconceptions can cause.

The theory of reflexivity offers a genuine alternative to the

currently prevailing paradigm. If the theory of reflexivity is

valid, the belief that financial markets tend towards equilib-

rium is false, and vice versa.

I am now ready to submit my conceptual framework to

public consideration in the firm conviction that it deserves Soros.qxd  3/28/08  10:22 AM  Page 24
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attention. I am aware of the various shortcomings in my pre-

vious presentations, which I hope to have overcome, and I

believe that it will be worth the reader’s while to make the ef-

fort required to understand my philosophy. Needless to say,

this makes me very happy. I have been fortunate in making a

lot of money and spending it well. But I have always wanted

to be a philosopher, and finally I may have become one.

What more can one ask for from one life?
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The Theory of Reflexivity

 

Some readers may find this chapter hard going. Those who are

only interested in the financial markets may skip it or return to it

after they have found my interpretation of the current situation

convincing. From the author’s perspective it remains indispensa-

ble—more important than the correct interpretation of the finan-

cial crisis.

 

Fallibility

Having established the significance of my conceptual

framework I can now dwell on some of the complexities I

swept under the carpet in my summary presentation. I la-

bored on my philosophy over many years. I shall now briefly

recount the difficulties I encountered and summarize the

conclusions I reached.

I did not make the relationship between fallibility and re-

flexivity sufficiently clear. People are participants, not just ob-

servers, and the knowledge they can acquire is not sufficient Soros.qxd  3/28/08  10:22 AM  Page 26

 

26   The New Paradigm for Financial Markets

to guide them in their actions. They cannot base their deci-

sions on knowledge alone. That is the condition I describe by

the word “fallibility.” Without fallibility there would be no

reflexivity—if people could base their decisions on knowledge

the element of uncertainty that characterizes reflexive situa-

tions would be removed—but fallibility is not confined to

reflexive situations. In other words, fallibility is a more com-

prehensive condition, and reflexivity is a special case.

People’s understanding is inherently imperfect because

they are part of reality and a part cannot fully comprehend

the whole. In calling our understanding imperfect, I mean

that it is incomplete and, in ways that cannot be precisely de-

fined, distorted. The human brain cannot grasp reality di-

rectly but only through the information it derives from it.

The capacity of the human brain to process information is

limited, whereas the amount of information that needs to be

processed is practically infinite. The mind is obliged to re-

duce the available information to manageable proportions by

using various techniques—generalizations, similes, meta-

phors, habits, rituals, and other routines. These techniques

distort the underlying information but take on an existence

of their own, further complicating reality and the task of un-

derstanding it.

Gaining knowledge requires a separation between

thoughts and their object—facts must be independent of the

statements that refer to them—and that separation is difficult

to establish when you are part of what you seek to under-

stand. One must put oneself in the position of a detached ob-

server. The human mind has worked wonders in trying to

reach that position, but in the end it cannot fully overcome

the fact that it is part of the situation it seeks to comprehend.
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Since I started developing my conceptual framework

more than fifty years ago, cognitive science has made great

progress in explaining how the human brain functions. I

should like to invoke a couple of its main tenets because they

provide an insight into our fallibility. One is that human con-

sciousness is a relatively recent development and has been

superimposed on the animal brain. The other is that reason

and emotion are inseparable. These features are reflected in

the language we use. Many of the most widely used meta-

phors have to do with the basic animal functions of vision

and locomotion, and they carry an emotional connotation.

Up and forward are good, down and backwards are bad; clear

and bright are good, muddy and dark are bad. Ordinary lan-

guage gives a very inexact and emotional view of the world,

but it has an uncanny knack for identifying the features that

are needed for instant decision making. Logic and mathe-

matics are more precise and objective, but they are of limited

use in coping with life. Ideas expressed in ordinary language

do not constitute an exact representation of an underlying

reality. They compound the complexity of the reality with

which people have to cope in the course of their lives.

 

Reflexivity

I analyzed the relationship between thinking and reality

by introducing two functions that connect them in opposite

directions. That is how I arrived at the concept of reflexivity.

But in trying to define and explain reflexivity I encoun-

tered enormous difficulties. I drew a distinction between

thinking and reality, whereas what I wanted to say was that Soros.qxd  3/28/08  10:22 AM  Page 28
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thinking is part of reality. I found myself talking about a two-

way connection between the course of events and the partici-

pants’ thinking. That left out a two-way connection between

the thinking of the various participants. To take that connec-

tion into account I found myself obliged to distinguish be-

tween the objective and subjective aspects of reality. The

former refers to the course of events, the latter to the partici-

pants’ thinking. There is only one objective aspect, but there

are as many subjective aspects as there are participants. The

direct interpersonal relations among participants are more

likely to be reflexive than the interaction between percep-

tions and events because events take longer to unfold.

Once we distinguish between objective and subjective as-

pects we must also distinguish between reflexive processes

and reflexive statements. Reflexive statements belong to the

realm of direct interpersonal relations, and those relations

are more likely to be reflexive than the course of events.

Consider a statement about the objective aspect: “It is

raining.” That is either true or false; it is not reflexive. But

take a statement like: “You are my enemy.” That may be true or

false, depending on how you react to it. That is reflexive. Re-

flexive statements resemble self-referent statements, but the

indeterminacy is inherent not in their meaning but in the im-

pact they make. The most famous self-referent statement is

the paradox of the liar: “Cretans always lie,” said Epimenides.

If this statement is true, the Cretan philosopher was not

lying, and therefore the statement is false. The ambivalence

has nothing to do with the impact of the statement. By con-

trast, in “You are my enemy” the truth value of the statement

depends on your reaction.
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In the case of reflexive processes the indeterminacy is in-

troduced by a lack of correspondence between the objective

and subjective aspects of a situation. A situation may be re-

flexive even if the cognitive and manipulative functions oper-

ate sequentially and not simultaneously. The process then

evolves over a period of time, but it qualifies as reflexive as

long as neither the participants’ thinking nor the actual state

of affairs remains the same at the end of the process as it was

at the beginning, and the changes occur as a result of some

misconception or misinterpretation by the participants, in-

troducing an element of genuine indeterminacy into the

course of events. This renders the situation unpredictable on

the basis of scientific laws.

Reflexivity is best demonstrated and studied in the finan-

cial markets because financial markets are supposed to be

governed by such laws. In other areas the science is less well

developed. Even in the financial markets demonstrably re-

flexive processes occur only intermittently. On a day-by-day

basis markets seem to follow certain statistical rules, but occa-

sionally those rules are broken. We may therefore distinguish

between humdrum, everyday events that are predictable, and

reflexive processes that are not. The latter are of great signifi-

cance because they alter the course of history. This considera-

tion led me to argue that historic developments are

distinguished from everyday events by their reflexivity. But

that argument is false. There are many historic events, such as

earthquakes, that are not reflexive. The distinction between

humdrum and reflexive turns out to be tautological: reflexive

developments leave neither the objective nor the subjective

aspects of reality unaltered, by definition.
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Now that cognitive science and the study of languages

have made such progress the concept of reflexivity has been

to some extent superseded. Reflexivity distinguishes only

two functions: the cognitive and the manipulative. This is a

rather crude classification compared to the much more nu-

anced and detailed analyses of brain and language functions

that have become available in recent years. Nevertheless, the

concept has not lost its relevance. It pinpoints a distortion in

the way philosophers and scientists tend to look at the world.

Their primary concern is the cognitive function; insofar as

the manipulative function interferes with the proper func-

tioning of cognition, they are inclined to ignore it or to de-

liberately eliminate it from consideration. Economic theory

provides the best example. The theory of perfect competi-

tion was built on the assumption of perfect knowledge.

When the assumption proved untenable, economists went

through ever more elaborate contortions in order to protect

the edifice they have erected against the nefarious effects of

reflexivity. That is how the assumption of perfect knowledge

morphed into the theory of rational expectations—a make-

believe world that bears no resemblance to reality. More on

that in the next chapter.

 

The Human Uncertainty Principle

The distinguishing feature of reflexivity is that it intro-

duces an element of uncertainty into the participants’ think-

ing and an element of indeterminacy into the situation in

which they participate. Reflexivity bears some resemblance

to Werner Heisenberg’s uncertainty principle in quantum Soros.qxd  3/28/08  10:22 AM  Page 31

 

The Theory of Reflexivity 31

physics, but there is one important difference: quantum

physics deals with phenomena that do not have thinking par-

ticipants. Heisenberg’s discovery of the uncertainty principle

did not change the behavior of quantum particles or waves

one iota, but the recognition of reflexivity may alter human

behavior. Thus, the uncertainty associated with reflexivity

affects not only the participants but also the social scientists

who seek to establish universally valid laws governing human

behavior. This additional element of uncertainty may be de-

scribed as the human uncertainty principle, and it compli-

cates the task of the social sciences.

 

The Enlightenment Fallacy

Most of the difficulties I encountered in discussing reflex-

ivity are due to the fact that I had to use a language that does

not recognize its existence. I tried to show a two-way inter-

connection between the participants’ thinking and the situa-

tion in which they participate, but Western intellectual

tradition went out of its way to separate thinking and reality.

The effort resulted in dichotomies like those between mind

and body, Platonic ideals and observable phenomena, ideas

and material conditions, statements and facts. The distinc-

tion I have introduced between the subjective and objective

aspects of reality falls into the same category.

It is understandable how these dichotomies come into ex-

istence: The objective of the cognitive function is to produce

knowledge. Knowledge requires statements that correspond

to the facts. To establish correspondence, statements and

facts have to be treated as separate categories. Hence the Soros.qxd  3/28/08  10:22 AM  Page 32
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pursuit of knowledge leads to the separation of thinking and

reality. This dualism had it roots in Greek philosophy, and it

came to dominate our view of the world during the Enlight-

enment.

The philosophers of the Enlightenment put their faith in

reason; they saw reality as something separate and indepen-

dent of reason, and they expected reason to provide a full and

accurate picture of reality. Reason was supposed to work like

a searchlight, illuminating a reality that lay there, passively

awaiting discovery. The possibility that the decisions of

thinking agents could influence the situation was left out of

account because that would have interfered with the separa-

tion between thoughts and their object. In other words, the

Enlightenment failed to recognize reflexivity. It postulated

an imaginary world where the manipulative function could

not interfere with the cognitive function. Indeed, it failed to

recognize the manipulative function altogether. It assumed

that the sole purpose of thinking was to pursue knowledge.

“Cogito ergo sum,” said René Descartes. Descartes departed

from Aristotle by focusing exclusively on theoretical reason,

neglecting what Aristotle called practical reason and I call

the manipulative function. This resulted in a distorted view

of reality but one that was appropriate to the age when it was

formulated.

At the time of the Enlightenment, humankind had rela-

tively little knowledge of or control over the forces of nature,

but scientific method held out infinite promise because it was

beginning to produce significant results. It was appropriate

to think of reality as something out there waiting to be dis-

covered. After all, not even the earth had been fully explored in

the eighteenth century. Gathering facts and establishing the Soros.qxd  3/28/08  10:22 AM  Page 33
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relationships among them was richly rewarding. Knowledge

was being acquired in so many different ways and from so

many different directions that the possibilities seemed un-

limited. Reason was sweeping away centuries of superstition

and generating in its place a triumphant sense of progress.

The Enlightenment, as it came to be understood, recog-

nized no limit to the acquisition of knowledge. Having identi-

fied only a one-way connection between thinking and reality, it

treated reality as something independently given that could

be fully understood by making statements that corresponded

to the facts. This point of view—Popper called it compre-

hensive rationality—reached its apogee in logical positivism,

a philosophy that flourished at the beginning of the twenti-

eth century, primarily in Vienna. Logical positivism held that

only empirical statements that could be verified were mean-

ingful, and metaphysical discussions were meaningless.*

Logical positivists treated facts and statements as if they be-

longed to separate universes. The only connection between

the two universes was that true statements corresponded to

the facts and false statements did not. In these circumstances

the facts served as a reliable criterion of truth. This was the

foundation of the correspondence theory of truth. The pos-

sibility that statements also constituted facts was largely, but

not entirely, ignored. A lot of attention was paid to the para-

dox of the liar.

Bertrand Russell, the British philosopher who was re-

sponsible for bringing Ludwig Wittgenstein to Cambridge

from Vienna, offered a solution to the paradox of the liar.

*Logical positivists made an exception for analytic statements such as “bachelors

are unmarried males,” which they considered meaningful. This cleared the way

to analytical philosophy.
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Russell drew a distinction between two classes of statements:

self-referential statements and non-self-referential ones.

Since the truth value of self-referent statements could not be

unequivocally determined, he proposed that they should be

excluded from the universe of meaningful statements. This

solution might have served to preserve the pristine separa-

tion between facts and statements, but it would have pre-

vented people from thinking about issues that concerned

them, or even from being conscious of themselves. The ab-

surdity of this position was highlighted by Wittgenstein,

who concluded his Tractatus Logico-Philosophicus by stating that those who understood the book had to realize that it was

meaningless. Shortly thereafter, Wittgenstein abandoned

the pursuit of an ideal logical language and replaced it with a

study of the workings of ordinary language.

 

Fertile Fallacies

While the Enlightenment’s faith in reason was not fully

justified, it produced truly impressive results, which were

sufficient to sustain the Enlightenment for two centuries. I

call flawed ideas that produce positive results fertile fallacies. I

call the separation of thinking and reality a fertile fallacy. It is

not the only one. Fertile fallacies abound in history. I con-

tend that all cultures are built on fertile fallacies. They are

fertile because they flourish and produce positive results be-

fore their deficiencies are discovered; they are fallacies be-

cause our understanding of reality is inherently imperfect.

We are, of course, capable of acquiring knowledge; but if that
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extend it to areas where it no longer applies. That is when it

becomes a fallacy. That is what happened to the Enlighten-

ment. The ideas of the Enlightenment have become deeply

ingrained in our Western civilization, and are difficult to

shake. They permeate the writings even of those who are

critical of some aspects of the Enlightenment tradition, in-

cluding myself.

 

Popper’s Scheme 

of Scientific Method

Karl Popper, a non-card-carrying member of the Vienna

Circle, was critical of Wittgenstein and disagreed with com-

prehensive rationality. He maintained that reason is not ca-

pable of establishing the truth of generalizations beyond

doubt. Even scientific laws cannot be verified because it is

impossible to derive universally valid generalizations from

individual observations, however numerous, by deductive

logic. Scientific method works best by adopting an attitude

of comprehensive skepticism: Scientific laws should be

treated as hypotheses which are provisionally valid unless

and until they are falsified.

Popper constructed a beautifully simple and elegant

scheme of scientific method consisting of three elements and

three operations. The three elements are the initial condi-

tions, the final conditions, and the generalizations of univer-

sal validity, or scientific laws. The three operations are

prediction, explanation, and testing. When the initial condi-

tions are combined with scientific laws they provide a predic-
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laws they provide an explanation. In this sense, predictions

and explanations are symmetrical and reversible.

What is missing from this scheme is the verification of the

laws. Here comes Popper’s special contribution to our un-

derstanding of scientific method. He asserted that scientific

laws cannot be verified; they can only be falsified. That is the

role of testing. Scientific laws can be tested by pairing off initial

conditions with final conditions. If they fail to conform to

the scientific law in question, that law has been falsified.

Statements that are not subject to falsification do not qualify

as scientific. One nonconforming instance may be sufficient

to destroy the validity of the generalization, but no amount

of conforming instances are sufficient to verify a generaliza-

tion beyond any doubt. In this sense, there is an asymmetry

between verification and falsification. The symmetry be-

tween prediction and explanation, the asymmetry between

verification and falsification, and the role of testing are the

three salient features of Popper’s scheme.

Popper’s contention that scientific laws cannot be verified

resolves the otherwise insoluble problem of induction. Just

because the sun has risen in the east every day since man can

remember, how can we be sure that it will continue to do so?

Popper’s scheme removes the need for verification by treat-

ing scientific laws as provisionally valid until and unless they

have been falsified. Generalizations that cannot be falsified

do not qualify as scientific. This interpretation emphasizes

the central role that testing plays in scientific method. It es-

tablishes a case for critical thinking that allows science to

grow, improve, and innovate.

Many features of Popper’s scheme have been criticized by
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that the more severe the testing, the greater the value of the

generalization that survives it. Professional philosophers

question whether the severity of tests and the value of gener-

alizations can be measured. Nevertheless, Popper’s assertion

makes perfect sense to me, and I can prove it by invoking my

experience in the stock market. In the savings and loan crisis

of 1986 there were grave doubts whether a mortgage insur-

ance company, Mortgage Guaranty Insurance (nicknamed

MAGIC), would be able to survive. The stock fell precipi-

tously, and I bought it in the belief that its business model

was sound enough to withstand a severe test. I was right, and I

made a killing. Generally speaking, the more an investment

thesis is at odds with the generally prevailing view, the

greater the financial rewards one can reap if it turns out to be

correct. It is on these grounds that I can claim that I accept

Popper’s scheme more wholeheartedly than the professional

philosophers.

 

Abandoning the Unity of Method

Yet, in spite of his insight that the ultimate truth is beyond

the reach of reason, Popper insisted on what he called the

doctrine of the unity of scientific method, namely, the same

methods and criteria apply to the study of social affairs as to

the study of natural phenomena. How could that be? The

participants in social affairs act on the basis of fallible under-

standing. Their fallibility introduces an element of uncer-

tainty into social affairs that does not afflict the study of

natural phenomena. The difference needs to be recognized.

I sought to express the difference by introducing the con-
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cept of reflexivity. The concept of self-reference had already

been extensively analyzed by Russell and others. But self-

reference pertains exclusively to the realm of statements. If

the separation between the universe of statements and the

universe of facts is a distortion of reality, then there has to be a

similar effect in the realm of facts. That is the relationship

that the concept of reflexivity seeks to express. To some ex-

tent the concept was explored by J. L. Austin and John Searle

in their work on speech acts, but I see it in a much wider con-

text. Reflexivity is a two-way feedback mechanism that af-

fects not only statements (by rendering their truth value

indeterminate) but also facts (by introducing an element of

indeterminacy into the course of events).

Yet, in spite of my preoccupation with the concept of re-

flexivity, I failed to recognize a flaw in Popper’s concept of

open society: that political discourse is not necessarily di-

rected at the pursuit of truth. I believe both Popper and I

made these mistakes because of our preoccupation with the pursuit of truth. Fortunately, these errors are not fatal be-

cause the case for critical thinking remains unimpaired and

the mistakes can be corrected: we can recognize a difference

between the natural and social sciences, and we can introduce

the pursuit of truth as a requirement for an open society.

The postmodern attitude towards reality is much more

dangerous. While it has stolen a march on the Enlightenment

by discovering that reality can be manipulated, it does not rec-

ognize the pursuit of truth as a requirement. Consequently, it

allows the manipulation of reality to go unhindered. Why is

that so dangerous? Because in the absence of proper under-

standing the results of the manipulation are liable to be radi-

cally different from the expectations of the manipulators. One Soros.qxd  3/28/08  10:22 AM  Page 39
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of the most successful instances of manipulation was when

President George W. Bush declared a War on Terror and used

it to invade Iraq on false pretenses. The outcome was the exact

opposite of what he intended: He wanted to demonstrate

American supremacy and garner political support in the pro-

cess; but he caused a precipitous decline in American power

and influence and lost political support in the process.

To guard against the dangers of manipulation, the concept

of open society originally formulated by Karl Popper needs

to be modified in an important respect. What Popper took

for granted needs to be introduced as an explicit require-

ment. Popper assumed that the purpose of critical thinking is

to gain a better understanding of reality. That is true in sci-

ence but not in politics. The primary purpose of political dis-

course is to gain power and to stay in power. Those who fail

to recognize this are unlikely to be in power. The only way in which politicians can be persuaded to pay more respect to re-

ality is by the electorate insisting on it, rewarding those

whom it considers truthful and insightful, and punishing

those who engage in deliberate deception. In other words,

the electorate needs to be more committed to the pursuit of

truth than it is at present. Without such a commitment,

democratic politics will not produce the desired results. An

open society can be only as virtuous as the people living in it.

 

The Pursuit of Truth

Now that we know reality can be manipulated, it is much

more difficult to make a commitment to the pursuit of truth

than it was at the time of the Enlightenment. For one thing, Soros.qxd  3/28/08  10:22 AM  Page 40
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it is more difficult to establish what the truth is. The Enlight-

enment regarded reality as something independently given

and therefore knowable; but when the course of events is

contingent on the biased beliefs and misconceptions of the

participants, reality turns into a moving target. For another,

it is not at all self-evident why the pursuit of truth should

take precedence over the pursuit of power. And even if the

electorate were convinced of it, how can the politicians be

kept honest?

Reflexivity provides part of the answer, even if it leaves the

problem of keeping politicians honest unresolved. It teaches

us that the pursuit of truth is important exactly because mis-

conceptions are liable to lead to unintended adverse conse-

quences. Unfortunately the concept of reflexivity is not

properly understood. That can be seen from the far-reaching

influence that the Enlightenment tradition and, more re-

cently, the postmodern idiom have exerted over people’s

view of the world. Both interpretations of the relationship

between thinking and reality are distorted. The Enlighten-

ment ignores the manipulative function. The postmodern

approach goes to the other extreme: By treating reality as a

collection of often conflicting narratives, it fails to give suffi-

cient weight to the objective aspect of reality. The concept of

reflexivity helps to identify what is missing from each. That

said, reflexivity is far from a perfect representation of a very

complex reality. The main problem with the concept is that it

seeks to describe the relationship between thinking and reality

as separate entities when in reality thinking is part of reality.

I have gained a healthy respect for the objective aspect of

reality both by having lived under Nazi and Communist

regimes and by speculating in the financial markets. The Soros.qxd  3/28/08  10:22 AM  Page 41
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only experience that teaches you more respect for an external

reality that is beyond your control than losing money in the

financial markets is death—and death is not an actual experi-

ence during one’s lifetime. It is much harder for a public that

spends much of its time in the virtual reality of television

shows, video games, and other forms of entertainment to de-

velop such respect. It is noteworthy that people in America

go to great lengths to deny or forget about death. Yet if you

disregard reality it is liable to catch up with you. What better

time to bring this argument home than the present, when the

unintended adverse consequences of the War on Terror are

so clearly visible, and the virtual reality of synthetic financial

products has disrupted our financial system?

 

The Postmodern Idiom

I had not paid much attention to the postmodern point of

view until recently. I did not study it, and I did not fully un-

derstand it, but I was willing to dismiss it out of hand because it

seemed to conflict with the concept of reflexivity. I treated

the postmodern view of the world as an overreaction to the

Enlightenment’s excessive faith in reason, namely, the belief

that reason is capable of fully comprehending reality. I did

not see any direct connection between the postmodern id-

iom and totalitarian ideologies and closed societies, although I

could see that, by being extremely permissive of different

points of view, the postmodern position might encourage the

rise of totalitarian ideologies. Recently, I changed my views. I

now see a direct connection between the postmodern idiom

and the Bush administration’s ideology. That insight came Soros.qxd  3/28/08  10:22 AM  Page 42
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from an October 2004 article by Ron Suskind in the New York Times Magazine. This is what he wrote:

In the summer of 2002 . . . I had a meeting with a senior

adviser to Bush. He expressed the White House’s dis-

pleasure [about a biography of Paul O’Neill, The Price of

Loyalty by Ron Suskind*], and then he told me some-

thing that at the time I didn’t fully comprehend—but

which I now believe gets to the very heart of the Bush

presidency.

The aide said that guys like me were “in what we call

the reality-based community,” which he defined as peo-

ple who “believe that solutions emerge from your judi-

cious study of discernible reality.” I nodded and

murmured something about enlightenment principles

and empiricism. He cut me off. “That’s not the way the

world really works anymore,” he continued. “We’re an

empire now, and when we act, we create our own reality.

And while you’re studying that reality—judiciously, as

you will—we’ll act again, creating other new realities,

which you can study too, and that’s how things will sort

out. We’re history’s actors . . . and you, all of you, will be

left to just study what we do.”†

The aide, presumably Karl Rove, did not merely recog-

nize that the truth can be manipulated, he promoted the ma-

*Ron Suskind, The Price of Loyalty: George W. Bush, the White House, and the Edu-cation of Paul O’Neill (New York: Simon & Schuster, 2004).

†Ron Suskind, “Without a Doubt,” New York Times Magazine, October 17, 2004, 51.
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nipulation of truth as a superior approach. This interferes di-

rectly with the pursuit of truth both by declaring it futile and

by making the task more difficult through constant manipu-

lation. Moreover, Rove’s approach led to the restriction of

liberties by using the manipulation of public opinion to en-

hance the powers and prerogatives of the president. That is

what the Bush administration wrought by declaring the War

on Terror.

I believe the War on Terror provides an excellent illustra-

tion of the dangers inherent in Rove’s ideology. The Bush

administration used the War on Terror to invade Iraq. This

was one of the most successful instances of manipulation, yet

its consequences for the United States and the Bush adminis-

tration itself were nothing short of disastrous.

The public is now awakening, as if from a bad dream.

What can it learn from the experience? That reality is a hard

task master, and we manipulate it at our peril: The conse-

quences of our actions are liable to diverge from our expecta-

tions. However powerful we are, we cannot impose our will

on the world: we need to understand the way the world

works. Perfect knowledge is not within our reach; but we

must try to come as close to it as we can. Reality is a moving

target, yet we need to pursue it. In short, understanding reality

ought to take precedence over manipulating it.

As things stand now, the pursuit of power tends to take

precedence over the pursuit of truth. Popper and his follow-

ers—including me—made a mistake when we took the pur-

suit of truth for granted. Recognizing the mistake should not

lead us to abandon the concept of open society. On the con-

trary, the experience with the Bush administration ought to

reinforce our commitment to open society as a desirable Soros.qxd  3/28/08  10:22 AM  Page 44
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form of social organization. We must alter, however, our defi-

nition of what an open society entails. In addition to the

familiar attributes of a liberal democracy—free elections, in-

dividual liberties, division of powers, the rule of law, etc.—it

also entails an electorate that insists on certain standards of

honesty and truthfulness. What these standards are need to

be first carefully elaborated and then generally accepted.

 

Standards of Political Discourse

Karl Popper, who was first and foremost a philosopher of

science, elaborated such standards for scientific discourse

and experimentation. To give just one example, laws need to

be falsifiable, and experiments need to be replicable to qual-

ify as scientific. The standards of scientific method cannot be

applied to politics directly; nevertheless, they serve as an ex-

ample of the kind of rules that need to be established.

We have identified two crucial differences between sci-

ence and politics. One is that politics is more concerned with

the pursuit of power than the pursuit of truth. The other is

that in science there is an independent criterion, namely the

facts, by which the truth or validity of statements can be

judged. In politics, the facts are often contingent on the par-

ticipants’ decisions. Reflexivity throws a monkey wrench into

Popper’s model of scientific method.

In The Alchemy of Finance, I took issue with Popper’s doc-trine of the unity of method. I argued that reflexivity pre-

vents the social sciences from meeting the standards of

natural science. How could scientific method be expected to

produce generalizations which reversibly provide determi-
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nate predictions and explanations, when the course of events

is inherently indeterminate? We must be content with

hunches and alternative scenarios instead of determinate

predictions. In retrospect, I probably spent too much time

on examining the role of the social scientists and not enough

on the participants in social situations. That is why I failed to

recognize a flaw in Popper’s concept of open society, namely,

that politics is more concerned with the pursuit of power

than the pursuit of truth. I am now correcting the error by

introducing truthfulness and respect for reality as explicit re-

quirements for an open society.

Unfortunately I do not have any clear-cut formula for how

that requirement could be met; I can only identify it as an un-

solved problem. That is not surprising. The problem is not

one that an individual can solve; it requires a change in the

attitude of the public.*

I believe political discourse used to abide by much higher

standards of truthfulness and respect for the opponents’

opinions in the first two hundred years of democracy in

America than it does today. I realize that old men usually see

the past in rosier colors than the present, but in this case I be-

lieve I can justify my claim by invoking the Enlightenment

fallacy. As long as people believed in the power of reason

they also believed in the pursuit of truth. Now that we have

discovered that reality can be manipulated, that belief has

been shaken.

This leads to the paradoxical conclusion that the higher

standards in politics were based on an illusion, and they were

*Bernard Williams has a valuable discussion of the point in his book Truth and Truthfulness: An Essay in Genealogy (Princeton: Princeton University Press, 2004).
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undermined by the discovery of a truth, namely, that reality

can be manipulated. This conclusion is reinforced by the fact

that Rove was able to write circles around those who still la-

bored under the Enlightenment fallacy and sought to prevail

by rational arguments rather than by appealing to the emo-

tions without any regard for the facts. The War on Terror

proved to be the most effective slogan of all because it ap-

pealed to the strongest of emotions, the fear of death.

To reestablish those higher standards that used to prevail,

people must come to realize that reality matters even if it can

be manipulated. In other words, people must come to terms

with reflexivity. This is no easy task, because a reflexive real-

ity is much more complicated than the reality that the En-

lightenment was pursuing. Indeed reality is so complicated

that it can never be fully known. Nevertheless, it remains just

as important to gain better understanding as it was at the

time of the Enlightenment, and in this respect coming to

terms with reflexivity would constitute an important step

forward. That was the point I was trying to make in my last

book when I said that we need to advance from the Age of

Reason to the Age of Fallibility.

 

Radical Fallibility

Fallibility and reflexivity are difficult ideas to accept and to

work with. As participants we are constantly called upon to

make decisions and to act. But how can we act with any de-

gree of confidence when we may be wrong and our actions

may have unintended adverse consequences? It would be

much more desirable if we could rely on a doctrine or belief Soros.qxd  3/28/08  10:22 AM  Page 47
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system that lays claim to the ultimate truth. Unfortunately

what is desirable is not attainable; the ultimate truth is be-

yond the reach of the human intellect. Ideologies that promise

absolute certainty are bound to be wrong. Only this insight

can stop people from adopting such an ideology.

The fact that the ultimate truth is unattainable does not

rule out religion. On the contrary, where the ability to obtain

knowledge stops, the scope for beliefs opens up. To assert

that we cannot base our decisions on knowledge is tanta-

mount to admitting that we cannot avoid relying on beliefs,

religious or secular. Indeed, religion has played an important

role throughout history. The period since the Enlightenment

constitutes an exception. The faith in reason temporarily

eclipsed religion. That is how the twentieth century came to

be dominated by secular ideologies: socialism, communism,

fascism, national socialism, and I am tempted to add capital-

ism and the belief in markets. Now that the fallacious element

in the Enlightenment view of the world has become more ob-

vious, religious beliefs have once again come to the fore.

Science cannot disprove religious or secular ideologies

because it is in the nature of such ideologies that they are not

subject to falsification. Nevertheless, we are well advised to

act on the assumption that we may be wrong. Even if a

dogma cannot be proven wrong, our interpretation cannot

be proven right.

So far I am following in Popper’s footsteps. I am inclined

to go a step further. He asserts that we may be wrong. I adopt as my working hypothesis that we are bound to be wrong. I call this the postulate of radical fallibility. I base it on the follow-

ing argument: We are capable of acquiring some insight into

reality, but the more we understand, the more there is to be Soros.qxd  3/28/08  10:22 AM  Page 48
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understood. Confronted by this moving target, we are liable

to overburden whatever knowledge we have acquired by ex-

tending it to areas where it is no longer applicable. In this

way, even valid interpretations of reality are bound to give

rise to distorted ones. This argument is similar to the Peter

Principle, which holds that competent employees are pro-

moted until they reach their level of incompetence.

I find my position buttressed by the findings of cognitive

linguistics. George Lakoff, among others, has shown that

language employs metaphors rather than strict logic. Meta-

phors work by transferring observations or attributes from

one set of circumstances to another, and it is almost in-

evitable that the process will be carried too far. This can be

best seen in the case of scientific method. Science is a highly

successful method for acquiring knowledge. As such, it seems

to contradict the postulate of radical fallibility, namely, that

we are bound to be wrong. But the process has been carried

too far. Because of the success of natural science, social scien-

tists have gone to great lengths to imitate natural science.

Consider classical economic theory. In its use of the con-

cept of equilibrium, it is imitating Newtonian physics. But in

financial markets, where expectations play an important role,

the contention that markets tend towards equilibrium does

not correspond to reality. Rational expectations theory has

gone through great contortions to create an artificial world

in which equilibrium prevails, but in that world reality is fit-

ted to the theory rather than the other way round. This is a

case to which the postulate of radical fallibility applies.

Even when they failed to meet the rules and standards of

scientific method, social thinkers sought to cloak their theo-
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and Karl Marx both asserted that their theories determined

the course of events in their respective fields because they were scientific. (At that time, scientific laws were expected to

be deterministic.) Popper was successful in unmasking them,

particularly Marx, by showing that their theories could not

be tested in accordance with his scheme; therefore they were

not scientific. But Popper did not go far enough. He did not

acknowledge that the study of social phenomena encounters

an obstacle that is absent in the natural sciences—reflexivity

and the human uncertainty principle. As a consequence, the

slavish imitation of natural science does not produce an ade-

quate representation of reality. General equilibrium and ra-

tional expectations are far removed from reality. They

provide examples of how an approach that produces valid re-

sults becomes overexploited and overburdened to the point

where it is no longer valid.

Suppose my objections to the concepts of general equilib-

rium and rational expectations were generally upheld, and

the theories were abandoned; they would no longer serve as

examples of radical fallibility. This shows the fatal flaw in my

postulate: It is not necessarily true. Just as Popper did not go

far enough, I went too far. We are not bound to be wrong in

every situation. Misconceptions can be corrected.

Where does that leave my postulate? It qualifies as a fertile

fallacy. It cannot possibly be true because if it were true it

would fall into the category of the paradox of the liar. If it

were a scientific theory it would be proven false because in

Popper’s scheme a single instance is sufficient to falsify a the-

ory. But the postulate of radical fallibility is not a scientific

theory. It is a working hypothesis and, as such, it works re-
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but eventually self-defeating sequences because it presup-

poses that ideas that work well will be overexploited to the

point where they do not work anymore. Indeed, in the course

of my investment career I identified many more boom-bust

sequences than actually occurred. I discarded most of them

by a process of trial and error. The postulate of radical falli-

bility emphasizes the divergence between reality and the par-

ticipants’ perception of reality, and it focuses attention on

misconceptions as a causal factor in history. This leads to a

particular interpretation of history that can be illuminating.

The present moment is such a time. I regard the War on Ter-

ror as a misconception, or false metaphor, that has had a ne-

farious effect on America and the world. And the current

financial crisis can be directly attributed to a false interpreta-

tion of how financial markets function.

The postulate of radical fallibility and the idea of fertile

fallacies are the hallmarks of my thinking. These concepts

sound negative, but they are not. What is imperfect can be

improved; radical fallibility leaves infinite room for improve-

ment. In my definition, an open society is an imperfect soci-

ety that holds itself open to improvement. Open society

engenders hope and creativity, although open society is con-

stantly endangered, and history is full of disappointments. In

spite of the negative-sounding terminology—imperfect un-

derstanding, radical fallibility, fertile fallacies—my outlook

on life is profoundly optimistic. That is because from time to

time my conceptual framework allowed me to bring about

improvements in real life.
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Reflexivity in Financial Markets

 

So far I have delved into the realm of abstractions. I as-

serted that there is a two-way connection between thinking

and reality which, when it operates simultaneously, intro-

duces an element of uncertainty into the participants’ think-

ing and an element of indeterminacy into the course of

events. I called this two-way connection reflexivity, and I as-

serted that reflexivity distinguishes unique, historical devel-

opments from humdrum, everyday events. Now I must

provide some concrete evidence that such reflexive develop-

ments actually occur and that they are historically significant.

For this purpose, I shall turn first not to political history

but to the financial markets. The financial markets offer an

excellent laboratory because most of the price and other data

are public and quantified. There are plenty of reflexive

processes in political and other forms of history as well, but

they are more difficult to demonstrate and analyze. The main

advantage of financial markets as a laboratory is that my the-

ory of reflexivity is in direct contradiction of a theory that is

still widely accepted, namely, the belief that financial markets
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reflexivity cannot exist. By the same token, if the theory of re-

flexivity is correct, equilibrium theory is invalid. The behav-

ior of financial markets needs to be interpreted as a somewhat

unpredictable historical process rather than one determined

by timelessly valid laws. If that interpretation is accepted for

financial markets it can then be extended to other forms of

history where reflexivity is less easily observed.

I first published my theory about financial markets in The Alchemy of Finance, but the theory of reflexivity did not re-ceive any serious critical consideration. The situation is

changing. Economists realize that the prevailing paradigm is

inadequate, but they have not yet developed a new one. The

subprime mortgage bubble that burst in August 2007 and

caused widespread financial dislocations is liable to force the

pace. I believe reflexivity as a phenomenon is about to gain

much wider recognition, and my theory offers an important

insight. The reflexive processes currently unfolding in the fi-

nancial markets and the global economy constitute an im-

portant element in the reality that confronts us at the present

moment in history. The danger that they will not be properly

understood is very great. That is yet another instance where

the cognitive function needs to be given precedence over the

manipulative one in order to avoid adverse consequences. I

shall summarize my theory in general terms here and apply it

to the current situation in Part 2.

 

Equilibrium Theory

Economic theory seeks to imitate the natural sciences. It
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be used reversibly to explain and predict economic phenom-

ena. In particular the theory of perfect competition modeled

itself after Newtonian physics by specifying the equilibrium

between supply and demand towards which market prices

tend. The theory has been constructed as an axiomatic sys-

tem like Euclidean geometry: It is based on postulates, and

all of its conclusions are derived from them by logical or

mathematical calculation. The postulates specify certain

ideal conditions, yet the conclusions are supposed to be rele-

vant to the real world. The theory holds that under the speci-

fied conditions the unrestrained pursuit of self-interest leads

to the optimum allocation of resources. The equilibrium

point is reached when each firm produces at a level where its

marginal cost equals the market price, and each consumer

buys an amount whose marginal utility equals the market

price. It can be mathematically calculated that the equilib-

rium position maximizes the benefit of all participants. It is

this line of argument that served as the theoretical underpin-

ning for the laissez-faire policies of the nineteenth century, and it is also the basis of the belief in the “magic of the mar-

ketplace” that gained widespread acceptance during Ronald

Reagan’s presidency.

One of the key postulates of the theory as it was originally

proposed is perfect knowledge. Other postulates include ho-

mogeneous and divisible products and a large enough num-

ber of participants so that no individual buyer or seller can

influence the market price. The assumption of perfect knowl-

edge was in direct conflict not only with reflexivity but also

with the idea of imperfect understanding, convincingly ar-

gued by Karl Popper. That is what made me question the the-
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perfect knowledge in exactly that sense in which Popper ob-

jected to it. They were laboring under what I now call the En-

lightenment fallacy. As the epistemological problems began

to surface, exponents of the theory found that they had to use a

more modest concept: information. In its modern formula-

tion the theory merely postulates perfect information.*

Unfortunately this assumption is not quite sufficient to

support the conclusions of the theory. To make up for the de-

ficiency, modern economists resorted to an ingenious device:

they insisted that the demand and supply curves should be

taken as independently given. They did not present this as a

postulate; rather, they based their claim on methodological

grounds. They argued that the task of economics is to study

the relationship between supply and demand and not either

by itself. Demand may be a suitable subject for psychologists,

supply may be the province of engineers or management sci-

entists; both are beyond the scope of economics.† Therefore, both must be taken as given. This was the theory I was taught

as a student.

Yet, if we stop to ask what it means that the conditions of

supply and demand are independently given, it becomes

clear that an additional assumption has been introduced.

Otherwise, where would those curves come from? We are

dealing with an assumption disguised as a methodological

device. Participants are supposed to choose between alterna-

tives in accordance with their scale of preferences. The un-

 

*George Stigler, Theory of Price (New York: Macmillan, 1966).

†Lionel C. Robbins, An Essay on the Nature and Significance of Economic Science, 3d ed. (New York: New York University Press, 1984).
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spoken assumption is that the participants know what those preferences and alternatives are.

As I shall try to show, this assumption is untenable. The

shape of the supply and demand curves cannot be taken as in-

dependently given because both of them incorporate the

participants’ expectations about events that are shaped by

their own expectations. Nowhere is the role of expectations

more clearly visible than in financial markets. Buy and sell

decisions are based on expectations about future prices, and

future prices, in turn, are contingent on present buy and sell

decisions.

To speak of supply and demand as if they were determined

by forces that are independent of the market participants’ ex-

pectations is quite misleading. Demand and supply curves

are presented in textbooks as though they were grounded in

empirical evidence. But there is scant evidence for independ-

ently given demand and supply curves. Anyone who trades in

markets where prices are continuously changing knows that

participants are very much influenced by market develop-

ments. Rising prices often attract buyers and vice versa. How

could self-reinforcing trends persist if supply and demand

curves were independent of market prices? Yet, even a cur-

sory look at commodity, stock, and currency markets con-

firms that such trends are the rule rather than the exception.

The very idea that events in the marketplace may affect

the shape of the demand and supply curves seems incongru-

ous to those who have been reared on classical economics.

The demand and supply curves are supposed to determine

the market price. If they were themselves subject to market

influences, prices would cease to be uniquely determined. In-

stead of equilibrium, we would be left with fluctuating prices.
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This would be a devastating state of affairs. All the conclu-

sions of economic theory would lose their relevance to the

real world. It is to prevent this outcome that the method-

ological device that treats the supply and demand curves as

independently given was introduced. Yet there is something

insidious about using a methodological device to obscure an

assumption that would be untenable if it were spelled out.

Since my student days economists have gone to great

lengths to fit the role of expectations into the theory of per-

fect competition. They developed the theory of rational ex-

pectations. I cannot pretend to fully understand the theory

because I never studied it. If I understand it correctly, the

theory asserts that market participants, in pursuing their self-

interest, base their decisions on the assumption that the

other participants will do the same. This sounds reasonable,

but it is not, because participants act not on the basis of their

best interests but on their perception of their best interests, and the two are not identical. This has been convincingly

demonstrated by experiments in behavioral economics.*

Market participants act on the basis of imperfect understand-

ing, and their actions have unintended consequences. There

is a lack of correspondence between expectations and out-

comes—between ex ante and ex post—and it is not rational for people to act on the assumption that there is no divergence

between the two.†

*Daniel Kahneman and Amos Tversky, “Prospect Theory: An Analysis of Deci-

sion under Risk,” Econometrica (March 1979): 263–91.

†Roman Frydman and Michael D. Goldberg, Imperfect Knowledge Economics: Ex-change Rates and Risk (Princeton: Princeton University Press, 2007); Roman Frydman and Edmund Phelps, Individual Forecasting and Aggregate Outcomes: Rational Expectations Examined (Cambridge: Cambridge University Press, 1983). Soros.qxd  3/28/08  10:22 AM  Page 57
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Rational expectations theory seeks to overcome this diffi-

culty by claiming that the market as a whole always knows

more than any individual participant—sufficiently so that

markets manage to be always right. People may get things

wrong, and misunderstandings may cause random distur-

bances; but in the ultimate analysis all market participants

use the same model of how the world works, and when they

do not, they learn from experience so that in the end they

converge on the same model. I have considered this interpre-

tation so far removed from reality that I did not even bother

to study it. I have worked with a different model, and the fact

that I have been successful using it makes nonsense out of ra-

tional expectations, because my performance far exceeds

what would be a permissible deviation under the “random

walk” theory.

 

A Contradictory Theory

I contend that financial markets are always wrong in the

sense that they operate with a prevailing bias, but in the nor-

mal course of events they tend to correct their own excesses.

Occasionally the prevailing bias can actually validate itself

by influencing not only market prices but also the so-called

fundamentals that market prices are supposed to reflect.

That is the point that people steeped in the prevailing para-

digm have such difficulty grasping. Many critics of reflexiv-

ity claimed that I was merely belaboring the obvious,

namely that the participants’ biased perceptions influence

market prices. But the crux of the theory of reflexivity is not so

obvious; it asserts that market prices can influence the fun-
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damentals. The illusion that markets manage to be always

right is caused by their ability to affect the fundamentals

that they are supposed to reflect. The change in the funda-

mentals may then reinforce the biased expectations in an

initially self-reinforcing but eventually self-defeating pro-

cess. Of course such boom-bust sequences do not occur all

the time. More often the prevailing bias corrects itself be-

fore it can affect the fundamentals. But the fact that they can

occur invalidates the theory of rational expectations. When

they occur, boom-bust processes can take on historic signifi-

cance. That is what happened in the Great Depression, and

that is what is unfolding now, although it is taking a very dif-

ferent shape.

In The Alchemy of Finance I cite many examples of boom-bust processes or bubbles from the financial markets. Each

case involves a two-way, reflexive connection between mar-

ket valuations and the so-called fundamentals that sets up

some kind of short circuit between them whereby valuations

affect the fundamentals that they are supposed to reflect.

The short circuit may take the form of equity leveraging,

that is, the issue of additional shares at inflated prices, but

more commonly it involves the leveraging of debt. Most but

not all cases involve real estate, commercial or residential,

where the willingness to lend influences the value of the col-

lateral. In the international banking crisis of the 1980s the

short circuit occurred in sovereign borrowing; no collateral

was involved, but the banks’ willingness to lend affected the

so-called debt ratios which determined the countries’ ability

to borrow.
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The Conglomerate Boom 

of the 1960s

One of my early successes as a hedge fund manager was in

exploiting the conglomerate boom that unfolded in the late

1960s. It started when the managements of some high-tech-

nology companies specializing in defense recognized that the

prevailing growth rate their companies enjoyed could not be

sustained in the aftermath of the Vietnam War. Companies

such as Textron, LTV, and Teledyne started to use their rela-

tively high-priced stock to acquire more mundane compa-

nies, and, as their per-share earnings growth accelerated,

their price-earnings multiples, instead of contracting, ex-

panded. They were the path breakers. The success of these

companies attracted imitators; later on, even the most hum-

drum company could attain a higher multiple simply by go-

ing on an acquisition spree. Eventually, a company could

achieve a higher multiple just by promising to put it to good

use by making acquisitions.

Managements developed special accounting techniques

that enhanced the beneficial impact of acquisitions. They

also introduced changes in the acquired companies: They

streamlined operations, disposed of assets, and generally

focused on the bottom line, but these changes were less sig-

nificant than the impact on per-share earnings of the acquisi-

tions themselves.

Investors responded like pigs at the tough. At first, the

record of each company was judged on its own merit, but

gradually conglomerates became recognized as a group. A

new breed of investors emerged: the early hedge fund man-
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agers, or gunslingers. They developed direct lines of com-

munication with the managements of conglomerates, and

conglomerates placed so-called letter stock directly with

fund managers. The placement price was at a discount to the

market price, but the stock could not be resold for a fixed pe-

riod. Gradually, conglomerates learned to manage their

stock prices as well as their earnings.

The misconception on which the conglomerate boom

rested was the belief that companies should be valued ac-

cording to the growth of their reported per-share earnings

no matter how the growth was achieved. The misconception

was exploited by managers who used their overvalued stock

to buy companies on advantageous terms, thereby inflating

the value of their stock even further. Analytically, the mis-

conception could not have arisen if investors had understood

reflexivity and realized that equity leveraging, that is, selling

stock at inflated valuations, can generate earnings growth.

Multiples expanded, and eventually reality could not sus-

tain expectations. More and more people became aware of

the misconception on which the boom rested even as they

continued to play the game. To maintain the momentum of

earnings growth, acquisitions had to be larger and larger, and

eventually conglomerates ran into the limits of size. The

turning point came when Saul Steinberg of the Reliance

Group sought to acquire Chemical Bank: It was fought and

defeated by the white shoe establishment of the time.

When stock prices started to fall, the decline fed on itself.

As the overvaluation diminished, it became impractical to

make new acquisitions. The internal problems that had been
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growth began to surface. Earnings reports revealed unpleas-

ant surprises. Investors became disillusioned, and conglom-

erate managements went through their own crises: After the

heady days of success, few were willing to buckle down to the

drudgery of day-to-day management. As the president of one

corporation told me: “I have no audience to play to.” The sit-

uation was aggravated by a recession, and many of the high-

flying conglomerates literally disintegrated. Investors were

prepared to believe the worst, and for some companies the

worst occurred. For others, reality turned out to be better

than expectations, and eventually the situation stabilized.

The surviving companies, often under new management,

slowly worked themselves out from under the debris.

 

Real Estate Investment Trusts

My best-documented encounter with a boom-bust se-

quence was that with real estate investment trusts, or REITs.

REITs are a special corporate form brought into existence by

legislation. Their key feature is that if they disburse more

than 95 percent of their income, they can distribute it free of

corporate taxation. The opportunity created by this legisla-

tion remained largely unexploited until 1969, when numer-

ous mortgage trusts were founded. I was present at the

creation, and, fresh from my experience with conglomerates, I

recognized their boom-bust potential. I published a research

report, where I argued that the conventional method of secu-

rity analysis does not apply. Analysts try to predict the future
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investors may be willing to pay for those earnings. This

method is inappropriate to mortgage trusts because the price

that investors are willing to pay for the shares is an important

factor in determining the future course of earnings. Instead

of predicting future earnings and valuations separately, we

should try to predict the future course of the entire initially

self-reinforcing but eventually self-defeating process.

I then sketched out a drama in four acts. It starts with an

overvaluation of the early mortgage trusts that allows them

to justify the overvaluation by issuing additional shares at in-

flated prices; then come the imitators, who destroy the op-

portunity. The scenario ends in widespread bankruptcies.

My report had an interesting history. It came at a time

when hedge fund managers had suffered severe losses in the

collapse of the conglomerates. Since they were entitled to a

share in the profits but they did not have to share in the

losses, they were inclined to grasp at anything that held out

the prospect of quickly recouping their losses. They instinc-

tively understood how a reflexive process works because they

had just participated in one, and they were eager to play

again. The report found a tremendous response, the extent

of which I realized only when I received a telephone call

from a bank in Cleveland asking for a fresh copy of my report

because theirs had gone through so many Xerox machines

that it was no longer legible. There were only a few mort-

gage trusts in existence at the time, but the shares were so ea-

gerly sought after that they nearly doubled in price in the

space of a month or so. Demand generated supply, and a host

of new issues came to market. When it became clear that the
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almost as rapidly as they had risen. Obviously the readers of

my report had failed to take into account the ease of entry,

and their mistake was corrected in short order. Nevertheless,

their initial enthusiasm helped to get the self-reinforcing

process described in the report under way. Subsequent

events took the course outlined in the report. Mortgage

trusts enjoyed a boom that was not as violent as the one that

came after the publication of my report, but it turned out to

be more enduring.

I had invested heavily in mortgage trusts at the time I

wrote my report and took some profits when the reception of

my study exceeded my expectations. But I was sufficiently

carried away by my own success to be caught holding an in-

ventory of shares when the downdraft came. I hung on, and I

even increased my positions. I continued to follow the industry

closely for a year or so and eventually sold my holdings, real-

izing good profits. Then I lost touch with the group until a

few years later when the problems began to surface. When I

became aware of them I was tempted to establish short posi-

tions, but I was handicapped because I was no longer familiar

with the companies. Nevertheless, when I reread the report I

had written several years earlier, I found it so convincing that I

decided to sell the group short more or less indiscriminately.

Moreover as the shares fell I maintained the same level of ex-

posure by selling additional shares short. My original predic-

tion was fulfilled, and most mortgage trusts went broke. The

result was that I reaped more than 100 percent profit on my

short positions—a seeming impossibility since the maximum

profit on a short position is 100 percent. (The explanation is

that I kept on selling additional shares.)
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The International Banking Crisis 

of the 1980s

All boom-bust processes contain an element of misunder-

standing or misconception. In the two cases I have described,

the process took the form of equity leveraging, that is, issu-

ing shares at inflated prices, which was made possible by a

misconception about earnings growth: Growth achieved by

issuing additional shares at inflated prices was accorded the

same premium as growth achieved by other means. Boom-

bust processes, or bubbles, are more commonly associated

with leveraging of debt rather than equity leveraging, but I

analyzed only one instance in The Alchemy of Finance: the in-ternational banking crisis of the 1980s, which arose out of ex-

cessive lending to developing countries in the 1970s.

After the oil shock of 1973, caused by the formation of

OPEC (Organization of the Petroleum Exporting Coun-

tries), the large money center banks were flooded with

deposits from the oil producing countries, and they rechan-

neled them mainly to oil-importing countries that had to

finance their balance of payments deficits. Banks used so-

called debt ratios to evaluate the creditworthiness of the bor-

rowing countries, but they failed to realize that the debt

ratios were affected by their own lending activities, until it

was too late.

In cases of debt leveraging the misconception consists in a

failure to recognize a reflexive, two-way connection between

the creditworthiness of the borrowers and the willingness of

the creditors to lend: Usually there is a collateral involved,

and the most common form of collateral is real estate. Bub-
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were independent of the banks’ willingness to lend against it.

The international banking crisis of the 1980s was somewhat

different. The debtors were sovereign countries, and they

pledged no collateral. Their creditworthiness was measured

by the debt ratios, which turned out to be reflexive: Instead

of being independently given, the debt ratios of borrowing

countries were inflated during the 1970s by the banks’ will-

ingness to lend to them and an associated boom in commodity

prices. The first country to run into severe difficulties was

Mexico, which was an oil producing country. (Hungary pre-

ceded it but the problem was contained.) Since the interna-

tional banking crisis of the 1980s I have witnessed several

real estate bubbles in Japan, Britain, and the United States.

The misconception can manifest itself in different guises, but

the principle is always the same. What is amazing is that it

keeps recurring.

 

The Boom-Bust Model

Using the conglomerate boom as my model, I devised a

typical boom-bust sequence. The drama unfolds in eight

stages. It starts with a prevailing bias and a prevailing trend.

In the case of the conglomerate boom, the prevailing bias

was a preference for rapid earnings growth per share without

much attention to how it was brought about; the prevailing

trend was the ability of companies to generate high earnings

growth per share by using their stock to acquire other com-

panies selling at a lower multiple of earnings. In the initial

stage (1) the trend is not yet recognized. Then comes the pe-

riod of acceleration (2), when the trend is recognized and Soros.qxd  3/28/08  10:22 AM  Page 66
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reinforced by the prevailing bias. That is when the process

approaches far-from-equilibrium territory. A period of test-

ing (3) may intervene when prices suffer a setback. If the bias

and trend survive the testing, both emerge stronger than

ever, and far-from-equilibrium conditions, in which the nor-

mal rules no longer apply, become firmly established (4).

Eventually there comes a moment of truth (5), when reality

can no longer sustain the exaggerated expectations, followed

by a twilight period (6), when people continue to play the

game although they no longer believe in it. Eventually a

crossover point (7) is reached, when the trend turns down

and the bias is reversed, which leads to a catastrophic down-

ward acceleration (8), commonly known as the crash.

[image: ]

 

The boom-bust model I devised has a peculiarly asym-

metric shape. It tends to start slowly, accelerate gradually and

then fall steeper than it has risen. I have selected some real-
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life examples that resemble the prototype—although one of

the graphs I am using here, LTV, is a little too symmetrical to

serve as a good illustration.

[image: ]
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Exactly the same sequence could be observed in the inter-

national banking crisis. It followed the same asymmetric pat-

tern—slow start, gradual acceleration in the boom phase, a

moment of truth followed by a twilight period, and a cata-

strophic collapse. The reason I did not use it as my paradigm

was that it did not lend itself to a graphic presentation. In the Soros.qxd  3/28/08  10:22 AM  Page 69
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conglomerate boom, I could draw a chart showing stock

prices and earnings per share; in the international banking

crisis I could not create a similar graph.
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Other Forms of Reflexivity

It would be a mistake to think, however, that reflexive

processes always manifest themselves in the form of a bub-

ble. They can take many other forms. In freely floating ex-

change rate regimes, for instance, the reflexive relationship

between market valuations and the so-called fundamentals

tends to generate large multi-year waves. There is no differ-

ence between up and down, except in the case of runaway

inflation, and there is no sign of the asymmetry that charac-

terizes bubbles; there is even less evidence of a tendency to-

wards equilibrium.

It is important to realize that two-way, reflexive connec-

tions are much more common in financial markets than

boom-bust sequences. Market participants act on the basis

of imperfect understanding at all times. Consequently

market prices usually express a prevailing bias rather than

the correct valuation. In the majority of cases, the valua-

tions are proven wrong by subsequent evidence, and the

bias is corrected, only to be replaced by a different bias.

Only once in a blue moon does a prevailing bias set in

motion an initially self-reinforcing but eventually self-

defeating process. It happens only when the prevailing bias

finds some kind of short circuit that allows it to affect the

fundamentals. This is usually associated with a misunder-

standing or misconception. Both market prices and eco-

nomic conditions may then move far beyond anything that

would be possible in the absence of a short circuit, and the

correction, when it comes, may have catastrophic conse-

quences.
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Markets versus Regulators

Because financial markets do not tend towards equilib-

rium they cannot be left to their own devices. Periodic crises

bring forth regulatory reforms. That is how central banking

and the regulation of financial markets have evolved. While

boom-bust sequences occur only intermittently, the reflexive

interplay between financial markets and the financial authori-

ties is an ongoing process. The important thing to realize is

that both market participants and financial authorities act on

the basis of imperfect understanding; that is what makes the

interaction between them reflexive.

Misunderstandings by either side usually stay within rea-

sonable bounds because market prices provide useful infor-

mation which allows both sides to recognize and correct

their mistakes, but occasionally mistakes prove to be self-

validating, setting in motion vicious or virtuous circles. Such

circles resemble boom-bust processes in the sense that they

are initially self-reinforcing but eventually self-defeating.

Vicious and virtuous circles are few and far between, while

reflexive interactions go on all the time. Reflexivity is a uni-

versal condition, while bubbles constitute a special case.

The distinguishing feature of reflexive processes is that

they contain an element of uncertainty or indeterminacy.

That uncertainty ensures that the behavior of financial mar-

kets is not determined by universally valid generalizations

but follows a unique, irreversible path. Within that one-

directional process we may distinguish between humdrum,

everyday events, which are repetitive and lend themselves

pretty well to statistical generalizations, and unique, histori-
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cal events whose outcome is genuinely uncertain. Bubbles

and other vicious or virtuous circles belong to the latter cate-

gory. It should be realized, however, that reflexive, circular

relationships do not necessarily generate historically signifi-

cant processes. Those which are self-defeating to start with

disappear without trace. Others are aborted along the way.

Relatively few reach far-from-equilibrium territory. More-

over no process takes place in total isolation. Usually there

are several reflexive processes going on at the same time, in-

terfering with each other and producing irregular shapes.

Regular patterns arise only on those rare occasions when a

particular process is so powerful that it overshadows all the

others. Perhaps I did not make this point sufficiently clear in

The Alchemy of Finance.

 

The Flaw in Equilibrium Theory

Equilibrium theory is not without merit. It provides a

model with which reality can be compared. When I speak of

far-from-equilibrium conditions I am also using the concept

of equilibrium.* And economists have made many valiant at-

tempts to adjust their models to take account of reality. So-

called second-generation business cycle models have sought

to analyze boom-bust situations. I cannot judge their validity,

*This could be easily misunderstood. Indeed it was misunderstood by one of my

correspondents; hence this footnote. When I speak of far-from-equilibrium

conditions, I am using “equilibrium” as a figure of speech. I do not mean to im-

ply that there is a stable equilibrium from which a boom-bust process occasionally

deviates. I think of equilibrium as a moving target because market prices can affect

the fundamentals they are supposed to reflect.
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but they certainly lack the simplicity of my boom-bust

model. They remind me of pre-Copernican astronomers

who sought to adjust their paradigm, which was circular, to

the path followed by the planets, which is elliptical.

It is time for a new paradigm, and one is readily available

in the theory of reflexivity—I mean the general theory, not

just the boom-bust model. The theory cannot hope to gain

scientific acceptance, however, without a fundamental re-

consideration of what is to be expected from a theory dealing

with social phenomena. If it has to meet the standards and

criteria that apply to theories of natural science, the theory of

reflexivity cannot possibly qualify because the theory asserts

that there is a fundamental difference between the structure

of natural and social events. If reflexivity introduces an ele-

ment of indeterminacy into social events, then those events

cannot possibly be predicted in a determinate fashion.

The prevailing paradigm asserts that financial markets

tend towards equilibrium. That has led to the notion that ac-

tual prices deviate from a theoretical equilibrium in a ran-

dom manner. While it is possible to construct theoretical

models along those lines, the claim that those models apply

to the real world is both false and misleading. It leaves out of

account the possibility that the deviations may be self-

reinforcing in the sense that they may alter the theoretical

equilibrium. When that happens, risk calculation and trad-

ing techniques based on these models are liable to break

down. In 1998 Long-Term Capital Management, a highly

leveraged hedge fund employing such trading techniques

and advised by two economists who got the Nobel Prize for

devising the models, ran into trouble and had to be rescued

with the help of the New York Federal Reserve. The tech-
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niques and models were modified, but the basic approach

was not abandoned. It was observed that price deviations did

not follow the normal shape of a bell curve, but had a thick

tail. To allow for the extra risk posed by this phenomenon,

stress tests were introduced to supplement value-at-risk cal-

culations. But the reason for the thick tails was left unex-

plained. The reason is to be found in self-reinforcing price

movements; but reflexivity continued to be ignored, and the

use of mistaken models—particularly in the design of syn-

thetic financial instruments—continued to spread. This is at

the root of the current financial crisis, which will be dis-

cussed in Part 2.

 

Renouncing the Unity of Method

The belief that markets tend towards equilibrium has

given rise to policies which seek to give financial markets free

rein. I call these policies market fundamentalism, and I con-

tend that market fundamentalism is no better than Marxist

dogma. Both ideologies cloak themselves in scientific guise

in order to make themselves more acceptable, but the theo-

ries they invoke do not stand up to the test of reality. They

use scientific method to manipulate reality, not to under-

stand it. The fact that scientific method can be used in such a

way should be a warning sign that there is something wrong

with applying the same methods and criteria to both natural

and social science. As I have shown in my discussion of the

human uncertainty principle, social situations can be influ-

enced by making statements about them. In other words,
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was to show that ideologies like Marxism do not qualify as

scientific. But he did not go far enough. He did not recognize

that mainstream economics can also be exploited in the same

nonscientific way. The fault lies with the doctrine of the

unity of method. By endowing social science with the pres-

tige of natural science it allows scientific theories to be used

for manipulative rather than cognitive purposes.

The trap can be avoided, however. All we have to do is re-

nounce the doctrine and adopt the theory of reflexivity.

There is a heavy price to pay: Economists have to accept a re-

duction in their status. No wonder that they put up resis-

tance. But if the objective is to pursue the cognitive function,

the price is well worth paying. Not only does the theory of

reflexivity provide a better explanation of how financial mar-

kets function, but it is also less conducive to the manipulation

of reality than the currently prevailing scientific theories be-

cause it avoids making excessive claims about its ability to

predict and explain social phenomena. Once we recognize

that reality can be manipulated, our first priority ought to be to

prevent the manipulative function from interfering with the

pursuit of knowledge. The theory of reflexivity serves that

purpose well by proclaiming that social events become un-

predictable whenever reflexivity makes it presence felt. Ac-

cordingly we must reduce our expectations for the social

sciences. We cannot expect reflexive events to be determined

according to timelessly valid generalizations when reflexivity

contains an element of uncertainty and indeterminacy (un-

certainty relates to the participants’ thinking, indeterminacy

to the course of events).

One possible objection to abandoning the doctrine of the
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dividing line between the natural and social sciences. But if

we follow this line of argument we need not be bothered by

the fact that the dividing line between the natural and social

sciences is a fuzzy one. Whenever reflexivity rears its ugly

head we must reduce our expectations.

 

The New Paradigm

Let me now spell out how the new paradigm differs from

the old one as regards the financial markets. Instead of being

always right, financial markets are always wrong. They have

the ability, however, both to correct themselves and occa-

sionally to make their mistakes come true by a reflexive pro-

cess of self-validation. That is how they can appear to be

always right. To be specific, financial markets cannot predict

economic downturns accurately, but they can cause them.

Participants act on the basis of imperfect understanding.

They base their decisions on incomplete, biased, and mis-

conceived interpretations of reality, not on knowledge, and

the outcomes are liable to diverge from expectations. The di-

vergence provides useful feedback on the basis of which they

can adjust their behavior. Such a process is unlikely to pro-

duce satisfactory results all the time. Indeed markets move

away from a theoretical equilibrium almost as often as they

move towards it, and they can get caught up in initially self-

reinforcing but eventually self-defeating processes. Bubbles

often lead to financial crises. Crises, in turn, lead to the regu-

lation of financial markets. That is how the financial system

has evolved—periodic crises leading to regulatory reforms.

That is why financial markets are best interpreted as a histor-
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ical process, and that is why that process cannot be under-

stood without taking into account the role of the regulators.

In the absence of regulatory authorities, financial markets

would be bound to break down, but in reality breakdowns

rarely occur because markets operate under constant super-

vision, and even if the authorities tend to be sluggish in nor-

mal times, they become alert in an emergency—at least in

democracies.

Most of the reflexive processes involve an interplay be-

tween market participants and regulators. To understand

that interplay it is important to remember that the regulators

are just as fallible as the participants. Changes in the regula-

tory environment place every crisis into a unique historical

context. That alone is sufficient to justify my claim that the

behavior of markets is best regarded as a historical process.

Market fundamentalists blame market failures on the falli-

bility of the regulators, and they are half right: Both markets

and regulators are fallible. Where market fundamentalists are

totally wrong is in claiming that regulations ought to be abol-

ished on account of their fallibility. That happens to be the in-

verse of the Communist claim that markets ought to be

abolished on account of their fallibility. Karl Popper (and

Friedrich Hayek) have demonstrated the dangers of the

Communist ideology. It will advance our understanding of

reality if we recognize the ideological character of market

fundamentalism. The fact that regulators are fallible does not

prove that markets are perfect. It merely justifies reexamining

and improving the regulatory environment.

When do the reflexive connections which are endemic in

financial markets turn into self-reinforcing, historically sig-
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markets but also the so-called fundamentals that those prices

are supposed to reflect? That is the question that a theory of

reflexivity has to answer if it is to be of any value. The subject

deserves more detailed investigation, but based on theoreti-

cal arguments and empirical evidence, my preliminary hy-

pothesis is that there has to be both some form of credit or leverage and some kind of misconception or misinterpretation involved for a

boom-bust process to develop. That is the hypothesis I am now submitting for testing. As I said before, the main insight my

conceptual framework has to offer is that misconceptions

play a significant role in the making of history. This message

is particularly relevant to understanding what is happening

in the financial markets at the present moment in history.

One of the major differences between the new paradigm

and the old one is that the new one takes a more cautionary

approach to the use of leverage. The theory of reflexivity rec-

ognizes the uncertainties associated with the fallibility of

both regulators and market participants. The prevailing para-

digm acknowledges only known risks and fails to allow for

the consequences of its own deficiencies and misconceptions.

That lies at the root of the current turmoil.
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and Beyond
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The Super-Bubble Hypothesis

 

We are in the midst of a financial crisis the likes of which

has not been seen since the Great Depression of the 1930s. To

be sure, it is not the prelude to another Great Depression.

History does not repeat itself. The banking system will not be

allowed to collapse as it did in 1932 exactly because its col-

lapse then caused the Great Depression. At the same time, the

current crisis is not comparable to the periodic crises which

have afflicted particular segments of the financial system since

the 1980s—the international banking crisis of 1982, the sav-

ings and loan crisis of 1986, the portfolio insurance debacle of

1987, the failure of Kidder Peabody in 1994, the emerging

market crisis of 1997, the failure of Long Term Capital Man-

agement in 1998, the technology bubble of 2000. This crisis

is not confined to a particular firm or a particular segment of

the financial system; it has brought the entire system to the

brink of a breakdown, and it is being contained only with the

greatest difficulty. This will have far-reaching consequences.

It is not business as usual but the end of an era.

To explain what I mean by this somewhat bombastic state-
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boom-bust model I introduced in chapter 4, but the explana-

tion I shall provide will be far from simple. There is not just

one boom-bust process or bubble to consider but two: the

housing bubble and what I shall call a longer-term super-

bubble. The housing bubble is quite straightforward; the

super-bubble is much more complicated. To further compli-

cate matters the two bubbles did not develop in isolation;

they are deeply imbedded in the history of the period. In par-

ticular, the current situation cannot be understood without

taking into account the economic strength of China, India,

and some oil- and raw material–producing countries; the

commodities boom; an exchange rate system that is partly

floating, partly tied to the dollar and partly in between; and

the increasing unwillingness of the rest of the world to hold

dollars.

 

The U.S. Housing Bubble

In the aftermath of the technology bubble that burst in

2000 and the terrorist attack of September 11, 2001, the

Federal Reserve lowered the federal funds rate to 1 percent

and kept it there until June 2004. This allowed a housing

bubble to develop in the United States. Similar bubbles

could be observed in other parts of the world, notably the

United Kingdom, Spain, and Australia. What sets the United

States housing bubble apart from the others is its size and

importance for the global economy and the international fi-

nancial system. The housing market turned down earlier in

Spain than in the United States, but that passed unnoticed,

except locally. By contrast, U.S. mortgage securities have Soros.qxd  3/28/08  10:22 AM  Page 83
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been widely distributed all over the world with some Euro-

pean, particularly German, institutional holders even more

heavily involved than American ones.

Taken on its own the United States housing bubble faith-

fully followed the course prescribed for it by my boom-bust

model. There was a prevailing trend—ever more aggressive

relaxation of lending standards and expansion of loan-to-

value ratios—and it was supported by a prevailing miscon-

ception that the value of the collateral was not affected by the

willingness to lend. That is the most common misconception

that has fueled bubbles in the past, particularly in the real estate

area. What is amazing is that the lesson has still not been

learned.

The growth of the bubble can be vividly illustrated by a

few charts. In Chart 1, the declining line shows the savings

rate (right scale), the rising one, house prices adjusted for in-

flation. Chart 2 shows the unprecedented increase in mort-

gage debt. Americans have added more household mortgage

debt in the last six years than in the prior life of the mortgage

market. Chart 3 shows the decline in credit quality. Since the

rating agencies based their valuations on past loss experi-

ence, and loss experience improved during rising house

prices, the rating agencies became increasingly generous in

the valuations of collateralized mortgage obligations. At the

same time, mortgage originators became increasingly ag-

gressive in their residential lending practices (which is not

picked up in this chart). Towards the end, houses could be

bought with no money down, no questions asked. The 2005

and 2006 vintage subprime and Alt-A mortgages are of noto-

riously low quality. Chart 4 shows the growing share of sub-
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mortgage originations fell into these two categories. Charts

3 and 4 together indicate the deterioration in credit quality.

The process was driven by the pursuit of fee income. Chart 5

shows the rise of Moody’s revenues from the rating of struc-

tured products. By 2006, Moody’s revenues from structured

products were on par with revenues from its traditional bond

rating business. Chart 6 shows the exponential growth of

synthetic products. 

The bubble started slowly, lasted for several years, and did

not reverse itself immediately when interest rates started ris-

ing, because it was sustained by speculative demand, aided

and abetted by ever more aggressive lending practices and

ever more sophisticated ways of securitizing mortgages.

Eventually the moment of truth arrived in the spring of

2007, when the subprime problem pushed New Century Fi-

nancial Corporation into bankruptcy, which was followed by

a twilight period when housing prices were falling but people

failed to realize that the game was over. The chief executive

officer of Citibank, Chuck Prince, was reported saying that

“When the music stops, in terms of liquidity, things will be

complicated. But as long as the music is playing, you’ve got

to get up and dance. We’re still dancing.”* When the cross-

over point was finally reached, in August 2007, there was a

catastrophic acceleration on the downside aggravated by a

contagion that spread from one segment of the market to

another. That was reminiscent of the wrecking ball that

knocked down one country after another in the emerging

*Michiyo Nakamoto and David Wighton, “Bullish Citigroup Is ‘Still Dancing’

to the Beat of the Buy-Out Boom,” Financial Times, July 10, 2007. Soros.qxd  3/28/08  10:22 AM  Page 85
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market crisis of 1997. Even so, the stock market recovered

from August 2007 to October of that year. That move was

not anticipated by my model. The model calls for a collapse

that is short and sharp and is followed by a slow and laborious

return to near-equilibrium conditions. In this case there was

an incomplete give-up in August 2007 and another in Janu-

ary 2008. On each occasion the Fed intervened and lowered

the federal funds rate, and the stock market took heart in the

belief that the Fed will protect the economy from the conse-

quences of the financial crisis as it has done in the past. I con-

sider that belief misplaced. The Fed is constrained in its

ability to protect the economy by the fact that it has done it

too often. In my view, this financial crisis is not like the oth-

ers which have occurred in recent history.

 

The Super-Bubble Hypothesis

Superimposed on the U.S. housing bubble there is a much

larger boom-bust sequence which has finally reached its

inflection, or crossover, point. The super-bubble is more

complex than the housing bubble and requires a more com-

plicated explanation. Boom-bust processes arise out of a

reflexive interaction between a prevailing trend and a pre-

vailing misconception. The prevailing trend in the super-

bubble is the same as in the housing bubble—ever more

sophisticated methods of credit creation—but the miscon-

ception is different. It consists of an excessive reliance on the

market mechanism. President Ronald Reagan called it the

magic of the marketplace. I call it market fundamentalism. It Soros.qxd  3/28/08  10:22 AM  Page 92

 

92   The New Paradigm for Financial Markets

became the dominant creed in 1980 when Reagan became

president in the United States and Margaret Thatcher prime

minister in the United Kingdom, although its antecedents go

back much further. It was called laissez-faire in the nineteenth century.

Market fundamentalism has its roots in the theory of per-

fect competition, as it was originally propounded by Adam

Smith and developed by the classical economists. In the post

World War II period it received a powerful fillip from the

failures of communism, socialism, and other forms of state

intervention. That impetus, however, rests on false premises.

The fact that state intervention is always flawed does not

make markets perfect. The cardinal contention of the theory of

reflexivity is that all human constructs are flawed. Financial

markets do not necessarily tend towards equilibrium; left to

their own devices they are liable to go to extremes of eupho-

ria and despair. For that reason they are not left to their own

devices; they have been put in the charge of financial authori-

ties whose job it is to supervise them and regulate them. Ever

since the Great Depression, the authorities have been re-

markably successful in avoiding any major breakdown in the

international financial system. Ironically, it is their success

that has allowed market fundamentalism to revive. When I

studied at the London School of Economics in the 1950s,

laissez-faire seemed to have been buried for good. Yet it came back in the 1980s. Under its influence the financial authori-

ties lost control of financial markets and the super-bubble

developed.

The super-bubble combines three major trends, each con-

taining at least one defect. First is the long-term trend to-
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wards ever increasing credit expansion as indicated by rising

loan-to-value ratios in housing and consumer loans, and ris-

ing volume of credit to gross national product ratios (see

Chart 7). This trend is the result of the countercyclical poli-

cies developed in response to the Great Depression. Every

time the banking system is endangered, or a recession looms,

the financial authorities intervene, bailing out the endangered

institutions and stimulating the economy. Their intervention

introduces an asymmetric incentive for credit expansion also

known as the moral hazard. The second trend is the global-

ization of financial markets, and the third is the progressive

removal of financial regulations and the accelerating pace of

financial innovations. As we shall see, globalization also has

an asymmetric structure. It favors the United States and other

developed countries at the center of the financial system and

penalizes the less-developed economies at the periphery. The

disparity between the center and the periphery is not widely

recognized, but it has played an important role in the devel-

opment of the super-bubble. And, as I have already men-

tioned, both deregulation and many of the recent innovations

were based on the false assumption that markets tend towards

equilibrium and deviations are random.

The super-bubble ties together the three trends and the

three defects. The first trend can be traced back to the 1930s,

but the second and third became firmly established only in

the 1980s. So one can date the inception of the super-bubble to

the 1980s because that is when market fundamentalism be-

came the guiding principle of the international financial sys-

tem. Clearly, the super-bubble is not a simple process to

trace or to explain.
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Globalization

The globalization of financial markets was a very success-

ful market fundamentalist project. If financial capital is free

to move about, it becomes difficult for any state to tax it or to

regulate it because it can move somewhere else. This puts fi-

nancial capital into a privileged position. Governments often

have to pay more heed to the requirements of international

capital than to the aspirations of their own people. That is

why the globalization of financial markets served the objec-

tives of the market fundamentalists so well. The process

started with the recycling of petro-dollars in the aftermath of

the 1973 oil shock, but it accelerated during the Reagan-

Thatcher years.

Globalization did not bring about the level playing field

that free markets were supposed to provide according to the

market fundamentalist doctrine. The international financial

system is under the control of a consortium of financial au-

thorities representing the developed countries. They consti-

tute the Washington consensus. They seek to impose strict

market discipline on individual countries, but they are will-

ing to bend the rules when the financial system itself is en-

dangered. The way the system works, the United States,

which enjoys veto power in the Bretton Woods institu-

tions—the International Monetary Fund and the World

Bank—is “more equal” than others. The dollar has served as

the main international reserve currency readily accepted by

the central banks of the world. Consequently the United

States has been able to pursue countercyclical policies while

the developing countries, and to a lesser extent other devel-
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oped countries, were obliged to live within their means. This

has made it safer to hold financial assets at the center than at

the periphery. As the barriers to capital movements were re-

moved the savings of the world were sucked up to the center

and redistributed from there. In a not-so-strange coinci-

dence, the United States developed a chronic current ac-

count deficit in the Reagan years. The deficit has continued

to grow ever since, and it reached 6.6 percent of GDP in the

third quarter of 2006. The American consumer became the

motor of the world economy.

 

Liberalization

At the end of World War II the financial industry—banks

and markets—were strictly regulated. The postwar years saw

the gradual lifting of restrictions, slowly at first, gradually

accelerating, and reaching a crescendo in the 1980s. Since fi-

nancial markets do not tend towards equilibrium, their liber-

alization gave rise to occasional crises. Most of the crises

occurred in the less developed world and could be ascribed to

their lack of development, but some endangered the stability of

the international financial system, notably the international

banking crisis of the 1980s and the emerging market crisis of

1997–1998. In these cases the financial authorities were willing

to bend the rules to save the system, but market discipline

continued to apply to the less developed world.

This asymmetry, combined with the asymmetric incentive

for credit expansion in the developed world, sucked up the

savings of the world from the periphery to the center and al-

lowed the United States to develop a chronic current ac-

Soros.qxd  3/28/08  10:22 AM  Page 97

 

The Super-Bubble Hypothesis 97

count deficit. Starting in the Reagan years, the United States

also developed a large budget deficit. Paradoxically the

budget deficit helped to finance the current account deficit

because the surplus countries invested their swelling mone-

tary reserves in United States government and agency bonds.

This was a perverse situation because capital was flowing

from the less-developed world to the United States and both

the current account and the budget deficits of the United

States served as major sources of credit expansion. Another

major source was the introduction of new financial instru-

ments and the increased use of leverage by the banks and

some of their customers, notably hedge funds and private eq-

uity funds. Yet another source of credit expansion was Japan,

which, in the aftermath of a real estate bubble, lowered inter-

est rates to practically zero and is keeping them there indefi-

nitely. This gave rise to the so-called carry trade, whereby

foreign institutions borrowed yen, and Japanese individuals

used their savings to invest in higher yielding currencies, of-

ten on a leveraged basis.

These imbalances could have continued to grow indefi-

nitely because willing lenders and willing borrowers were

well matched. There was a symbiotic relationship between

the United States, which was happy to consume more than it

produced, and China and other Asian exporters, which were

happy to produce more than they consumed. The United

States accumulated external debt; China and the others accu-

mulated currency reserves. The United States had low sav-

ings rates, the others high ones. There was a similar

symbiotic relationship between banks and their customers,

especially hedge funds and private equity funds, and also be-

tween mortgage lenders and borrowers.
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The situation became unsustainable with the development

of a housing bubble in the U.S. and the introduction of financial

innovations based on a false paradigm. Synthetic financial in-

struments, risk calculations, and propriatary trading models

built on the theory that markets tend toward equilibrium and

deviations are random. They took past experience as their

starting point, with suitable allowances for deviation and

emerging new trends, but they failed to recognize the impact

that they, themselves, made. Households became increasingly

dependent on the double-digit appreciation in house prices.

The savings rate dropped below zero, and households with-

drew equity by refinancing their mortgages at an ever increas-

ing rate. Mortgage equity withdrawals reached nearly a

trillion dollars in 2006. This was 8 percent of the GDP at its

peak, or more than the current account deficit. When house

prices stopped rising these trends had to moderate and even-

tually reverse. Households found themselves overexposed

and overindebted. Eventually, consumption had to fall. The

bust is following the classic boom-bust pattern, but, in addi-

tion, it has also set in motion a flight from the dollar and an

unwinding of the other excesses introduced into the financial

system by recent innovations. That is how the housing bubble

and the super-bubble are connected.

To properly understand what is happening, it is important

to realize the difference between this crisis and the periodic

crises that have punctuated financial history since the 1980s.

The previous crises served as successful tests which rein-

forced both the prevailing trend and the prevailing miscon-

ception of the long-term super-bubble. The current crisis

plays a different role: It constitutes the inflection, or cross-

over, point not only in the housing bubble but also in the Soros.qxd  3/28/08  10:22 AM  Page 99
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long term super-bubble. Those who kept insisting that the

subprime crisis was an isolated phenomenon lacked a proper

understanding of the situation. The subprime crisis was

merely the trigger that released the unwinding of the super-

bubble.

While it is clear, in retrospect, that the previous crises

played the role of successful tests that reinforced the super-

bubble, the role and significance of the current crisis is less

clearly defined. My contention that it constitutes the end of

an era is just that—a contention, not a fact or a scientific pre-

diction. It needs to be substantiated.

There is considerable evidence to support the super-bub-

ble hypothesis. Credit conditions have been relaxed to such

an extent that it is difficult to see how they could be relaxed

any further. This is certainly true as far as the U.S. consumer is

concerned. Credit terms for mortgages, auto loans, and

credit cards have reached their maximum extension. The

same is true for some other developed countries, like the

United Kingdom and Australia. It may also be true for com-

mercial credit, particularly for leveraged buyouts and com-

mercial real estate. But the same argument could also have

been made in connection with previous financial crises. In-

deed, I made that argument in The Crisis of Global Capitalism at the time of the emerging market crisis of 1997, and I was

proven wrong. One cannot predict what new methods of

credit creation may be invented and what new sources of

funds may be discovered. For instance, in the current crisis a

few banks were able to replenish their capital from sovereign

wealth funds. Similarly, after the 1987 stock market debacle,

Japan emerged as the lender and investor of last resort. In

case of need, the Federal Reserve can always print more Soros.qxd  3/28/08  10:22 AM  Page 100
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dollars. So the argument that we have run out of new sources

of funds is not fully convincing.

More persuasive is the evidence that this time the crisis is

not confined to a particular segment of financial markets but

has enveloped the entire financial system. With every pass-

ing day it becomes more evident that the current crisis can-

not pass as a successful test. The unraveling of markets has

defied the efforts of the financial authorities to bring them

under control. The central banks have succeeded in pump-

ing liquidity into the banking system, but the flow of credit

from the banks to the economy has been disrupted more se-

verely and for a longer period than on any previous occasion.

This is the first time since the Great Depression that the in-

ternational financial system has come close to a genuine

meltdown. That is the crucial difference between this finan-

cial crisis and previous ones.

What is it that sets the current crisis apart from previous

ones? The central banks play the same countercyclical role as

before. They were slow to react on this occasion, partly be-

cause they may have genuinely believed that the subprime

crisis was an isolated phenomenon and partly because they

were concerned about the moral hazard. One way or an-

other, they fell behind the curve. But once it became clear

that the disruption of the financial sector was going to affect

the real economy, the authorities were ready, as always, to

provide monetary and fiscal stimulus. Their ability to stimu-

late the economy is constrained by three factors: First, financial

innovation has run amok in recent years, and some of the re-

cently introduced markets and financial instruments have

proven unsound and are now unraveling. Second, the will-

ingness of the rest of the world to hold dollars is impaired.
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This limits the capacity of the financial authorities to engage in

countercyclical policies because these policies could set off a

flight from the dollar and raise the specter of runaway infla-

tion. The United States finds itself in a position reminiscent

of countries at the periphery. In other words, some of the ad-

vantages of being in undisputed control of the system have

been lost. Third, the capital base of the banks is severely im-

paired, and they are unable to get a good grip on their risk

exposure. Their first priority is to reduce their exposure. As a

result they are unwilling and unable to pass on to their cus-

tomers the monetary stimulus provided by the Fed. These

three factors render an economic slowdown virtually in-

evitable and turn what should have been a successful test into

the end of an era.

The three factors I have identified are closely connected

with the three defects which allowed the super-bubble to de-

velop. They are what give the super-bubble its exceptional

power. But we must beware of laying too much emphasis on

the super-bubble. We must not endow it with magical pow-

ers the way President Reagan did with the marketplace.

There is nothing predetermined or compulsory about the

boom-bust pattern. It is just one manifestation of the reflex-

ive relationships that characterize financial markets, and it

does not occur in isolation. Occasionally the pattern be-

comes so pronounced that it can be studied as if it were an

isolated phenomenon. That is the case with the housing bub-

ble, but even there the introduction of synthetic instruments

like CDOs (collateralized debt obligations), CDO2s, and tradable indexes changed the course of events. The super-

bubble, as we have seen, is more complicated because it con-

tains other bubbles and the influence of many other factors. I
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have already mentioned some of them in passing: the com-

modity boom, the rise of China, etc. I shall deal with them in

greater detail when I try to reconstruct the history of the

super-bubble. Here I want to caution against the pitfalls that

await those who seek to fit the course of events into a prede-

termined pattern; they are liable to leave many other impor-

tant factors out of account. The right way to proceed is to fit

the pattern to the actual course of events. That is how I ar-

rived at the idea of a super-bubble.

 

Reflexivity

When I speak of a new paradigm, I do not have the boom-

bust pattern in mind; I am referring to the theory of reflexivity.

The boom-bust pattern is merely a convincing example of

reflexivity. It is convincing because it describes market be-

havior that is in direct contradiction with the prevailing par-

adigm, which holds that markets tend towards equilibrium.

It ought to be particularly persuasive at the present time,

when the markets are in turmoil. The prevailing paradigm

cannot explain what is happening; the theory of reflexivity

can. The case for abandoning the prevailing paradigm is

even stronger: The belief that markets tend towards equilib-

rium is directly responsible for the current turmoil; it en-

couraged the regulators to abandon their responsibility and

rely on the market mechanism to correct its own excesses.

The idea that prices, although they may take random walks,

tend to revert to the mean served as the guiding principle for

the synthetic financial instruments and investment practices

which are currently unraveling.
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The theory of reflexivity is different in character from

equilibrium theory. Equilibrium theory claims to be a scien-

tific theory in accordance with Karl Popper’s model of scien-

tific method. It offers universally valid generalizations that

can be used reversibly to provide determinate predictions

and explanations similar to the theories of natural science.

The theory of reflexivity makes no such claim. It contends

that reflexivity, whenever it occurs, introduces an element of

indeterminacy into the course of events; therefore it would

be inappropriate to look for theories that provide determi-

nate predictions.

I believe that the theory of reflexivity can explain the cur-

rent states of affairs better than the prevailing paradigm, but

I have to admit that it cannot do what the old paradigm did.

It cannot offer generalizations in the mold of natural science. It

contends that social events are fundamentally different from

natural phenomena; they have thinking participants whose

biased views and misconceptions introduce an element of

uncertainty into the course of events. Consequently the

course of events follows a one-directional path that is not de-

termined in advance by universally valid laws, but emerges

out of the reflexive interplay between the participants’ views

and the actual state of affairs. Accordingly the theory of re-

flexivity can explain events with greater certainty than it can

predict the future. That is very different from what we have

come to expect from scientific theories. Accordingly, the the-

ory of reflexivity requires a far-reaching revision of the way

social scientists in general and economists in particular inter-

pret the world. That is what has stood in the way of reflexiv-

ity becoming the generally accepted paradigm. The severity

of the current financial crisis may facilitate a breakthrough.
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My theory has been out there for twenty years, but it has

not been taken seriously. Even I had doubts about its signifi-

cance. Admittedly I was not precise and consistent enough in

my exposition, and even now I could probably do better. But

I no longer have any doubt that the paradigm I am proposing

can explain the current state of affairs better than the prevail-

ing one. How far the new paradigm can be developed re-

mains to be seen. There is just so much that one person can

do on his own. Others need to get engaged. That is what has

prompted me to write this book.

According to the new paradigm, events in financial mar-

kets are best interpreted as a form of history. The past is

uniquely determined, the future is uncertain. Consequently

it is easier to explain how the present position has been

reached than it is to predict where it will lead. Currently not

one but several reflexive processes are at work at the same

time; that renders the range of possibilities exceptionally

wide. But explanations also run into difficulties. History, al-

though it is uniquely determined, is so overcrowded that it

would be incomprehensible unless the processes and singular

events involved were reduced to manageable numbers. That

is where the super-bubble hypothesis can be useful. In studying

history a hypothesis can help to select the events and devel-

opments that deserve consideration.

The super-bubble hypothesis could be used to create a

comprehensive financial history of the post–World War II

period, culminating in the current crisis. But that is beyond

the scope of this book, and my capacity. In the next chapter,

however, I substitute for it my experience in the financial

markets over the past fifty-five years—a personal history of

the time. I think it may be more illuminating than a detailed Soros.qxd  3/28/08  10:22 AM  Page 105

 

The Super-Bubble Hypothesis 105

historical account. After that, I turn to the problem of pro-

jecting that experience forward. I record both my outlook at

the start of this year and subsequent changes in my views.

This real-time experiment is designed to shed light on how

my approach works in practice. Following that, I begin a dis-

cussion of possible policy responses.
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Autobiography of 

a Successful Speculator

 

One of the advantages of having been engaged in the fi-

nancial markets for more than fifty years is that I have a per-

sonal memory of their evolution. In the course of my career I

have seen them change out of all recognition. Arrangements

that would be outlandish today were at one time accepted as

natural, or even unavoidable. And vice versa. Financial in-

struments and financing techniques that are in widespread

use today would have been inconceivable in earlier times. I

remember the time when I was an arbitrage trader specializ-

ing in warrants and convertible bonds. I was dreaming of cre-

ating tradable warrants out of stocks, but of course that

would not have been allowed by the regulators. I could not

have imagined the range of synthetic instruments that are

regularly traded today.

At the end of World War II, the financial industry—

banks, brokers, other financial institutions—played a very

different role in the economy than they do today. Banks and Soros.qxd  3/28/08  10:22 AM  Page 107

 

Autobiography of a Successful Speculator 107

markets were strictly regulated. The total amount of credit

outstanding in relation to the size of the economy was much

less than it is today, and the amounts that could be borrowed

against different types of collateral were also much smaller.

Mortgages required at least 20 percent down payment, and

borrowings against stocks were subject to statutory margin

requirements that restricted loans to 50 percent or less of the

value of the collateral. Auto loans, which required down pay-

ment, have been largely replaced by leases, which do not.

There were no credit cards and very little unsecured credit.

Financial institutions represented only a small percentage of

the market capitalization of U.S. stocks. Very few financial

stocks were listed on the New York Stock Exchange. Most

banks were traded over the counter, and many of them

traded only by appointment.

International financial transactions were subject to strict

regulation by most countries, and there was very little inter-

national capital movement. The Bretton Woods institutions

were set up in order to facilitate international trade and to

make up for the lack of international investment by the pri-

vate sector. They were brought into existence by the United

States in consultation with a British delegation led by John

Maynard Keynes. The British proposed and the United

States disposed. The shareholders of the Bretton Woods in-

stitutions were the governments of the developed world, but

the United States retained veto rights.

Although the international financial system was officially

on the gold standard, in effect the dollar served as the inter-

national currency. The price of gold was fixed in dollars. For

a while the countries of the British Commonwealth re-

mained tied to sterling, but as sterling kept depreciating, the Soros.qxd  3/28/08  10:22 AM  Page 108
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sterling area gradually disintegrated. In the aftermath of the

war there was an acute shortage of dollars, and the United

States embarked on the Marshall Plan to facilitate the re-

building of Europe. Gradually the dollar shortage was re-

lieved, and with the formation of the European Common

Market and the resurgence of Japan—to be imitated by the

Asian tigers—the situation was reversed. Large-scale capital

outflows, trade deficits, and the Vietnam War combined to

bring the dollar under pressure. But control of the interna-

tional financial system remained firmly in the hands of the

developed countries, with the United States in a dominant

position. When the convertibility of the dollar into gold was

suspended on August 15, 1971, the dollar remained the main

currency in which central banks kept their reserves.

I started my career as a trainee in a London merchant

bank in 1953 or 1954, and learned arbitrage trading in

stocks. Arbitrage means trying to take advantage of slight

price differences between different markets. International

trading at the time was mainly confined to oil and gold

stocks, and it required the use of a special type of currency

known as switch sterling, or premium dollars. Official ex-

change rates were fixed, but the currencies used for capital

transactions fluctuated beyond the official band according to

supply and demand.

I moved to the United States in 1956. After the formation of

the European Common Market, there was a lively interest in

investing in European securities, and I became actively in-

volved as a trader, security analyst, and salesman. The busi-

ness came to an abrupt end in 1963 when President John F.

Kennedy introduced a so-called interest equalization tax,

which effectively imposed a 15 percent surcharge on the pur-
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chase of foreign securities abroad. Gradually I shifted my at-

tention to U.S. securities, first as an analyst and then as a

hedge fund manager. I belong to the first generation of

hedge fund managers. There was not more than a handful of us

when I started.

As an analyst I witnessed the gradual awakening of the

banking industry. In 1972 I wrote a report entitled “The

Case for Growth Banks.” Banks at the time were considered

the stodgiest of institutions. Managements had been trauma-

tized by the failures of the 1930s, and safety was the para-

mount consideration, overshadowing profit or growth. The

structure of the industry was practically frozen by regulation.

Expansion across state lines was prohibited, and in some

states even branch banking was outlawed. A dull business at-

tracted dull people, and there was little movement or innova-

tion in the industry. Bank stocks were ignored by investors

looking for capital gains.

In my report I argued that conditions were changing, but

the changes were not recognized by investors. A new breed

of bankers was emerging who had been educated in business

schools and thought in terms of bottom-line profits. The

spiritual center of the new school of thinking was First Na-

tional City Bank under the leadership of Walter Wriston,

and people trained there were fanning out and occupying top

spots at other banks. New kinds of financial instruments

were being introduced, and some banks were beginning to

utilize their capital more aggressively and putting together

very creditable earnings performances. The better banks

showed a return on equity in excess of 13 percent. In any

other industry, such a return on equity, combined with per-
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been rewarded by the shares selling at a decent premium

over asset value, but bank shares were selling at little or no

premium. Yet many banks had reached the point where they

were pushing against the limits of what was considered pru-

dent leverage by the standards of the time. If they wanted to

continue growing they would need to raise additional equity

capital. It was against this background that First National

City hosted a dinner for security analysts—an unheard-of

event in the banking industry.

That is what prompted me to publish my report in which I

argued that bank stocks were about to come alive because

managements had a good story to tell, and they had started

telling it. Bank stocks did, in fact, have a good move in 1972,

and I made about 50 percent on the bouquet of growth bank

stocks I had bought for my hedge fund.

Then came the first oil shock of 1973, and the money center

banks became involved in the recycling of petro-dollars.

That is when the Euro-dollar market was born, and the great

international lending boom began. Most of the business was

conducted abroad, and United States banks formed holding

companies to escape regulation at home. Many new financial

instruments and financing techniques were invented, and

banking became a much more sophisticated business than it

had been only a few years earlier. There was a veritable ex-

plosion of international credit between 1973 and 1979. It was

the foundation of the worldwide inflationary boom of the

1970s. The United States did not participate in the boom. It

suffered from stagflation—a combination of rising inflation

and high unemployment.

In 1979 a second oil shock reinforced the inflationary

pressures. In order to bring inflation under control, the Fed-
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eral Reserve adopted the monetarist doctrine propounded by

Milton Friedman. Instead of controlling short-term interest

rates, as it had done hitherto, the Federal Reserve fixed tar-

gets for money supply and allowed the rate on federal funds

to fluctuate freely. The Federal Reserve’s new policy was in-

troduced in October 1979, and interest rates were already at

record levels when President Ronald Reagan took office.

President Reagan believed in supply-side economics and a

strong military posture. In his first budget, he cut taxes and

increased military spending simultaneously. Although a con-

certed effort was made to reduce domestic spending, the sav-

ings were not large enough to offset the other two items.

The path of least resistance led to a large budget deficit.

Since the budget deficit had to be financed within the limits

of strict money supply targets, interest rates rose to unprece-

dented heights. Instead of economic expansion, the conflict

between fiscal and monetary policy brought on a severe re-

cession. Unexpectedly high interest rates, combined with a

recession in the United States, prompted Mexico to threaten

defaulting on its international debt obligations in August

1982. That was the inception of the international banking

crisis of the 1980s, which devastated Latin America and

other developing economies.

The Federal Reserve responded to the crisis by relaxing

its grip on the money supply. The budget deficit was just be-

ginning to accelerate. With the brakes released, the economy

took off, and the recovery was as vigorous as the recession

had been severe. It was aided by a spending spree by both the

household and the corporate sectors, and it was abetted by

the banking system. Military spending was just gearing up;

the household sector enjoyed rising real incomes; the corpo-
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rate sector benefited from accelerated depreciation and

other tax concessions. Banks were eager to lend because

practically any new lending had the effect of improving the

quality of their loan portfolios. The demand emanating from

all these sources was so strong that interest rates, after an initial

decline, stabilized at historically high levels and eventually

began to rise again. Foreign capital was attracted, partly by

the high return on financial assets and partly by the confi-

dence inspired by President Reagan. The dollar strength-

ened, and a strengthening currency combined with a positive

interest rate differential made the move into the dollar irre-

sistible. The strong dollar attracted imports, which helped to

satisfy excess demand and to keep down the price level. A

self-reinforcing process was set into motion in which a

strong economy, a strong currency, a large budget deficit,

and a large trade deficit mutually reinforced each other to

produce noninflationary growth. In The Alchemy of Finance I called this circular relationship Reagan’s Imperial Circle be-

cause it financed a strong military posture by attracting both

goods and capital from abroad. This made the circle benign

at the center and vicious at the periphery.* This was the be-

ginning of the United States’ current account deficit and the

emergence of the United States as consumer of last resort

that continued, with many gyrations, to the present day.

The international banking crisis was contained by the ac-

tive and imaginative intervention of the authorities. Provid-

ing liquidity to the banking system was not enough. The

amounts owed by sovereign borrowers far exceeded the

*I used Reagan’s Imperial Circle as an example of a circular reflexive process as

distinct from the boom-bust model.
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banks’ own capital; if the countries in question had been al-

lowed to go into default, the banking system would have be-

come insolvent. The last time that happened was in 1932,

and it caused the Great Depression. Because of that experi-

ence such an outcome was unacceptable. Accordingly, the

central banks exceeded their traditional role and banded to-

gether to bail out the debtor countries. A precedent of sorts

had been established in England in 1974, when the Bank of

England decided to bail out the so-called fringe banks that

were outside its sphere of responsibility rather than to allow

the clearing banks, from whom the fringe banks had bor-

rowed heavily, to come under suspicion.* But the crisis of

1982 was the first time that the strategy of bailing out the

debtors was applied on an international scale.

The central banks did not have sufficient authority to exe-

cute such a strategy, and makeshift arrangements had to be

made in which the governments of all the creditor countries

participated and the International Monetary Fund (IMF)

played a key role. Rescue packages were put together for one

country after another. Typically, commercial banks extended

their commitments, the international monetary institutions

injected new cash, and the debtor countries agreed to austerity

programs designed to improve their balance of payments. In

most cases, the commercial banks also had to come up with

additional cash, enabling the debtor countries to stay current

on their interest payments. The rescue packages constituted

a remarkable achievement in international cooperation. The

participants included the IMF, the Bank of International Set-

tlements, a number of governments and central banks, and a

*This was, in turn, a precedent for the bailout of Bear Stearns in March 2008.
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much larger number of commercial banks. In the case of

Mexico, for instance, there were more than five hundred

commercial banks involved.

I became a close student of the crisis and its resolution be-

cause I was fascinated by the systemic issues involved. I wrote

a series of reports, distributed by Morgan Stanley, in which I

analyzed the makeshift solution developed by the interna-

tional financial authorities. I called it the Collective System

of Lending. The Collective was held together by the fear of

insolvency. Accordingly the integrity of the debt had to be

preserved at all costs. That left the debtor countries to fend

for themselves; they were granted some concessions on the

terms of debt service, but each concession added to their fu-

ture obligations. The debtor countries accepted this treat-

ment in order to maintain access to capital markets and to

avoid seizure of assets and because of fear of the unknown.

The austerity programs did improve their trade balances, but

in some cases the improvement could not keep pace with the

accumulation of debt. Recognizing the problem, banks were

building bad debt reserves; but at the time I reviewed the situ-

ation in The Alchemy of Finance, no way had been found to pass these reserves on to the debtor countries without de-

stroying the principle that held the Collective together.

Eventually the problem was solved by the introduction of

Brady bonds, but most of Latin America lost a decade of

growth.

On previous occasions credit crises led to stricter regula-

tions of the offending entities in order to prevent a recur-

rence. But under the influence of market fundamentalism,

which became the dominant creed in the Reagan years, the

international banking crisis led to the opposite outcome:
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Banks in the United States were granted greater freedom to

make money. Practically all the restrictions that had been im-

posed on them in the Great Depression were gradually re-

moved. They were allowed to expand their branches, merge

across state lines, and enter new lines of business. The sepa-

ration of investment banking and commercial banking faded

until it disappeared altogether. Having been penalized by the

Collective System of Lending, banks were anxious to avoid

holding loans on their balance sheets; they preferred to pack-

age them and sell them off to investors who were not subject

to supervision and persuasion by the regulatory authorities.

Ever more sophisticated financial instruments were in-

vented, and new ways to keep assets off balance sheets were

found. That was when the super-bubble really took off.

The newly invented financial instruments and the newly

introduced trading and financing techniques suffered from a

fatal flaw. They were based on the assumption that financial

markets tend towards equilibrium: They may temporarily

deviate from it, but the deviations take the form of a random

walk; eventually values revert to the established mean. Ac-

cordingly past experience was supposed to provide a reliable

guide to the future. This assumption left out of account the

impact of the new instruments and new techniques which

changed the functioning of financial markets out of all recog-

nition. I could vouch for that from personal experience:

When I returned to the markets in the early 1990s after a few

years’ absence, I could not find my way around.

I date the inception of both globalization and the super-

bubble to 1980, when Ronald Reagan and Margaret

Thatcher came to power. The period since then was punctu-

ated by occasional breakdowns in particular market seg-
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ments. The international lending spree of the 1970s turned

into the international banking crisis in 1982. The excessive

use of portfolio insurance turned a stock market downdraft

into an unprecedentedly steep drop in October 1987. Port-

folio insurance involved the use of knock-out options. Be-

cause they were used on a large scale they could not be

exercised without causing a catastrophic discontinuity. Simi-

lar episodes occurred on a smaller scale in other markets; I

witnessed one in the dollar-yen exchange rate. The slicing up

of mortgages into tranches caused a mini crash in the “toxic

waste” tranche in 1994, which claimed a few victims. The

Russian default in the emerging market crisis of 1998 led

to the insolvency of Long-Term Capital Management

(LTCM), a very large hedge fund using very high leverage,

which threatened the stability of the financial system. It

prompted the Fed to lower interest rates and arrange a coop-

erative rescue of LTCM by its lenders. These incidents did

not lead to any regulatory reforms; on the contrary, the abil-

ity of the system to withstand these stresses reaffirmed the

prevailing market fundamentalist creed and led to further re-

laxation of the regulatory environment.

Then came the technology bubble that burst in 2000 and

the terrorist attack of September 11, 2001. To prevent a re-

cession, the Fed lowered the federal funds rate to 1 percent

and kept it there until June 2004. That engendered the hous-

ing bubble, in which financial innovations played a major

role. With the spreading of risks, more risks could be taken.

Unfortunately, the risks were passed on from those who were

supposed to know them to others who were less familiar with

them. What is worse, the newly invented methods and in-

struments were so sophisticated that the regulatory authori-
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ties lost the ability to calculate the risks involved. They came to

depend on the risk control methods developed by the institu-

tions themselves. The latest international agreement on the

capital adequacy requirements of banks—Basel 2—allows

the largest banks to rely on their own risk management sys-

tems. Something similar happened to the rating agencies

who were supposed to evaluate the creditworthiness of the fi-

nancial instruments. They came to rely on the calculations

provided by the issuers of those instruments.

I find this the most shocking abdication of responsibility

on the part of the regulators. If they could not calculate the

risk, they should not have allowed the institutions under

their supervision to undertake them. The risk models of the

banks were based on the assumption that the system itself is

stable. But, contrary to market fundamentalist beliefs, the

stability of financial markets is not assured; it has to be ac-

tively maintained by the authorities. By relying on the risk

calculations of the market participants, the regulators pulled

up the anchor and unleashed a period of uncontrolled credit

expansion. Specifically, value-at-risk (VAR) calculations are

based on past experience. With unchecked credit expansions,

the past became a poor guide to current conditions. VAR cal-

culations allowed for two or three standard deviations.

Higher standard deviations, which ought to have been ex-

tremely scarce, occurred with greater frequency. This ought

to have been a warning signal, but it was largely ignored by

regulators and participants alike. All they did was to intro-

duce stress tests to measure how well they were prepared for

the unexpected.

Similarly, the various synthetic mortgage securities were
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United States taken as a whole never declines; individual re-

gions may fluctuate, but the market as a whole is stable. That is

what made securities spreading the risk over various regions

seem more secure than individual mortgages. That assump-

tion ignored the possibility of a nationwide housing bubble

of the magnitude that actually occurred.

The regulatory authorities ought to have known better.

After all, they had to intervene from time to time, and they

knew that their intervention engendered a moral hazard.

They paid lip service to the moral hazard, but when the chips

were down they came to the rescue of institutions that were

too big to fail. They knew that their intervention introduced

asymmetric incentives that favored ever-increasing credit ex-

pansion, yet they were so carried away by the prevailing market

fundamentalist mood and their own success that they came

to believe that markets can self-regulate. That is how credit

expansion came to reach unsustainable levels.

The right time to constrain credit expansion is during the

expansionary phase. Central banks do respond to price and

wage inflation but do not feel called upon to prevent asset

price inflation.* Alan Greenspan did inveigh against the “ir-

rational exuberance” of the stock market in December 1996

but did not go beyond words and stopped talking about it

when his words did not have the desired affect. Greenspan

had a more profound understanding of the economic pro-

cesses than most experts, and he knew how to use the manipu-

lative function in expressing his views. I was impressed by his

forward-looking, dynamic approach, which stood in sharp

*The Federal Reserve focuses on so-called core prices, excluding energy and

food.
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contrast to the static, rearview-mirror assessment of Euro-

pean central bankers. He can be faulted, however, for allow-

ing his Ayn Rand–inspired political views to intrude into his

conduct as chairman of the Federal Reserve more than

would have been appropriate. He supported the Bush tax

cuts for the top 1 percent of the population and argued that

the budget deficit should be reduced by cutting social ser-

vices and discretionary spending. And keeping federal funds

at 1 percent longer than necessary could have had something

to do with the 2004 elections. Responsibility for the real es-

tate bubble can be justly laid at his feet.

Ben Bernanke is more of a theoretician and does not have

Greenspan’s manipulative skills. He and the Bank of En-

gland’s Mervyn King were acutely concerned with the moral

hazard, and this had much to do with their belated response

to the bursting of the housing bubble in 2007. The authori-

ties consistently ignored or underestimated the abuses and

excesses in the mortgage industry and their effect on the real

economy. That is how the Federal Reserve fell so far behind

the curve. The Federal Reserve had the legal authority to

regulate the mortgage industry, which it failed to exercise.

The Treasury also remained totally passive during this pe-

riod and became active only when the crisis was well ad-

vanced. It introduced new regulations for the mortgage

industry only after the industry ground to a standstill, and it

confined itself to encouraging voluntary cooperation among

lenders to mitigate the damage. That approach had worked

in the international banking crisis of the 1980s because cen-

tral banks could wield direct influence over the commercial

banks involved. But the current crisis is incomparably more
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repackaged, and resold, and voluntary cooperation among

unknown participants is difficult if not impossible to arrange.

The attempt to create a so-called super-SIV (structured in-

vestment vehicle) to forestall the threat that SIVs would have

to dump their assets was stillborn; and arrangements to pro-

vide relief to people who face a sudden jump in interest pay-

ments as their teaser rates expire in the next eighteen months

will have only very limited effect. Mortgage service compa-

nies are overwhelmed and have no financial incentive to

arrange for voluntary adjustments. There are some 2.3 mil-

lion people in that category, many of whom have been duped

by unscrupulous lenders. Altogether, the housing crisis will

have far-reaching social consequences. One cannot expect

this administration to do much about it. It will fall to the next

administration to deal with a dismal reality. By that time it

will be clearer exactly how dismal it is.

I was watching the evolution of the housing bubble from

afar because I was not actively engaged in managing my

funds. After my partner who ran the fund left in 2001, I con-

verted my hedge fund into a less aggressively managed vehi-

cle and renamed it an “endowment fund” whose primary task

was to manage the assets of my foundations. Most of the

money was farmed out to outside managers. Nevertheless, I

could clearly see that a super-bubble was developing, and it

was bound to end badly. I was on record predicting it in a

book published in 2006. And I was not alone. The invest-

ment community was sharply divided between old fogeys

like me and a younger generation who knew how to use the

new instruments and techniques and believed in them. Of

course, there were exceptions among them. One of them
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default of subprime mortgages, which returned a manifold

profit on the premium he paid. I invited him to lunch to find

out how he did it.

When the crisis erupted in August 2007, I considered the

situation grave enough that I did not feel comfortable leav-

ing the management of my fortune to others. I resumed con-

trol by establishing a “macro” trading account that gave the

fund an overall posture overriding the positions managed by

others. I believed that the developed world, particularly the

United States, was heading for serious trouble, but there

were powerful positive forces at work in other parts of the

world, notably China, India, and some of the oil- and raw

material–producing countries. We had built up substantial

investment positions in the stock markets of those countries.

I wanted to protect these positions by establishing substan-

tial short positions in the developed world. I could use only

blunt instruments like tradable stock indexes and currencies

because I lacked detailed knowledge. Even so, the strategy

was reasonably successful. It was not without ups and downs.

The market became extremely volatile, and it took a lot of

nerve to hold on to the short positions.
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My Outlook for 2008

 

In The Alchemy of Finance I conducted a real-time experi-ment where I documented my decision making as a hedge

fund manager at the same time as I was making those deci-

sions. I will repeat the exercise here.

 

January 1, 2008

The theory of reflexivity does not offer any firm predic-

tions. It does help, however, to formulate some conjectures

on what the future may hold in store.

1. A sixty-year period of credit expansion based on the

United States exploiting its position at the center of the

global financial system and its control over the international

reserve currency has come to an end. The current financial

crisis will have more severe and longer-lasting consequences

than similar crises in the past. Every crisis involves a tempo-

rary credit contraction. The central banks will be able to pro-
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vide temporary liquidity, as they did in the past, so that the

acute phase of the crisis will be contained as usual; the inter-

national banking system will not break down as it did in the

1930s. But on previous occasions each crisis was followed by

a new period of economic growth stimulated by easy money

and new forms of credit growth. This time it will take much

longer for growth to resume. The ability of the Federal Re-

serve to lower interest rates will be constrained by the un-

willingness of the rest of the world to hold dollars and

long-term dollar obligations. Some recently introduced fi-

nancial instruments will have proven unsound and will go

out of use. Some major financial institutions may yet prove

insolvent, and credit will be harder to get. The extent of

credit available for a given collateral will definitely shrink,

and its cost will rise. The desire to borrow and take risk is

also likely to abate. And one of the major sources of credit ex-

pansion, the United States’ current account deficit, has defi-

nitely peaked. All this is bound to affect the U.S. economy

negatively.

2. One can expect some longer-lasting changes in the

character of banking and investment banking. These have

been growth industries since 1972, launching ever more so-

phisticated new products and enjoying ever looser regula-

tion. I expect this trend to be reversed. Regulators will try to

regain control over the activities of the industry they are sup-

posed to supervise. How far they will go will depend on the

severity of the damage. If taxpayers’ money is used, Congress

will get involved. Finance constituted 14 percent of U.S.

stock market capitalization at the end of the 1980s, 15 per-
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2006; I expect the percentage to be significantly lower ten

years from now. On March 14, 2008, it was 18.2 percent.*

3. There are no grounds, however, for predicting a pro-

longed period of credit contraction or economic decline in

the world as a whole because there are countervailing forces

at work. China, India, and sbome oil-producing countries

are experiencing dynamic developments which may not be

significantly disrupted by the financial crisis and a recession

in the United States. The United States recession itself will

be cushioned by an improvement in the current account

deficit.

4. The United States during the Bush administration

failed to exercise proper political leadership. As a result the

United States has suffered a precipitous decline in its power

and influence in the world. The invasion of Iraq has much to

do with the rise in the price of oil and the unwillingness of

the rest of the world to hold dollars. A recession in the

United States and the resilience of China, India, and the oil-

producing countries will reinforce the decline in the power

and influence of the United States. A significant part of the

monetary reserves currently held in United States govern-

ment bonds will be converted into real assets. This will rein-

force and extend the current commodity boom and create

inflationary pressures. The decline of the dollar as the gener-

ally accepted reserve currency will have far-reaching political

consequences and raise the specter of a breakdown in the

prevailing world order. Generally speaking, we are liable to

*Factset Research Systems Inc (analytical database). Finance includes major

banks, regional banks, savings banks, finance leasing, investment banks, invest-

ment managers, financial conglomerates, insurance companies, and real estate

investment trusts.
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pass through a period of great uncertainty and destruction of

financial wealth before a new order emerges.

These insights are too general to be of much use in practical

decision making, but the theory itself, combined with known

facts, does not carry us any further. Indeed, I was pushing the

limits to get this far. To be more specific one needs to engage in

guesswork.

As we enter the new year I find financial markets too pre-

occupied with the liquidity crisis and not sufficiently aware

of the long-term consequences. The central banks know how

to provide liquidity and will do so, whatever it takes. They

have already provided larger amounts against a wider range

of collateral than ever before. So the acute phase of the crisis is

bound to abate, but the fallout is yet to come. Both investors

and the general public suffer from a misconception. They

believe that the financial authorities—the Federal Reserve

and the administration—will do whatever it takes to avoid a

recession. I believe that they are not in a position to do so

partly because of the commodity boom and partly because of

the vulnerability of the dollar (the two are mutually self-rein-

forcing). The world’s willingness to hold dollars has been

shaken. There are already too many dollars sloshing around,

and the holders are eager to diversify. The major alternative

reserve currency, the euro, has already been bid up to unsus-

tainable levels, yet it is still under upward pressure. The fact

that the Chinese renminbi has appreciated less than the euro

has created tremendous trade frictions between China and

Europe, and something has to give. I believe the renminbi

will be allowed to appreciate at a faster rate. The forward
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annum, and I believe the actual appreciation will be higher,

although I cannot tell by how much. The Chinese authori-

ties are hard to read, but there are a number of reasons why

they should move in that direction. Most important is the

threat of protectionism in the United States and now in Eu-

rope. An appreciating currency helps to moderate the irrita-

tion caused by a large trade surplus. It also helps moderate

price inflation, which has become a problem for China. Since

the inflation is driven mainly by the cost of imported fuel and

food, currency appreciation is a direct antidote. In the past,

there was resistance to a higher renminbi from the agricul-

tural sector; with the rise in food prices, that consideration

will carry less weight. All this is to the good. But a rising ren-

minbi creates problems which are not properly understood.

The problem for China is that the real cost of capital is al-

ready negative, and faster currency appreciation pushes it

further into negative territory. This creates an asset bubble.

The process is already underway. Real estate is booming, and

the Shanghai stock market index appreciated by 97 percent

in 2007 and altogether by 420 percent since July 2005* when a

four-year bear market ended. For reasons I shall explain in

greater detail later, the bubble is still in an early stage, but it

may be difficult to avoid a financial crisis later.

The problem for the United States is that a rising ren-

minbi will cause prices at Wal-Mart to rise. A little inflation

in a recessionary environment might be a good thing, but the

Federal Reserve has to be concerned about the stability of

the currency. I believe the Fed will continue to lower interest

*420 percent is the percentage change from the low close on July 11, 2005, to

end 2007.
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rates at a measured pace—1/4 percent every Open Market

Committee meeting, probably without interruption—but a

point will come when long-term interest rates will rise in re-

sponse instead of falling. At that point the Fed will have

reached the limits of its ability to stimulate the economy.

Again, I do not know when this point will be reached, but I

suspect it will be sooner rather than later.

There is much uncertainty about the prospect for a reces-

sion. Most economic forecasts still rate the chances at less

than 50 percent. I cannot understand that. Housing prices

will have to fall at least 20 percent over the next five years to

get back to a normal relationship to household income. My

boom-bust theory tells me that prices have to temporarily

fall below the normal relationship in order to clear the mar-

ket. This means that prices would have to fall by more than

20 percent within a year or so, or the market will not clear for

years. At present the market is not clearing, as the latest sta-

tistics show. A decline of such magnitude is bound to affect

consumer spending, employment, and overall business activity.

The only countervailing force is the strength in exports, but

that is bound to abate as the rest of the world slows down.

Consumer spending has been remarkably resilient, and ex-

pectations are definitely erring on the positive side, with 65

percent of house owners expecting the value of their houses

to moderately appreciate. My boom-bust theory tells me that

participants will have to err on the negative side before the

economy can turn positive. Whether we are in a recession

now is questionable; that we shall slip into recession in the

course of 2008 I consider a certainty.

The unraveling of the financial institutions has not yet run
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unpleasant surprises, and a recession is bound to cause fur-

ther deterioration. There may be some additional shoes to

drop. Collateralized debt obligations based on commercial

real estate, particularly shopping malls, could easily unravel.

Banks sold credit default swaps against their balance sheets,

and as the recession progresses there may be some defaults.

Markets will not be fully reassured until all the hidden liabili-

ties are fully disclosed. The major investment banks have

been very diligent in replenishing their balance sheets by

raising capital, mainly from sovereign wealth funds, which

hold out the promise of becoming the banking industry’s sal-

vation, but their appetite may soon become satiated. This

may be yet another case where risks are transferred to those

who understand them less well, and the prices paid by the

first investors may prove to have been too high.

Europe is liable to be affected almost as badly as the

United States. Spain, with its own real estate bubble, and the

United Kingdom, given the importance of London as a fi-

nancial center, are particularly vulnerable. European banks

and pension funds are even more heavily weighed down with

assets of doubtful value than American banks, and the over-

valuation of the euro and sterling is going to hurt European

economies. The Japanese economy is also doing poorly. The

developed countries, taken together, make up 70 percent of

the world economy. Nevertheless, I question whether the

global economy will go into recession because of the very fa-

vorable dynamics that prevail in the oil-rich countries and

some of the developing economies. Conventional wisdom

says that when the United States sneezes the rest of the world

catches cold. That used to be true, but no longer.
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China is undergoing a radical structural transformation,

and the asset bubble engendered by negative real interest

rates is facilitating the process. State-owned enterprises are

being transferred into private hands, and managements usu-

ally end up with significant stakes. Skillful managers used to

make money on the side; now they find it advantageous to

make money for the companies they manage and, to an in-

creasing extent, own. Stocks listed on the Shanghai Stock

Exchange may appear overvalued by conventional yardsticks

(over forty times next year’s earnings), but appearances may

be deceptive when the motivation of management changes.

No doubt a bubble is in formation, but it is in a relatively

early stage, and there are powerful interests at work to keep

the bubble going. The economic elite are eager to convert

the perks of office they currently enjoy into ownership of

property that they can pass on to their heirs. There is a long

queue of companies whose managers are eager to get rid of

state ownership, and they do not want to see the process in-

terrupted. Nothing is quite as profitable as investing in an

early-stage bubble.

I visited China in October 2005, and although I was no

longer actively making investments, I saw greater opportuni-

ties there than at any time in my career. The Chinese econ-

omy had been growing at better than 10 percent a year over

the past decade, but corporate earnings were not keeping

pace with growth, and, after the initial euphoria that is char-

acteristic of newly established stock markets, stocks had been

in a bear market for the preceding four years. The govern-

ment had just announced a scheme whereby all state-owned

shares would become tradable within twenty-four months. I
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saw the opportunity of a lifetime, but I was not willing to go

back into active money management, and I could not find a

suitable Chinese partner. We did put some money to work in

China, but, as always in these cases, not enough. The Shanghai

index has risen by more than 400 percent since then.

China is exerting considerable influence on other emerg-

ing economies. It has shown an insatiable appetite for raw

materials, and it has been the main motor of the boom in

commodities and dry cargo shipping. In spite of the expected

slowdown in the world economy, the price for iron ore is ex-

pected to rise at least 30 percent next year, with China as the

largest customer. China has embarked on a shopping spree

for mining, oil, and other raw material–producing compa-

nies. It is also ready to extend long-term credit on concession-

ary rates to African countries. It has come to rival the West as

the source of capital inflows into Africa. China has also be-

come the major trading partner of many Asian countries. (It is

also becoming the largest producer of greenhouse gases in the

world, but that is not the topic of discussion here.)

Undoubtedly, the recession in the developed world will

adversely affect Chinese exports, but the domestic economy,

and investments in and exports to the developing world,

could take up much of the slack. The rate of growth will slow

down, but the bubble, fueled by negative real interest rates,

will continue to grow. The stock market index will certainly

not continue to rise at the rate at which it did last year. In-

deed, it may not rise at all, but the volume of new issues and

the total size of the market will continue to grow unabated.

The structural transformation of the economy will become

more pronounced. Loss-making state-owned enterprises
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enterprises—spin-offs from state-owned enterprises which

are well managed and justify their high stock prices by ab-

sorbing additional assets from their mother company—will

become a dominant feature of the market. The process will

be somewhat similar to what I described as merger mania in

the chapter “The ‘Oligopolarization’ of America” in The Alchemy of Finance, but much more dramatic. It may or may not come to a bad end, but in any case the end is several years

away. In my judgment, China will sail through the current fi-

nancial crisis and subsequent recession with flying colors and

gain considerable relative strength.

The longer-term outlook for China is highly uncertain. It

would not be surprising if the currently developing bubble

ended in a financial crisis several years down the road. I said

long ago that communism in China is likely to be brought to

an end by a capitalist crisis. Alternatively, the transformation

of China into a capitalist economy may be accomplished

without a financial crisis. Either way, China is likely to chal-

lenge the supremacy of the United States much sooner than

could have been expected when George W. Bush was elected

president. What an ironic outcome for the Project for a New

American Century! How to accommodate a surging China

within the world order will be one of the most challenging

tasks for the incoming administration.

I visited India at Christmastime in 2006, and I was even

more positively impressed from an investment point of view

than with China because India is a democracy with the rule

of law. Moreover, it was technically easier to invest in India

than in China. Market averages have more than doubled

since that time. India used to grow at 3.5 percent per annum,
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has now more than doubled. The groundwork of economic

reforms was laid by the present prime minister, Manmohan

Singh, when he was finance minister more than a decade ago,

and it took some time for the dynamics of the economy to

change. Information technology outsourcing served as the

catalyst. Its growth was phenomenal. Last year India ac-

counted for more than half the new jobs in that industry

worldwide, but even today it represents less than 1 percent of

total employment in India. The industry has passed its peak

of profitability. There is a shortage of qualified labor, and

profit margins are hurt by the appreciation of the currency.

But the dynamics have spread to the rest of the economy.

The most spectacular has been the rise of the Ambani

brothers. When their father, the founder of Reliance Indus-

tries, died, the brothers divided his empire among them and

are now trying to outdo each other. Their activities range

from oil refining, petrochemicals, and offshore natural gas

production, to financial services and cellular telephones. The

discovery of offshore natural gas promises to make India en-

ergy self-sufficient within the next few years. Mukesh Ambani

is using the cash flow from its oil and gas business to set up

Reliance Retail, bringing food directly from the grower to the

consumer—a bold project that seeks to cut the differential be-

tween consumer and producer prices by more than half.

India’s infrastructure lags far behind China’s, but infra-

structure investment is beginning to pick up, helped by do-

mestic savings and capital inflows from the oil-rich Gulf

States, which have large expatriate Indian populations. In

these circumstances, I expect the Indian economy to perform

well, although, after its stellar performance, the stock market

may be vulnerable to correction.
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Another source of strength for the world economy is to be

found in some of the oil-producing countries of the Middle

East (I don’t discuss Russia because I don’t want to invest

there). These states are accumulating reserves at an impres-

sive rate, by $122 billion in 2006 and by an estimated $114

billion in 2007, to a reserve level of $545 billion.* They are

eager to diversify out of dollar denominated bonds and have

all set up sovereign wealth funds whose assets are growing

rapidly. The Gulf States have decided to invest in developing

their own economies by exploiting their access to cheap en-

ergy, building oil refining and petrochemical plants, alu-

minum smelters, and other heavy industries at a rate which is

limited only by the shortage of labor and equipment. Due to

their competitive advantage, they are likely to become domi-

nant factors in these industries. Abu Dhabi has decided to es-

tablish a metropolis to rival Dubai. With over a trillion

dollars in reserves and a population of 1.6 million (80 percent

are expatriates), they can afford to do so. The forced pace of

development has created inflationary pressures and there is a

strong case for unpegging the currencies from the dollar.

Kuwait has already done so, but the other states, particularly

Saudi Arabia, have been dissuaded from following Kuwait’s

example by strong political pressure from Washington. The

dollar pegs, coupled with domestic inflation, have brought

about negative real interest rates. The stock markets of the

Gulf States are emerging from a severe crash that followed

*International Monetary Fund World Economic and Financial Surveys, Octo-

ber 2007. The countries behind these numbers include: Bahrain, Iran, Iraq,

Kuwait, Libya, Oman, Qatar, Saudi Arabia, and the United Arab Emirates.

Saudi Arabia’s gross reserves include investments in foreign securities, which are

excluded in the reporting of official reserves.
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the initial euphoria, and negative real interest rates are at-

tracting capital inflows from abroad, just as in China. That is

the perverse effect of dollar pegs, although in the case of the

Gulf States—with the exception of Kuwait—the peg is not

crawling. I believe the dynamics are strong enough—despite

the political risks posed by Iran—to withstand a worldwide

slowdown. Any lowering of interest rates in the United

States would increase the pressure to break the peg.

Sovereign wealth funds are becoming important players in

the international financial system. Their current size is esti-

mated at about $2.5 trillion, and they are growing rapidly.

They have already invested $28.65 billion in ailing financial

institutions.* China has allocated $5 billion to investing in

Africa. Sovereign wealth funds are likely to emerge as lenders

and investors of last resort similar to the role that Japan sought

to play after the stock market crash of 1987. But the sovereign

wealth funds are more diverse than the Japanese financial in-

stitutions were, and they are likely to follow divergent paths.

The financial crisis is likely to make them more welcome in

the West than they would have been otherwise. It will be re-

called that a Chinese state-owned oil company, China Na-

tional Offshore Oil Corporation, ran into political opposition

when it tried to acquire Unocal, as did a Dubai company, DP

World, when it sought to take control of American port facili-

ties. To the extent that one can generalize, sovereign wealth

funds are likely to favor investing in the developing world,

*July 13, 2007, Temasek Holdings, $2.0 billion in Barclays PLC; November 26,

2007, Abu Dhabi Investment Authority, $7.5 billion in Citigroup Inc.; Decem-

ber 10, 2007, Government of Singapore Investment Corp., $9.75 billion in UBS

AG; December 19, 2007, China Investment Corp. $5.0 billion in Morgan Stanley;

December 24, 2007, Temasek Holdings, at least $4.4 billion in Merrill Lynch.
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limited only by the absorptive capacity of those countries.

That is likely to reinforce the positive performance of the de-

veloping economies. Sovereign wealth funds are also likely

to become significant stakeholders in the United States

economy unless prevented by protectionist measures.

Whether the global slowdown will turn into a global re-

cession is an open question. One can, however, predict with a

fair degree of certainty that the developing world will per-

form much better than the developed countries. This may

set up an eventual reversal, when the investments in raw ma-

terial production will have created overcapacity.

In 2007, being long in emerging markets and short in the

stock markets of the developed world was a rewarding invest-

ment strategy. I expect that this will continue to be the case in

2008 but with a significant shift of emphasis from being net

long to being net short. Due to the change in character of my

fund from a pure hedge fund to an endowment fund, and my

reduced role in managing it, I do not consider it appropriate

to give a detailed account of our investment positions as I did in

the real-time experiment published in The Alchemy of Fi-nance. I can, however, summarize my investment strategy for 2008 in one sentence: short U.S. and European stocks, U.S.

ten-year government bonds, and the U.S. dollar; long Chi-

nese, Indian, and Gulf States stocks and non-U.S. currencies.

 

January 6, 2008

The real-time experiment is off to a better start than I

expected. We are making money both with our longs and
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U.S. government bonds is working against us, but this was to

be expected; bonds and stocks tend to move in opposite di-

rections. I took on the position knowing that I may be early,

but with a depreciating dollar I believe it will eventually

prove to be right, and in the meantime it reduces the volatil-

ity of the portfolio. In keeping with our character of an en-

dowment fund rather than a regular hedge fund, our

exposure is relatively modest: less than half our equity in any

one direction. Nevertheless, the fund is up more than 3 per-

cent in three trading days.

I started thinking about when to cover my short positions.

Certainly not yet. The market has just started to recognize

that a recession is in store; it has to fall below the lows of

2007. For the next six months the surprises are likely to be on

the negative side. I do not expect this administration to be

capable of producing any policy measures that would mean-

ingfully improve the situation. The market may, of course,

establish a tradable bottom sooner than six months—I am

not very good at picking bottoms.

 

March 10, 2008

I got the big picture right in my predictions for 2008, but

there were some minor deviations which have had a major

impact both on the course of events and on our investment

performance.

• The disruption of the financial system has been worse than I

expected. Markets that I did not even know existed—such

as the auction-rated municipal bond market—fell apart.
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Credit spreads continued to widen, and losses continued

to mount. Banks and brokers have recently raised their

margin requirements, and leveraged hedge funds are

forced to deleverage. Some are being liquidated. There

are still some shoes left to drop; the gigantic credit default

swap market has yet to unravel. Write-offs are likely to

peak in the first quarter of 2008. There may be further

losses in later quarters, but not at the same rate.

• Commodity markets stayed stronger than I expected. The

rise in iron ore prices was 60 percent, not 30 percent.

Gold is approaching $1,000 an ounce.

• The Federal Reserve swung around more violently than I

expected. It dropped the federal funds rate by an unprece-

dented three-quarter percent in an emergency meeting on

January 22 and moved another half percent at its regular

meeting on January 30.

• In spite of its dramatic turnaround, the Fed was unable to

bring down mortgage rates, but for a different reason than

the one I anticipated. It was the widening of credit

spreads, not the steepening of the yield curve, that pushed

up mortgage rates. The yield on ten-year government

bonds dropped sharply, and our short position turned out

to be very costly.

• The Indian market had a big fall. We had failed to cut back

on our long positions and took it on the chin. Losses in

these two positions (China has not hurt us much) offset

most of our gains in the macro-account. As a result we are

barely ahead for the year.

Having increased our short positions in the dollar and in
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slightly reduced our government bond shorts, we seem to be

well positioned for the period immediately ahead. I expect a

re-test of the January stock market bottom with financial

stocks making new lows but the market as a whole holding

above. This may lead to a tradable rally, but I foresee lower

lows in the months ahead.

A new chief investment officer joined me recently; this will

allow me to distance myself from the markets. We intend to

cover some or most of our financial shorts in the re-test and

maybe go long in some stocks that will benefit from a lower

dollar and then establish new shorts on the rally. The new

CIO knows the bond markets well. He is accumulating some

of the higher-grade mortgage indexes and intends to increase

our shorts in long-term government bonds in due course.

 

March 16, 2008

This has been a dramatic week. The deleveraging of

hedge funds continued, and some are being forcibly liqui-

dated, putting downward pressure on securities and upward

pressure on credit spreads. The dollar is making new lows,

with the euro breaking through $1.55 and the yen breaking

100 to the dollar. Pressures in the currency markets are in-

tensifying. Both the Chinese and the Gulf currencies are

straining against their dollar pegs. On Thursday, Bear

Stearns came under suspicion as a counterparty, forcing the

Fed to come to the rescue on Friday by opening the credit

window to Bear through the intermediation of JP Morgan.

The panic is palpable. We continued to add to the dollar
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market and the continued rise in government bonds. We also

bought some Bear Stearns shares and sold some Bear Stearns

credit default swaps on Friday (the first time we traded in

that market) in the expectation that Bear Stearns will be auc-

tioned off by the Fed over the weekend. This is a short-term,

finite bet that either pays off on Monday or has to be taken

off the table. The result to date is a standoff; the fund continues

to tread water, with the macro-account making money and

the rest of the fund losing. Our only consolation is that the

portfolio is much less volatile than the markets. It would be

better to show a profit.

 

March 20, 2008

Another eventful week. Bear Stearns was not auctioned off

but forced into the hands of JP Morgan at $2 a share. We

were half right: made money on the credit default swaps but

lost on the shares—a wash. The shareholders of Bear are

squealing, but are probably powerless. We forgot to take into

account that Bear is disliked by the establishment, and the

Fed would use the occasion to deal with the moral hazard by

punishing the shareholders.

The markets were shocked by the Fed’s action, and we had

some kind of a selling climax on Monday. We used the occa-

sion to cover our remaining shorts in financial stocks, and we

were almost neutral in our stock exposure by Tuesday morn-

ing, betting that Lehman Brothers, which came under siege

on Monday, would be able to withstand the onslaught. We

were right, and after the Fed cut rates by another 75 basis
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have been a tradable rally, lasting at least a few weeks, but the

stock market broke all the rules and reversed itself on

Wednesday. In every boom-bust sequence people come to be-

lieve that the normal rules do not apply, but they usually do.

This time it really is different, confirming my thesis that this

crisis is not like the other ones. To top it off, the dollar staged

a sharp rally on Thursday morning, causing some damage to

the macro-account. The fund is now under water for the year. I

ascribe the dollar rally to the liquidation of speculative posi-

tions, some forced and some technical. I intend to hold my

positions, but I am prepared to see further losses. One of the

advantages of low leverage is that I can afford it.

I have to end the real-time experiment because the manu-

script has to go to the publisher. I would have preferred to

end it with a profit for the overall fund, not just the macro-

account, but this result may be more appropriate for the pur-

poses of this book. We are in a period of forced deleveraging

and the destruction of financial wealth. It is difficult to

escape it.

 

March 23, 2008

In writing the conclusion to my book I gained a new in-

sight into what is to be expected for the rest of 2008. It will

guide my investment decisions. I shall conclude the real-time

experiment by quoting the key passage:

Eventually, the U.S. government will have to use taxpay-

ers’ money to arrest the decline in house prices. Until it
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walking away from homes in which they have negative

equity and more and more financial institutions becom-

ing insolvent, thus reinforcing both the recession and

flight from the dollar. The Bush administration and

most economic forecasters do not understand that mar-

kets can be self-reinforcing on the downside as well as

the upside. They are waiting for the housing market to

find a bottom on its own, but it is further away than they

think.
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Some Policy Recommendations

 

It would be premature to put forward firm policy recom-

mendations for several reasons. First, I am too involved in

the markets to give the matter serious consideration. The

drama currently unfolding is all-absorbing, and I have a lot at

stake. I shall have to distance myself from the market to be

able to think in a more detached manner. Second, not much

can be expected from the current administration. Major new

initiatives will have to await the new president, and only a

Democratic president can be expected to turn things around

and lead the nation in a new direction. Third, the situation is

very serious, and the new policy initiatives need to be thor-

oughly discussed. I shall outline my current thinking more as

subjects for discussion than as firm conclusions.

Clearly an unleashed and unhinged financial industry is

wreaking havoc with the economy. It needs to be reined in.

Credit creation by its nature is a reflexive process. It needs to

be regulated in order to prevent excesses. We must remem-

ber, however, that regulators are not only human but also bu-
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impede economic activity. A return to the conditions that

prevailed after World War II would be a big mistake. Credit

availability fosters not only productivity but also flexibility

and innovation. Credit creation should not be put into a

straitjacket. The world is full of uncertainty, and markets can

adjust to changing conditions much better than bureaucrats.

At the same time, we must recognize that markets do not just

passively adjust to changing circumstances but also actively

contribute to shaping the course of events. They may create

the instabilities and uncertainties that make their flexibility

so valuable. This has to be taken into account in formulating

macroeconomic policies. Markets should be given the great-

est possible scope compatible with maintaining economic

stability.

In large part the excesses in the financial markets are due

to the regulators’ failure to exercise proper control. Some of

the newly introduced financial instruments and methods

were based on false premises. They have shown themselves

to be unsustainable, and therefore they will have to be aban-

doned. But others help to spread or hedge against risks and

need to be preserved. The regulators need to gain a better

understanding of the recent innovations, and they ought not

to allow practices that they do not fully understand. The idea

that risk management can be left to the participants was an

aberration. There are systemic risks that need to be managed

by the regulatory authorities. To be able to do so they must

have adequate information. The participants, including

hedge funds and sovereign wealth funds and other unregu-

lated entities, must provide that information even if it is

costly and cumbersome. The costs pale into insignificance

when compared to the costs of a breakdown.

Soros.qxd  3/28/08  10:22 AM  Page 144

 

144   The New Paradigm for Financial Markets

Moral hazard poses a thorny problem, but it can be re-

solved. Let’s face it: When the financial system is endan-

gered, the authorities must cave in. Whether they like it or

not, institutions engaged in credit creation must accept the

fact that they are being protected by the authorities. They

must, therefore, pay a price for it. The authorities must exer-

cise more vigilance and control during the expansionary

phase. That will undoubtedly limit the profitability of the

business. The people engaged in the business will not like it

and will lobby against it, but credit creation has to be a regu-

lated business. Regulators ought to be held accountable if

they allow matters to get out of hand so that an institution

has to be rescued. In recent years matters did get out of hand.

The financial industry was allowed to get far too profitable

and far too big.

The most important lesson to be learned from the current

crisis is that the monetary authorities have to be concerned

not only with controlling the money supply but also with

credit creation. Monetarism is a false doctrine. Money and

credit do not go hand in hand. Monetary authorities have to

be concerned not only with wage inflation but also with

avoiding asset bubbles. Asset prices depend not only on the

availability of money but also on the willingness to lend. The

monetary authorities have to monitor and take into account

not only money supply but also credit conditions. It will be

objected that asking the monetary authorities to control asset

prices gives them one too many tasks to perform. The objec-

tion would be valid if the task of the monetary authorities

could be confined to applying certain rules mechanically.

Their job is more complicated than that. They are engaged
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tricks involved in the exercise of the manipulative function.

That is an art, and it cannot be reduced to science. Alan

Greenspan was a grand master of the manipulative function.

Unfortunately he put his skills at the service of the wrong

cause; he was too much of a market fundamentalist.

Both the housing bubble and the super-bubble have been

characterized by the excessive use of leverage. This was sup-

ported by sophisticated risk management models that calcu-

lated known risks but ignored the uncertainties inherent in

reflexivity. If they do nothing else, regulators must reassert

control over the use of leverage. They used to exercise such

control. Equities are still subject to margin requirements, al-

though these have become largely meaningless because there

are so many ways around them. Mortgage securities and

other synthetic instruments were never brought under con-

trol because they were introduced during the market funda-

mentalist era. Controlling leverage will reduce both the size

and the profitability of the financial industry, but that is what

the public interest demands.

One specific measure that could help relieve the credit cri-

sis is the establishment of a clearing house or exchange for

credit default swaps. Forty-five trillion dollars worth of con-

tracts are outstanding and those who hold the contracts do

not know whether their counterparties have adequately pro-

tected themselves. If and when defaults occur some of the

counterparties are likely to prove unable to fulfill their obli-

gations. This prospect overhangs the market like a Damocles

Sword that is bound to fall, but not yet. It must have played a

role in the Fed’s decision not to allow Bear Sterns to fail.

There is much to be gained by establishing a clearing house

or exchange with a sound capital structure and strict margin Soros.qxd  3/28/08  10:22 AM  Page 146
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requirements to which all existing and future contracts

would have to be submitted.

What is to be done about the mess created by the bursting

of the housing bubble? The usual anti-cyclical monetary and

fiscal policies are appropriate as far as they go, but for the

reasons I have given, they will not go far enough. Additional

measures are needed to contain the collapse in house prices

and alleviate the pain connected with it. For both these rea-

sons it is desirable to let as many people keep their homes as

possible. This applies both to the holders of subprime mort-

gages and to the people whose mortgages exceed the value of

their houses. They may be considered victims of the housing

bubble deserving some relief. But giving them relief is tricky

because mortgages derive their value from the fact that they

can be enforced by foreclosure. In most other countries bor-

rowers are personally liable, while in the United States

lenders usually have no recourse other than foreclosure. On

the other hand, foreclosures depress house prices and aggra-

vate the slump. They are also costly to all parties involved

and result in negative spillover effects. What can be done to

balance these considerations? This is a subject to which I

have given more detailed consideration than the other issues

I have discussed so far, and I have also involved my founda-

tion, the Open Society Institute. Here are my preliminary

findings.

About 40 percent of the 7 million subprime loans out-

standing will default in the next two years. The defaults of

option-adjustable-rate mortgages and other mortgages sub-

ject to rate reset will be of the same order of magnitude but

over a somewhat longer period of time. This will maintain
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fall below the long-term trend unless arrested by govern-

ment intervention.

The human suffering caused by the housing crisis will be

enormous. There is significant evidence that senior citizens

were targeted for some of the worst predatory practices and

are disproportionately defaulting on their mortgages. Com-

munities of color are also disproportionately affected. Given

that home ownership is a key factor in increasing wealth and

opportunity in the United States, upwardly mobile young

professionals of color will be particularly hard hit. They

bought into the promise of the “ownership society,” and their

assets are concentrated in home ownership. Prince George’s

County, Maryland, offers a prime example. It is one of the

most prosperous predominantly black counties in the nation,

yet it is experiencing the highest number of foreclosures in

Maryland. Data for Maryland show that 54 percent of

African American homeowners have subprime loans, com-

pared to 47 percent for Hispanics and 18 percent for Whites.

Foreclosures reduce the value of surrounding houses,

pushing additional home owners to abandon their property

because their mortgages exceed the values of their houses.

Ultimately, concentrated foreclosures destabilize entire

neighborhoods and have repercussions in other areas, such

as employment, education, health, and child well-being.

Avoiding foreclosure ought to be the primary focus of addi-

tional policy measures. The already enacted initiatives of the

Bush administration do not amount to more than exercises in

public relations. Once you apply all the limitations you are

left with practically nothing.

Both systemic and individualized approaches are needed.

As regards the need for systemic intervention, I believe that Soros.qxd  3/28/08  10:22 AM  Page 148
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Representative Barney Frank is on the right track, although

in order to gain bipartisan support he does not go far

enough. He put forward two proposals that would strike the

right balance between protecting the right to foreclosure and

discouraging the exercise of that right—if they were adopted in

the sequence that he proposes. First, he would modify the

bankruptcy law so that a bankruptcy judge could rewrite

mortgage loan terms on a principal residence. This would

put pressure on the lenders to voluntarily modify such mort-

gages in order to avoid a compulsory modification of the

mortgage, or a “cram down.” The objection from the Re-

publican side is that it would impinge on the rights of the

lender and therefore make mortgages more expensive in the

future. But the Frank proposal only applies to mortgages

originated between January 2005 and June 2007. Moreover,

the current bankruptcy law already allows modifications of

mortgages on second homes, and it has not affected their

cost appreciably.

Second, Frank would empower the Federal Housing Ad-

ministration (FHA) to provide guarantees that would help

refinance subprime borrowers into affordable mortgages.

The holders of the original loan would be paid off from the

proceeds of a new FHA-insured loan at no more than 85 per-

cent of the current appraised value of the house. To compen-

sate the FHA for providing guarantees, the FHA would

retain a second lien on the property. When the borrower

sells the home or refinances the loan, the borrower will pay

from any profit of the higher of (1) an ongoing exit fee equal

to 3 percent of the original FHA loan balance; or (2) a declin-

ing percentage of any profits (e.g., from 100 percent in year Soros.qxd  3/28/08  10:22 AM  Page 149
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one to 20 percent in year five and 0 percent thereafter). After

year five, only the 3 percent exit fee will apply.

Both the strength and the weakness of this proposal is that it

is voluntary. On the positive side, it does not violate the right to

foreclosure. On the negative side, it applies only to a rather

narrow segment of troubled mortgages. It is confined to bor-

rowers whose income is at least two-and-a-half times their

debt service costs. At the same time, the mortgage holders

must be willing to accept 85 percent of the current market

value as payment in full without participating in any poten-

tial future upside in the home value. Frank’s FHA proposal

may well pass into law under the Bush administration but it is

unlikely to have much impact on the housing crisis. It will

have to be substantially enlarged before it makes a meaning-

ful difference. The bankruptcy modification, by contrast,

would be meaningful, but it is opposed by the Bush adminis-

tration.

According to the mortgage industry, there are a number of

legal and practical impediments that prevent loan servicers

from modifying subprime loans facing delinquency and de-

fault. Servicers argue that securitization of mortgages makes

it difficult to track individual loans and that “pooling and

servicing agreements” substantially limit their discretion to

alter loan terms. But the main impediment is “tranche war-

fare.” Different tranches have competing interests in a given

loan—one tranche may have a priority claim to the principal,

another to the interest. Servicers resist rewriting mortgages

because one tranche inevitably will take a deeper hit than

others, and servicers are accountable to all tranches simulta-

neously.
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There is a growing consensus, however, that pooling and

servicing agreements allow greater flexibility than previously

acknowledged. Notwithstanding the problems of securitiza-

tions, Moody’s confirms that the rate of loan modifications is

on the rise, but it still accounted for only 3.5 percent of the

loans that reset in 2007. More attention should be devoted to

quantifying and documenting the benefits of loan modifica-

tions in order to persuade lenders to put additional pressure

on their servicers to engage in workouts.

Unfortunately, however, even with sweeping reforms,

many homeowners will be unable to afford to stay in their

homes. Local governments will need to come to terms with

the fact that a significant share of homeowners will lose their

homes. And because the most unscrupulous lending was con-

centrated in communities of color, which are the most vul-

nerable financially, local governments face the daunting

prospect of huge inventories of distressed properties being

dumped on the market in precisely those neighborhoods

least equipped to absorb the shock. The trick here will be to

ensure that those properties do not fall vacant or into the

hands of absentee owners, but rather are quickly transferred

to responsible buyers who occupy and maintain their homes.

Helping local communities will be a fertile field for pri-

vate philanthropy. Matching funds from the federal and state

governments could greatly increase its scope and impact. My

foundation is sponsoring local initiatives in New York City

and Maryland.

In New York City, we have initiated the Center for New

York City Neighborhoods with funding from New York City

government, private philanthropy, and the lending industry.

It will increase and coordinate foreclosure prevention advo-
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cacy, including counseling and referral services, legal assis-

tance, loan remediation, and preventive outreach and educa-

tion. Its primary mission is to keep borrowers in their homes.

For those who are unable to stay in their homes, it will sup-

port the efficient transfer of properties to responsible home-

owners or nonprofit organizations to ensure neighborhood

stability. We are hopeful that it will assist as many as eighteen

thousand borrowers annually. The Center for New York

City Neighborhoods will serve as an honest broker, facilitat-

ing communication among borrowers, direct service pro-

viders, and the lending industry. Although New York City’s

housing market has not been hardest hit by the current crisis,

I hope that local solutions piloted in New York will serve as a

model for other communities.

Various efforts are underway in Maryland to assist home-

owners in or near default on their mortgages. The Baltimore

Homeownership Preservation Coalition and a similar coali-

tion in Prince George’s County offer homeowners in trouble a

place they can turn to which has their best interests at heart.

The limiting factor is the lack of well-trained counselors. We

plan to support various training schemes, some of which will

likely receive state support.

We are studying what else can be done.
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My main purpose in writing this book is to demonstrate

the validity and importance of reflexivity. The moment is

auspicious. Not only has the prevailing paradigm—equilib-

rium theory, and its political derivative, market fundamental-

ism—proven itself incapable of explaining the current state

of affairs, it can be held responsible for landing us in the mess

we are in. We badly need a new paradigm. But the new para-

digm I am proposing—the recognition of reflexivity—still

has to prove its worth. Until now it could not compete with

equilibrium theory because it could not provide unequivocal

predictions. That is why it was not given any serious consid-

eration by economists. Now that equilibrium theory has

shown itself to be such a failure at both prediction and expla-

nation, the field is more open. The idea that reflexivity intro-

duces an element of uncertainty into human affairs in general

and financial markets in particular must be given some cre-

dence. But the theory must still show what it can do. I have

done what I can by way of explanation. I have also used my

conceptual framework to guide me in my investment deci-

sions. Still, I believe I could do more in drawing on that

framework as well as a lifetime of experience (the two are in-

terconnected) to figure out what lies ahead. I claim that we

are at the end of an era. What will the new era look like?

Firm predictions are out of the question. The future de-

pends on the policy responses the financial crisis will pro-
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voke. But we can identify the problems and analyze the pol-

icy options. We can also make some firm predictions about

what the next era will not look like. The post–World War II period of credit expansion will not be followed by an equally

long period of credit contraction. Boom-bust processes are

asymmetric in shape: a long, gradually accelerating boom is

followed by a short and sharp bust. Consequently, most of

the credit contraction can be expected to occur in the near

term. House prices have already declined nearly 10 percent,

and they are liable to decline another 20 percent or more in

the next year. The deleveraging of hedge funds and bank bal-

ance sheets is also in full swing; it cannot continue at the cur-

rent rate much longer. It may receive new impetus from a

recession or other dislocations; nevertheless, it can be ex-

pected to run its course within a year or so. The end of the

credit contraction is liable to bring some short-term relief,

but it is unlikely to be followed by a resumption of credit ex-

pansion at anything like the rates to which we have become

accustomed.

While a recession in the United States is now (April 2008)

inevitable, there is no reason yet to expect a global recession.

Powerful expansionary forces are at work in other parts of

the world, and they may well counterbalance a recession in

the United States and a slowdown in Europe and Japan. Eco-

nomic developments may of course have political repercus-

sions that could disrupt the world economy.

In the same vein, the end of the super-bubble does not

mean the end of all bubbles. On the contrary, new bubbles

are already in formation. The flight from the dollar has rein-

forced an already extended boom in raw materials and en-
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products. And the appreciation of the renminbi has caused

real interest rates in China to turn negative, and that is usu-

ally associated with an asset bubble.

So what does the end of an era really mean? I contend that it

means the end of a long period of relative stability based on

the United States as the dominant power and the dollar as

the main international reserve currency. I foresee a period of

political and financial instability, hopefully to be followed by

the emergence of a new world order.

To appreciate what is in store I have to explain one of the

corollaries of my conceptual framework to which I have not

given sufficient emphasis until now. I have spoken of the pos-

tulate of radical fallibility, the idea that all human constructs

are flawed in one way or another, although the flaws may not

become apparent until a construct has been in existence for a

while. It follows that flawed constructs can be stable for ex-

tended periods. I have also spoken of a fundamental differ-

ence between natural and social science. One of the ways in

which the difference manifests itself is that machines that

utilize the forces of nature must obey the laws of nature; they

must be what analytical philosophers call “well formed.”

Power stations must produce electricity, combustion engines

must burn fuel in a controlled manner, nuclear weapons

must release the energy contained in the nuclei of atoms in

an explosion, and so on. Social arrangements need not de-

liver on their promises in the same way; it is enough if people

can be persuaded to accept them for one reason or another,

be it persuasion, tradition, or compulsion. Indeed, social

arrangements can never be “well formed” because of the in-

nate inability of participants to base their decisions purely on
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unresolved contradictions, and it may be succeeded by a to-

tally different regime in short order.

What I am trying to explain in this abstract manner I have

experienced in a very tangible form during my lifetime. I grew

up in a stable, middle-class environment; then the Nazis

would have killed me if my father had not arranged for me a

false identity. I experienced the beginnings of Communist re-

pression in Hungary; then I was an outsider in England, look-

ing in on a stable, self-contained society. I saw the financial

markets transformed out of all recognition in the course of

fifty years, and I became somebody out of a nobody.

As I look at history, I see stable periods come and go. Now

I see a relatively stable period going. I can identify enormous

inconsistencies in the prevailing arrangements. They are not

new; indeed they are inevitable in the sense that no arrange-

ments are known that would avoid them. Take the exchange

rate system. Every currency regime has its shortcomings.

Fixed exchange rates are too rigid and prone to break down;

floating exchange rates tend to swing too much; managed

floats and crawling pegs tend to reinforce the trend they seek

to moderate. I used to joke that currency regimes resemble

matrimonial regimes: Whatever regime prevails, its opposite

looks more attractive. Or consider the prevailing world order.

There is something inconsistent about a globalized economy

and political arrangements based on the principle of sover-

eignty. These inconsistencies were present in the era which is

now coming to an end, but the dominance of the United

States and the dollar introduced a sense of stability. Some-

thing has happened to disrupt that stability. The policies pur-
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dominance of the United States, and now a financial crisis has

endangered the international financial system and reduced

the willingness of the rest of the world to hold dollars.

In my boom-bust model, far-from-equilibrium conditions

are characteristic of the later stages of a bubble, to be fol-

lowed by a return to more normal, near-equilibrium condi-

tions. In this respect the super-bubble does not follow my

boom-bust model, because there are no normal, near-

equilibrium conditions to return to. We are facing a period

of greatly increased uncertainty where the range of possible

outcomes is much broader than in normal times. The great-

est uncertainty revolves around the response of the U.S. au-

thorities to the predicament that confronts them.

The United States is facing both a recession and a flight

from the dollar. The decline in housing prices, the weight of

accumulated household debt, and the losses and uncertain-

ties in the banking system threaten to push the economy into a

self-reinforcing decline. Measures to combat this threat in-

crease the supply of dollars. At the same time, the flight from

the dollar has set up inflationary pressures through higher

energy, commodity, and food prices. The European Central

Bank, whose mission is to maintain price stability, is reluctant

to lower interest rates. This has created a discord between

U.S. and E.U. monetary policy and put upward pressure on

the euro. The euro has appreciated more than the renminbi,

creating trade tension between Europe and China. The ren-

minbi can be expected to catch up with the euro both to

avoid protectionism in the United States and increasingly in

Europe, and to contain imported price inflation in China.

This will, in turn, increase prices at Wal-Mart and put Soros.qxd  3/28/08  10:22 AM  Page 158
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additional pressure on the already beleaguered U.S. con-

sumer. Unfortunately this administration shows no under-

standing of the predicament in which it finds itself.

Eventually, the U.S. government will have to use taxpay-

ers’ money to arrest the decline in house prices. Until it does,

the decline will be self-reinforcing, with people walking

away from homes in which they have negative equity and

more and more financial institutions becoming insolvent,

thus reinforcing both the recession and flight from the dol-

lar. The Bush administration and most economic forecasters

do not understand that markets can be self-reinforcing on

the downside as well as the upside. They are waiting for the

housing market to find a bottom on its own, but it is further

away than they think. The Bush administration resists using

taxpayers’ money because of its market fundamentalist ideol-

ogy and its reluctance to yield power to Congress. It has left

the conduct of policy largely to the Federal Reserve. This has

put too much of a burden on an institution designed to deal

with liquidity, not solvency, problems. With the Bear Stearns

rescue operation and the latest-term security lending facility,

the Fed has put its own balance sheet at risk. I expect better

of the next administration. Until then, I foresee many policy

turns and changes in market direction since current policies

are inadequate. It will be difficult to stay ahead of the curve.

*       *       *

I release this book at the present time with grave misgiv-

ings. I am afraid that there will be a conflict between my in-

terest in writing the book and the interest of those who will

read it, particularly in the electronic edition. Near panic con-
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what lies ahead. I cannot tell them because I do not know.

What I want to tell them is something different. I want to ex-

plain the human condition.

We have to make decisions without having sufficient

knowledge at our disposal. We have gained control over the

forces of nature. That makes us very powerful. Our decisions

have great impact. We can do a lot of good or a lot of harm.

But we have not learned how to govern ourselves. As a conse-

quence, we live in great uncertainty and grave danger. We

need to gain a better understanding of the situation in which

we find ourselves. It is difficult to accept uncertainty. It is

tempting to try and escape it by kidding ourselves and each

other, but that is liable to land us in greater difficulties.

My life has been devoted to gaining a better understand-

ing of reality. In this book I have focused on the financial

markets because they provide an excellent laboratory for

testing my theories, and I have rushed into print because this is

a moment when a prevailing misconception has landed us in

grave difficulties. This should at least demonstrate how im-

portant it is to confront reality instead of trying to escape it.

We can, of course, never fully comprehend reality, and I do

not pretend that reflexivity constitutes the ultimate truth.

The theory claims that the ultimate truth is beyond our hu-

man reach and explores the role that misconceptions play in

shaping the course of events. That is not what people are in-

terested in when financial markets are in turmoil. But I hope

they will be willing to give it some consideration. In return, I

hope I have given them some insight into what goes on in the

financial markets.

I should like to end with a plea. Let this not be the conclu-

sion but the beginning of a concerted effort at better under-
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standing the human condition. Given our increased control

over the forces of nature, how can we govern ourselves bet-

ter? How is the new paradigm for financial markets to be rec-

onciled with the old one? How should financial markets be

regulated? How can the international financial system be re-

formed? How can we deal with global warming and nuclear

proliferation? How can we bring about a better world order?

These are the questions for which we have to find answers. I

hope to participate in a lively debate.
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