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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
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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-
terence 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.
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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 7he
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-
tect 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

X



Introduction

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
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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.

xi






Setting the Stage

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 halfa
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
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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
tees. 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

XV
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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).

tJoseph 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;

(113

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

xvil
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buying and assembling actual loans. Risky paper could there-
tore 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 CDO?. There
were even CDO?s. 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’ 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

xix
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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.t

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.

t“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
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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
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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.

xxiil
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Setting the Stage

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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CHAPTER

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
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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
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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
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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 s
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.

11



Autobiography of
a Failed Philosopher

I have always been interested in philosophy. From an early
age, [ 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).
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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

13
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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
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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 (LLSE). 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 thatis based on
the recognition that the ultimate truth is beyond our reach
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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
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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-
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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 outinto 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. As1
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

19



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



Autobiography of a Failed Philosopher

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, 1 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. Itis 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
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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?



CHAPTER

The Theory of Reflexivity

Some readers may find this chapter bard going. Those who are
only interested in the financial markets may skip it or return to it
after they bave 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
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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.



The Theory of Reflexivity

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.

REFLEXTIVITY

I analyzed the relationship between thinking and reality
by introducing two functions that connect them in opposite
directions. Thatis 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
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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 me