DEPT. OF FINANCE

BLOWING UP

How Nassim Taleb turned the inevitability of disaster into an investment strategy.

Onc day in 1996, a Wall Street
trader named Nassim Nicholas
Taleb went to see Victor Niederhoffer.
Victor Niederhoffer was one of the
most successful money managers in the
country. He lived in and worked out of a
thirteen-acre compound in Fairfield
County, Connecticut, and when Taleb
drove up that day from his home in
Larchmont he had to give his name at
the gate and then make his way down a
long, curving driveway. Niederhoffer
had a squash court and a tennis court
and a swimming pool and a colossal,
faux-alpine mansion in which virtually
every square inch of space was covered
with American folk art. In those days,
he played tennis regularly with the bil-
lionaire financier George Soros. He had
just written a best-selling book, “The
Education of a Speculator,” which was
dedicated to his father, Artie Nieder-
hoffer, a police officer from New York
City. He had a huge and eclectic library
and a seemingly insatiable desire for
knowledge. When Niederhoffer went
to Harvard as an undergraduate, he
showed up for the first squash practice
and announced that he would some-
day be the best in that sport; and, sure
enough, he soon beat the legendary
Sharif Khan to win the North Ameri-
can Open Championship. That was the
kind of man Niederhoffer was. He had
heard of Taleb’s growing reputation in
the esoteric field of options trading, and
summoned him to Connecticut. Taleb
was in awe.

“He didn’t talk much, so I observed
him,” Taleb recalls. “T spent seven hours
watching him trade. Everyone else in
his office was in his twenties, and he
was in his fifties, and he had the most
energy of all. Then, after the markets
closed, he went out to hit a thousand
backhands on the tennis court.” Taleb
is Greek-Orthodox Lebanese and his
first language is French, and in his
pronunciation the name Niederhoffer
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comes out as the slightly more exotic
Niederhoffer. “Here was a guy living
in a mansion with thousands of books,
and that was my dream as a child,” Taleb
went on. “He was part chevalier, part
scholar. My respect for him was intense.”
There was just one problem, however,
and it is the key to understanding the
strange path that Nassim Taleb has cho-
sen, and the position he now holds as
Wall Street’s principal dissident. De-
spite his envy and admiration, he did
not want to be Victor Niederhoffer.
For when he looked around him, at
the books and the tennis court and the
folk art on the walls, and when he con-
templated the countless millions that
Niederhoffer had made over the years,
he could not escape the thought that it
might all have been the result of sheer,
dumb luck.

Taleb knew how heretical that
thought was. Wall Street was dedicated
to the principle that skill and insight
mattered in investing just as they did in
surgery and golf and flying fighter jets.
Those who had the foresight to grasp
the role that software would play in the
modern world bought Microsoft in
1986, and made a fortune. Those who
understood the psychology of invest-
ment bubbles sold their tech stocks at
the end of 1999 and escaped the Nas-
daq crash. Warren Buffett was known as
the Sage of Omaha because it seemed
incontrovertible that if you started with
nothing and ended up with billions then
you had to be smarter than everyone
else: Buffett was successful for a reason.
Yet how could you know, Taleb won-
dered, whether that reason wasn’t sim-
ply a rationalization invented after the
fact? George Soros used to say that he
followed something called “the theory
of reflexivity.” But then, later, he wrote
that in most situations his theory “is so
feeble that it can be safely ignored.” An
old trading partner of Talebs, a man
named Jean-Manuel Rozan, once spent
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an entire afternoon arguing about the
stock market with Soros. Soros was ve-
hemently bearish, and he had an elab-
orate theory to explain why—which
turned out to be entirely wrong. The
stock market boomed. Two years later,
Rozan ran into Soros at a tennis tour-
nament. “Do you remember our conver-
sation?” Rozan asked. “I recall it very
well,” Soros replied. “I changed my
mind, and made an absolute fortune.”
He changed his mind! The truest thing
about Soros seemed to be what his son
Robert had once said:

My father will sit down and give you the-
ories 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 bullshit.
mean, you know the reason he changes his
position on the market or whatever is be-
cause his back starts killing him. It has noth-
ing to do with reason. He literally goes into a
spasm, and it’s this early warning sign.

For Taleb, then, the question why
someone was a success in the finan-
cial marketplace was vexing. Taleb could
do the arithmetic in his head. Suppose
that there were ten thousand invest-
ment managers out there—which is
not an outlandish number—and that
every year, entirely by chance, half of
them made money and half of them
lost money. And suppose that every
year the losers were tossed out, and
the game replayed with those who re-
mained. At the end of five years, there
would be three hundred and thirteen
people who had made money in every
one of those years, and after ten years
there would be nine people who had
made money every single year in a
row—-a/l out of pure luck. Niederhoffer,
like Buffett and Soros, was a brilliant
man. He had a Ph.D. in economics
from the University of Chicago. He had
pioneered the idea that through proper
statistical analysis of patterns in the
market an investor could identify prof-
itable anomalies. But who was to say









the markets staying the same. Options
allow investors to gamble heavily and
turn one dollar into ten. They also allow
investors to hedge their risk. The reason
your pension fund may not be wiped
out in the next crash is that it has pro-
tected itself by buying options. What
drives the options game is the notion
that the risks represented by all these
bets can be quantified; that by looking
at the past behavior of G.M. you can
figure out the exact odds that G.M. will
hit forty-five dollars in the next three
months, and whether at a dollar that
option is a good or a bad investment.
The process is a lot like the way insur-
ance companies analyze actuarial statis-
tics in order to figure out how much to
charge for a life-insurance premium,
and, to make those enormously techni-
cal calculations, every investment bank
has, on staff, a team of Ph.D.s—physi-
cists from Russia, applied mathemati-
cians from China, computer scientists
from India. On Wall Street, those
Ph.D.s are called “quants.”

Nassim Taleb and his team at Em-
pirica are quants. But they reject the
quant orthodoxy, because they don’t be-
lieve that things like the stock market
behave in the way that physical phe-
nomena like mortality statistics do.
Physical events, whether death rates or
poker games, are the predictable func-
tion of a limited and stable set of fac-
tors, and tend to follow what statisti-
cians call a “normal distribution”™—a bell
curve. But do the ups and downs of the
market follow a bell curve? The econo-
mist Eugene Fama once pointed out
that if the movement of stock prices
followed a normal distribution you'd ex-
pect a really big jump—what he speci-
fied as a movement five standard devia-
tions from the mean—once every seven
thousand years. In fact, jumps of that
magnitude happen in the stock market
every three or four years, because investors
don't behave with any kind of statistical
orderliness. They change their mind.
They do stupid things. They copy each
other. They panic. Fama concluded that
if you charted the market’s fluctuations,
the graph would have a “fat tail”—
meaning that at the upper and lower
ends of the distribution there would be
many more outliers than statisticians
used to modelling the physical world
would have imagined.

In the summer of 1997, Taleb pre-
dicted that hedge funds like Long-
‘Term Capital Management were headed
for trouble, because they did not un-
derstand this notion of fat tails. Just a
year later, L. T.C.M. sold an extraordi-
nary number of long-dated indexed op-
tions, because its computer models told
it that the markets ought to be calming
down. And what happened? The Rus-
sian government defaulted on its bonds;
the markets went crazy; and in a mat-
ter of weeks L. T.C.M. was finished.
Mark Spitznagel, Taleb’s head trader,
says that he recently heard one of the
former top executives of L.T.C.M. give
a lecture in which he defended the
gamble that the fund had made. “What
he said was ‘Look, when I drive home
every night in the fall I see all these
leaves scattered around the base of the
trees, ” Spitznagel recounts. “ “There is
a statistical distribution that governs
the way they fall, and I can be pretty
accurate in figuring out what that dis-
tribution is going to be. But one day I
came home and the leaves were in little
piles. Does that falsify my theory that
there are statistical rules governing how
leaves fall? No. It was a man-made
event.”” In other words, the Russians,
by defaulting on their bonds, did some-
thing that they were not supposed to
do, a once-in-a-lifetime, rule-breaking
event. But this, to Taleb, is just the
point: in the markets, unlike in the
physical universe, the rules of the game
can be changed. Central banks can de-
cide to default on government-backed
securities.

One of Taleb’s earliest Wall Street
mentors was a short-tempered French-
man who dressed like a peacock and
had an almost neurotic obsession with
risk. He would call Taleb from Regine’s
at three in the morning, or take a meet-
ing in a Paris night club, sipping cham-
pagne and surrounded by scantily clad
women, and once he asked Taleb what
would happen to his positions if a plane
crashed into his building. Taleb was
young then and brushed him aside. It
seemed absurd. But nozhing, Taleb soon
realized, is absurd. Taleb likes to invoke
Popper: “No amount of observations
of white swans can allow the inference
that all swans are white, but the obser-
vation of a single black swan is suffi-
cient to refute that conclusion.” Because
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