


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-
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.
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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 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
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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
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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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