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sophistry that there were four people with such blood types walking
around Los Angeles) and adding to it the fact that he was the husband of
the person and that there was additional evidence, then (owing to the
compounding effect) the odds against him rise to several trillion trillion.

“Sophisticated” people make worse mistakes. I can surprise people by
saying that the probability of the joint event is lower than either.
Behavioral economists submitted rational and educated people
(graduate students) to tests where they needed to produce the
probability of a young woman with a liberal arts education being a
bank teller or a feminist bank teller. They assigned on average a higher
probability to her being a feminist bank teller than to that of her being a
bank teller. I am glad to be a trader taking advantage of people’s biases
but I am scared of living in such a society.

AN ABSURD WORLD

Kafka’s prophetic book, The Trial, about the plight of a man, Joseph K.,
who is arrested for a mysterious and unexplained reason hit a spot as it
was written before we heard of the methods of the “scientific” totalitarian
regimes. It projected a scary future of mankind wrapped in absurd self-
feeding bureaucracies, with spontaneously emerging rules subjected to
the internal logic of the bureaucracy. It spawned an entire literature of the
absurd; the world may be too incongruous for us. I am terrified of certain
lawyers. After listening to statements during the O.]. trial (and their
effect) 1 was scared, truly scared of the possible outcome; my being
arrested for some reason that made no sense probabilistically, and having
to fight some glib lawyer in front of a randomness illiterate jury.

We said that mere judgment would probably suffice in a primitive
society. It is easy for a society to live without mathematics — or traders to
trade without quantitative methods ~ when the space of possible out-

comes is one dimensional. One dimensional means that we are looking at

one sole variable, not a collection of separate events. The price of one
security is one dimensional, whereas the collection of the prices of several
securities is multidimensional and requires mathematical modeling — we
cannot easily see the collection of possible outcomes of the portfolio with
a naked eye, and cannot even represent it on a graph as our physical
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world has been limited to visual representation in three dimensions only.
We will argue later why we run the risk of having bad models
(admittedly, we have) or making the error of condoning ignorance —
swinging between the Carybde of the lawyer who knows no math to the
Scylla of the mathematician who misuses his math because he does not
have the judgment to select the right model. In other words, we will have
to swing between the mistake of listening to the glib nonsense of a lawyer
who refuses science and that of applying the flawed theories of some
economist who takes his science too seriously. The beauty of science is
that it makes an allowance for both error types. Luckily, there is a middle
road - but sadly, it is rarely traveled.

KAHNEMAN AND TVERSKY

Who are the most influential economists of the century, in terms of
journal references, their followings, and their influence over the
profession? No, it is not John Maynard Keynes, not Alfred Marshall,
not Paul Samuelson, and certainly not Milton Friedman. They are
Daniel Kahneman and Amos Tversky, psychology researchers whose

: specialty was to uncover areas where human beings are not endowed
with rational thinking and optimal economic behavior.

The pair taught us a lot about the way we perceive and handle
uncertainty. Their research, conducted on a population of students and

- professors in the early 1970s, showed that we do not correctly

understand contingencies. Furthermore, they showed that in the rare
cases when we understand probability, we do not seem to consider it in
our behavior. Since the Kahneman and Tversky results, an entire
discipline called behavioral finance and economics has flourished. It is in
open contradiction with the orthodox so-called neoclassical economics
taught in business schools under the normative names of efficient
markets, rational expectations, and other such concepts. It is worth
stopping, at this juncture, and discussing the distinction between
normative and positive sciences. A normative science (clearly a self-
contradictory concept) offers prescriptive teachings; it studies how
things should be. Some economists, for example, (those of the efficient
market religion) believe that humans are rational and act rationally
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because it is the best thing for them to do (it is mathematically
“optimal”). The opposite is a positive science, which is based on how
people actually are observed to behave. In spite of economists’ envy of
physicists, physics is an inherently positive science while economics,
particularly microeconomics and financial economics, is predominantly
a normative one.

NEUROBIOLOGY

The soft sciences of psychology and economics have cheated us on
occasions in the past. How? Economics has produced laughable ideas,
ideas that evaporate once one changes the assumptions a little bit. It
seems difficult to take sides with bickering economists trading often-
incomprehensible arguments (even to economists). Biology and
medicine, on the other hand, rank higher in scientific firmness; like
true sciences, they can explain things while at the same time being
subjected to falsification. They are both positive and their theories are
better theories, that is, more easily testable. The good news is that
neurologists are starting to confirm these results, with what is called
environment mapping in the brain, by taking a patient whose brain is
damaged in one single spot (say, by a tumor or an injury deemed to be
local) and deducing by elimination the function performed by such part
of the anatomy. This isolates the parts of the brain that perform the
various functions. The Kahneman and Tversky results thus found a terra
firma with the leaps in our knowledge obtained through behavioral
genetics and, further, plain medicine. Some of the physiology of our
brain makes us perceive things and behave in a given manner. We are,
whether we like it or not, prisoners of our biology.

Researchers in evolutionary psychology provide convincing reasons
for these biases. We have not had the incentive to develop an ability to
understand probability because we did not have to do so — but the more
profound reason is that we are not designed to understand things. We
are built only to survive and procreate. To survive, we need to overstate
some probabilities, such as those that can affect our survival. For
instance, those whose brain imparted higher odds to dangers of death, in
other words the paranoid, survived and gave us their genes (provided
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such paranoia did not come at too high a cost, otherwise it would have
been a drawback). Our brain has been wired with biases that may
hamper us in a more complex environment, one that requires a more
accurate assessment of probabilities.

The story of these biases is thus being corroborated by the various
disciplines; the magnitude of the perceptional distortions makes us less
than rational, in the sense of both having coherent beliefs (i.e. free of
logical contradictions) and acting in a manner compatible with these

beliefs.

EXAMPLES OF BIASES IN UNDERSTANDING PROBABILITY

I found in the behavioral literature at least 40 damning examples of such
acute biases. Below is the account of a well-known test, and an embar-
rassing one for the medical profession. The following quiz was given to
medical doctors (which I borrowed from the excellent Deborah

" Bennett’s Randomness).

A test of a disease presents a rate of 5% false positives. The disease
strikes 1/1,000 of the population. People are tested at random,
regardless of whether they are suspected of having the disease. A

patient’s test is positive. What is the probability of the patient being
stricken with the disease?*®

Most doctors answered 95%, simply taking into account the fact that

the test has a 95% accuracy rate. The answer is the conditional

. probability that the patient is sick and the test shows it — close to 2%.
~Less than one in five professionals got it right.

I will simplify the answer. Assume no false negatives. Consider that
out of 1,000 patients who are administered the test, one will be expected
to be afflicted with the disease. Out of a population of the remaining
999 healthy patients, the test will identify about 50 with the disease (it is
95% accurate). The correct answer should be that the probability of
being afflicted with the disease for someone selected at random who
presented a positive test is the following ratio:
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Number of afflicted persons
Number of true and false positives

here 1 in 51.

Think of the number of times you will be given a medication that
carries damaging side effects for a given disease you were told you had,
when you may only have 2% probability of being afflicted with it!

WE ARE OPTION BLIND

As an option trader, I have noticed that people tend to undervalue
options as they are usually unable to correctly mentally evaluate instru-
ments that deliver an uncertain payoff, even when they are fully con-
scious of the mathematics. Even regulators reinforce such ignorance by
explaining to people that options are a decaying or wasting asset.
Options that are out of the money are deemed to decay, by losing their
premium between two dates.

I will clarify next with a simplified (but sufficient) explanation of
what an option means. Say a stock trades at $100 and that someone
gives me the right (but not the obligation) to buy it at $110 one month
ahead of today. This is dubbed a call option. It only makes sense for me
to exercise it, by asking the seller of the option to deliver me the stock at
$110, if it trades at a higher price than $110 in one month’s time. If the
stock goes to $120, my option will be worth $10, for I will be able to
buy the stock at $110 from the option writer and sell it to the market at
$120, pockeﬁng the difference. But this does not have a very high
probability. It is called out-of-the-money, for 1 have no gain from
exercising it right away.

Consider that I buy the option for $1. What do I expect the value of
the option to be one month from now? Most people think 0. That is not
true. The option has a high probability, say 90% of being worth 0 at
expiration, but perhaps 10% probability to be worth an average of $10.
Thus, selling the option to me for $1 does not provide the seller with
free money. If the sellers had instead bought the stock themselves at
$100 and waited the month, they could have sold it for $120. Making
$1 now was hardly, therefore, free money. Likewise, buying it is not a
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wasting asset. Even professionals can be fooled. How? They confuse the
expected value and the most likely scenario (here the expected value is
$1 and the most likely scenario is for the option to be worth 0). They
mentally overweigh the state that is the most likely, namely, that the
market does not move at all. The option is simply the weighted average
of the possible states the asset can take.

There is another type of satisfaction provided by the option seller. It
is the steady return and the steady feeling of reward - what
psychologists call flow. It is very pleasant to go to work in the morning
with the expectation of being up some small money. It requires some
strength of character to accept the expectation of bleeding a little, losing
pennies on a steady basis even if the strategy is bound to be profitable
over longer periods. I noticed that very few option traders can maintain
what I call a “long volatility” position, namely a position that will most
likely lose a small quantity of money at expiration, but is expected to
make money in the long run because of occasional spurts. I discovered
very few people who accepted losing $1 for most expirations and
making $10 once in a while, even if the game were fair (i.e., they made
the $10 more than 10% of the time).

I divide the community of option traders into two categories:
premium sellers and premium buyers. Premium sellers (also called
option sellers) sell options, and generally make steady money, like John
in Chapters 1 and 5. Premium buyers do the reverse. Option sellers, it is
said, eat like chickens and go to the bathroom like elephants. Alas, most
option traders I encountered in my career are premium sellers — when
they blow up it is generally other people’s money.

How could professionals seemingly aware of the (simple)

- mathematics be put in such a position? Our understanding of math

can remain quite superficial; medicine is starting to believe that our
actions are not quite guided by the parts of our brain that dictate
rationality (see Antonio Damasio’s Descartes’ Error or Ledoux’s
Emotional Brain'). We think with our emotions and there is no way
around it. For the same reason, people who are otherwise rational
engage in smoking or in fights that get them no immediate benefits,
likewise people sell options even when they know that it is not a good
thing to do. But things can get worse. There is a category of people,
generally academijcs, who, instead of fitting their actions to their brains,
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instead fit their brains to their actions. These go back and cheat with the
statistics to justify their actions. In my business, they fool themselves
with statistical arguments to justify their option selling. -

Probabilities and the Media (More Journalists)

A journalist is trained in methods to express himself rather than to
plumb the depth of things — the selection process favors the most
communicative, not necessarily the most knowledgeable. My medical
doctor friends claim that many medical journalists do not understand
anything about medicine and biology, often making mistakes of a very
basic nature. I cannot confirm such statements, being myself a mere
amateur (though at times a voracious reader) in medical research but I
have noticed that they almost always misunderstand the probabilities
used in medical research announcements. The most common one
concerns the interpretation of evidence. They most commonly get mixed
up between absence of evidence and evidence of absence, a similar
problem to the one we saw in Chapter 9. How? Say I test some
chemotherapy, say Fluorouracil for upper respiratory tract cancer, and
find that it is better than a placebo, but only marginally so; that (in
addition to other modalities) it improves survival from 21 per 100 to 24
per 100. Given my sample size, I may not be confident that the
additional 3% survival points come from the medicine; it could be
merely attributable to randomness. I would write a paper outlining my
results and saying that there is no evidence of improved survival (as yet)
from such medicine, and that further research would be needed. A
medical journalist would pick it up and claim that one Professor N.N.
Taleb found evidence that Fluorouracil does not help, which is entirely
opposite to my intentions. Some naive doctor in Smalltown, even more
uncomfortable with probabilities than the most untrained journalist;
would pick it up and build a mental block against the medication, even
when some researcher finally finds fresh evidence that such medicine
confers a clear survival advantage.
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CNBC AT LUNCH TIME

The advent of the financial television channel CNBC presented plenty of
benefits to the financial community but it also allowed a collection of
extrovert practitioners long on theories to voice them in a few minutes of
television time. One often sees respectable people making ludicrous (but
smart-sounding) statements about properties of the stock market. Among
these are statements that blatantly violate the laws of probability. One
summer during which I was assiduous at the health club, I often heard
such statement as “the real market is only 10% off the highs while the
average stock is close to 40% off its highs”, which is intended to be
indicative of deep troubles or anomalies — some harbinger of bear markets.

There is no incompatibility between the fact that the average stock is
down 40% from the highs while the average of all stocks (that is, the
market) is down 10% from its own highs. One must consider that the
stocks did not all reach their highs at the same time. Given that stocks
are not 100% correlated, stock A might reach its maximum in January,
stock B might reach its maximum in April, but the average of the two

- stocks A and B might reach its maximum at some time in February.

Furthermore, in the event of negatively correlated stocks, if stock A is at

- its maximum when stock B is at its minimum, then they could both be
~down 40% from their maximum when the stock market is at its highs!

By a law of probability called distribution of the maximum of random
variables, the maximum of an average is necessarily less volatile than the
average maximum.

YOU SHOULD BE DEAD BY NOW

- This brings to mind another common violation of probability by prime-

time T.V. financial experts, who may be selected for their looks,
charisma and their presentation skills, but certainly not for their incisive
minds. For instance, a fallacy that I saw commonly made by a
prominent T.V. financial guru goes as follows: “The average American
is expected to live 73 years. Therefore if you are 68 you can expect to
live five more years, and should plan accordingly”. She went into precise
prescriptions of how the person should invest for a five more years
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horizon. Now what if you are 80? Is your life expectancy minus seven
years? What these journalists confuse is the unconditional and
conditional life expectancy. At birth, your unconditional life expectancy
may be 73 years. But as you advance in age and do not die, your life
expectancy increases along with your life. Why? Because the other
people by dying have taken your spot in the statistics, for expectation
means average. So if you are 73 and are in good health, you may still
have, say, nine years in expectation. But the expectation would change,
and at 82, you will have another five years, provided of course you are
still alive. Even someone 100 years old still has a positive conditional life
expectation. Such a statement, when one thinks about it, is not too
different from the one that says: our operation has a mortality rate of
1%. So far we have operated on 99 patients with great success; you are
our 100th, hence you have a 100% probability of dying on the table.
T.V. financial planners may confuse a few people. This is quite
harmless. What is far more worrying is the supply of information by non-
professionals to professionals; it is to the journalists that we turn next.

THE BLOOMBERG EXPLANATIONS

I have, on my desk, a machine eponymously called a Bloomberg™ (after
the legendary founder Michael Bloomberg). It acts as a safe e-mail
service, a news service, a historical data retrieving tool, a charting
system, an invaluable analytical aid and, not least, a screen where I can
see the price of securities and currencies. I have gotten so addicted to it
that I cannot opérate without it, as I would otherwise feel cut off from
the rest of the world. I use it to get in contact with my friends, confirm
appointments, and solve some of those entertaining quarrels that put
some sharpness into life. Somehow, traders who do not have a
Bloomberg address do not exist for us (they have to have recourse to

the more plebeian internet). But there is one aspect of Bloomberg I would

dispense with; the journalist’s commentary. Why? Because they engage
in explaining things and perpetuate the right-column, left-column
confusion in a serious manner. Bloomberg is not the sole perpetrator;
it is just that I have not been exposed to newspapers’ business sections
over the past decade, preferring to read real prose instead.
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As I am writing these lines I see the following headlines on my
Bloomberg:

— Dow is up 1.03 on lower interest rates.
— Dollar down 0.12 yen on higher Japanese surplus.

and so on for an entire page. If I translate it well, the journalist claims to
provide an explanation for something that amounts to perfect noise. A
move of 1.03 with the Dow at 11,000 constitutes less than a 0.01%
move. Such a move does not warrant an explanation. There is nothing
there that an honest person can try to explain; there are no reasons to
adduce. But like apprentice professors of comparative literature,
journalists being paid to provide explanations will gladly and readily
provide them. The only solution is for Michael Bloomberg to stop
paying his journalists for providing commentary.

Significance: how did I decide that it was perfect noise? Take a simple
analogy. If you engage in a mountain bicycle race with a friend across
Siberia and, a month later, beat him by one single second, you clearly
cannot quite boast that you are faster than him. You might have been
helped by something, or it can be just plain randomness, nothing else.
That second is not in itself significant enough for someone to draw
conclusions. I would not write in my pre-bed-time diary: cyclist A is
better than cyclist B because be is fed with spinach whereas cyclist B bas
1 diet rich in tofu. The reason I am making this inference is because he
beat him by 1.3 seconds in a 3,000 mile race. Should the difference be
one week, then I could start analyzing whether tofu is the reason, or if

~ there are other factors.

Causality: there is another problem; even assuming statistical
significance, one has to accept a cause and effect, meaning that the
event in the market can be linked to the cause proffered. Post hoc ergo
propter hoc (it is the reason because it came after). Say Hospital A
delivered 52% of boys and Hospital B delivered the same year only
48%; would you try to give the explanation that you had a boy because
it was delivered in hospital A?

Causality can be very complex. It is very difficult to isolate a single
cause when there are plenty around. This is called multivariate analysis.
For instance, if ?he stock market can react to U.S. domestic interest
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rates, the dollar against the yen, the dollar against the European
currencies, the European stock markets, the United States balance of
payments, United States inflation, and another dozen prime factors,
then the journalists need to look at all of these factors, look at their
historical effect both in isolation and jointly, look at the stability of such
influence, then, after consulting the test statistic isolate the factor if it is
possible to do so. Finally, a proper confidence level needs to be given to
the factor itself; if it is less that 90% the story would be dead. I can
understand why Hume was extremely obsessed with causality and could
not accept such inference anywhere.

I have a trick to know if something real in the world is taking place. I
have set up my Bloomberg monitor to display the price and percentage
change of all relevant prices in the world: currencies, stocks, interest
rates, and commodities. By dint of looking at the same setup for years,
as [ keep the currencies in the upper left corner and the various stock
markets on the right, I managed to build an instinctive way of knowing
if something serious is going on. The trick is to look only at the large
percentage changes. Unless something moves by more than its usual
daily percentage change, the event is deemed to be noise. Percentage
moves are the size of the headlines. In addition, the interpretation is not
linear; a 2% move is not twice as significant an event as 1%, it is rather
like four times. The headline of the Dow moving by 1.3 points on my
screen today has less than one millionth of the significance of the serious
7% drop of October 1997. People might ask me: why do I want
everybody to learn some statistics? The answer is that too many people
read explanations. We cannot instinctively understand the nonlinear
aspect of prol;ability.

FILTERING METHODS

Engineers use methods to clean up the noise from the signal in the data.

Did it ever occur to you while talking to your cousin in Australia or the
South Pole that the static on the telephone line could be distinguished
from the voice of your correspondent? The method is to consider that
when a change in amplitude is small, it is more likely to result from
noise — with its likelihood of being a signal increasing exponentially as
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Figure 11.1 Unfiltered Data Containing Signal and Noise.

its magnitude increases. The method is called a smoothing kernel which
has been applied in Figures 11.1 and 11.2. But our auditory system is
incapable of performing such a function by itself. Likewise our brain
cannot see the difference between a significant price change and mere

" noise, particularly when it is pounded with unsmoothed journalistic

noise.
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Figu.re 11.2 Same Data With its Noise Removed.
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WE DO NOT UNDERSTAND CONFIDENCE LEVELS

Professionals forget the following reality. It is not the estimate or the
forecast that matters so much as the degree of confidence with the
opinion. Consider that you are going on a trip one fall morning and
need to formulate an idea about the weather conditions prior to packing
your luggage. If you expect the temperature to be 60 degrees, plus or
minus 10 degrees (say in Arizona), then you would take no snow clothes
and no portable electric fan. Now what if you were going to Chicago,
where you are told that the weather, while being 60 degrees, will
nevertheless vary by about 30 degrees? You would have to pack winter
and summer clothes. Here the expectation of the temperature carries
little importance concerning the choice of clothing; it is the variance that
matters. Your decision to pack is markedly different now that you are
told that the variability would be around 30 degrees. Now let us push
the point further; what if you were going to a planet where the
expectation is also going to be around 60 degrees, but plus or minus 500
degrees? What would you pack?

We can see that my activity in the market depends far less on where I
think the market is going so much as it does on the degree of error |
allow around such a confidence level.

AN ADMISSION

We close this chapter with the following information: I consider myself
as prone to foolishness as anyone I know, in spite of my profession and
the time spent building my expertise on the subject. But here is the
exception; I know that I am very, very weak on that score. My humanity
will try to foil me; I have to stay on my guard. I was born to be fooled by
randomness. That will be explored in Part III.

PART III

-

WAX IN MY EARS -
LIVING WITH RANDOMITIS



=+

dysseus, the Homerian hero, had the reputation of using guile to
overcome stronger opponents. I find the most spectacular use of
such guile was against no other opponent than himself.

In book 12 of the Odyssey, the hero encounters the sirens, on an
island not far from the rocks of Caribde and Scylla. Their songs are
known to charm the sailors into madness, causing them to irresistibly
cast themselves into the sea off the sirens’ coast, and perish. The
indescribable beauty of the sirens’ songs is contrasted with the
moldering corpses of sailors that strayed into the area around them.
Odysseus, forewarned by Circe, contrives the following ruse. He fills the
ears of all his men with wax, to the point of total deafness, and has
himself tied to the mast. The sailors are under strict instructions not to
release him. As they approach the sirens’ island, the sea is calm and over
the water comes the sound of a music so ravishing that Odysseus
struggles to get loose, expending an inordinate amount of energy to
unrestrain himself. His men tie him even further, until they are safely
past the poisoned sounds.

The first lesson I took from the story is not to even attempt to be
Odysseus. He is a mythological character and I am not. He can be tied
to the mast; I can merely reach the rank of a sailor who needs to have his
ears filled with wax.
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I AM NOT SO INTELLIGENT

The epiphany I had in my career in randomness came when I understood
that I was not intelligent enough, nor strong enough, to even try to fight
my emotions. Besides, I believe that I need my emotions to formulate my
ideas and get the energy to execute them.

I am just intelligent enough to understand that I have a predisposition
to be fooled by randomness — and to accept the fact that I am rather
emotional. I am dominated by my emotions — but as an aesthete, [ am
happy about that fact. I am just like every single character whom 1
ridiculed in this book. Not only that, but I may be even worse than them
because there may be a negative correlation between beliefs and
behavior (recall Popper the man). The difference between myself and
those I ridicule is that I try to be aware of it. No matter how long I study
and try to understand probability, my emotions will respond to a
different set of calculations, those that my unintelligent genes want me
to handle. If my brain can tell the difference between noise and signal,
my heart cannot.

Such unintelligent behavior does not just cover probability and
randomness. I do not think I am reasonable enough to avoid getting
angry when a discourteous driver blows his horn at me for being one
nanosecond late after a traffic light turns green. I am fully aware that
such anger is self-destructive and offers no benefit, and that if I were to
develop anger for every idiot around me doing something of the sort, |
would be long dead. These small daily emotions are not rational. But we
need them to function properly. We are designed to respond to hostility
with hostility. 1 have enough enemies to add some spice to my life, but I
sometimes wish I had a few more (I rarely go to the movies and need the
entertainment). Life would be unbearably bland if we had no enemies
on whom to waste efforts and energy.

The good news is that there are tricks. One such trick is to avoid eye

contact (through the rear-view mirror) with other persons in such

encounters as traffic situations. I try to imagine that the other person is a
Martian, rather than a human being. It works sometimes — but it works
best when the person presents the appearance of being from a different
species. How? I am an avid road cyclist. Recently, as [ was riding along
with other cyclists, slowing down traffic in a rural area, a small woman
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in a giant sports utility vehicle opened her window and heaped curses at
us. Not only did it not upset me but I did not even interrupt my thoughts
to pay attention. When I am on my bicycle, people in large trucks
become a variety of dangerous animals, capable of threatening me but
incapable of making me angry.

I have, like anyone with strong opinions, a collection of critics among
finance academics and economists, annoyed by my attacks on their
misuse of probability and unhappy about my branding them as
pseudoscientists. I am incapable of taming my emotions when reading
their comments. The best [ can do is just not read them. Likewise with
journalists. Not reading their discussions of markets spares me plenty of
emotional expenditure. I will do the same with reviews of this book.
Wax in my ears.

The Odyssean Mute Command

Recall that the accomplishment from which I derive the most pride is my
weaning myself from television and the news media. I am currently so
weaned that it actually costs me more energy to watch television than to
perform any other activity, like, say, writing this book. But this did not
come without tricks. Without tricks I would not escape the toxicity of
the information age. In the trading room of my company I currently

" have the television set turned on all day with the financial news channel

CNBC staging commentator after commentator and CEO after CEO

. murdering rigor all day long. What is the trick? I have the volume

turned completely off. Why? Because when the television set is silent,
the babbling person looks ridiculous, exactly the opposite effect as when
the sound is on. One sees a person with moving lips and contortions in
their facial muscles, taking themselves seriously — but no sound comes
out. We are visually but not auditorily intimidated, which causes a
dissonance. The speaker’s face expresses some excitement, but since no
sound comes out, the exact opposite is conveyed. This is the sort of
contrast the philosopher Henri Bergson had in mind in his Treatise on
Laughter, with his famous description of the gap between the
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seriousness of a gentleman about to walk on a banana skin and the
comical aspect of the situation. Television pundits lose their intimidat-
ing effect; they even look ridiculous. They seem to be excited about
something terribly unimportant. Suddenly pundits become clowns,
which is a reason the writer Graham Greene refused to go on television.

I had this idea of stripping people from language while, on a trip, I
listened (while brutally jetlagged) to a speech in Cantonese, a language I
do not understand, without the benefit of translation. Since I had no
possible clue about his subject, the animated orator lost a large share of
his dignity. The idea came to me that perhaps I could use a genetic bias,
here prejudice, to offset another genetic bias, our predisposition to take
information seriously. It seems to work.

This part, the conclusion of this book, presents the human aspect of
dealing with uncertainty. I have personally failed in a general insulation
from randomness, but I have managed a few tricks.

TWELVE
+

GAMBLERS’ TICKS AND
PIGEONS IN A BOX

On gamblers’ ticks crowding up my life. Why bad taxi-cab
English can belp you make money. How I am the fool of all
fools, except that I am aware of it. Dealing with my genetic

unfitness. No boxes of chocolate under my trading desk.

i

Taxi-Cab English and Causality

irst, a flashback in time to my early days as a trader in New York.

Early in my career, I worked at Credit Suisse First Boston, then
located in the middle of the block between 52nd and 53rd Street,
between Madison and Park Avenue. It was called a Wall Street firm, in
spite of its midtown location — I used to claim to work “on Wall Street”
in spite of having been lucky enough to set foot only twice in the
physical Wall Street, one of the most repulsive areas I have visited east
of Newark, New Jersey.

Then, in my twenties, I lived in a book-choked (but otherwise rather
bare) apartment in Manhattan’s upper east side. The bareness was not
ideological; it was simply because I never managed to enter a furniture
store, as 1 would. eventually stop at a bookstore along the way and haul
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bags of books instead. As can be expected, the kitchen was devoid of
any form of food and utensils, save for a defective expresso machine, as
I learned to cook only very recently (even then ...). -

I went to work every morning in a yellow cab, which dropped me off
at the corner of Park Avenue and 53rd Street. Cab drivers in New York
City are known to be rather untamed and universally unfamiliar with
the geography of the place, but, on occasion, one can find a cab driver
who can both be unacquainted with the city and skeptic of the
universality of the laws of arithmetic. One day I had the misfortune (or
perhaps the fortune, as we will see) to ride with a driver who did not
seem capable of handling any language known to me, which includes
taxi-cab English. I tried to help him navigate south between 74th Street
and 53rd Street, but he stubbornly continued the journey an additional
block south, forcing me to use the 52nd Street entrance. That day, my
trading portfolio made considerable profits, owing to considerable
turmoil in currencies; it was then the best day of my young career.

The next day, as usual, I hailed a cab from the corner of 74th Street
and Third Avenue. The previous driver was nowhere in sight, perhaps
deported back to the old country. Too bad; I was gripped with the
unexplainable desire to pay him back for the favor he had done me and
surprise him with a gigantic tip. Then I caught myself instructing the
new cab driver to take me to the north-east corner of 52nd Street and
Park Avenue, exactly where I was dropped off the day before. I was
taken aback by my own words ... but it was too late.

When I looked at my reflection in the elevator’s mirror, it dawned on
me that [ wore the exact same tie as the day before — with the coffee
stains from the previous day’s fracas (my only addiction is to coffee).
There was someone in me who visibly believed in a strong causal link
between my use of the entrance, my choice of tie and the previous day’s
market behavior. I was disturbed for acting like a fake, like an actor
who impersonated some role that was not his. I felt that I was an

impostor. On the one hand, I talked like someone with strong scientific .

standards, a probabilist focused on his craft. On the other, I had closed
superstitions just like one of these blue-collar pit traders. Would I have
to go buy a horoscope next?

A little brooding revealed that my life until then had been governed
by mild superstitions, me the expert in options and dispassionate
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calculator of probabilities, a rational trader! It was not the first time
that I had acted on mild superstitions of a harmless nature, which I
believed were instilled in me by my Eastern Mediterranean roots: one
does not grab the salt shaker from the hand of another person risking a
falling out; one is to knock on wood upon receiving a compliment; plus
many other Levantine beliefs passed on for a few dozen centuries. But
like many things that brew and spread around the ancient pond, these
beliefs I had taken with a fluctuating mixture of solemnity and mistrust.
We consider them more like rituals than truly important actions meant
to stave off undesirable turns of the goddess Fortuna — superstitions can
instill some poetry in daily life.

The worrying part was that it was the first time that I noticed
superstitions creeping into my professional life. My profession is to act
like an insurance company, stringently computing the odds based on
well defined methods, and making a profit because other people are less
rigorous, get blinded by some “analysis”, or act with the belief that they
are chosen by destiny. But there was too much randomness flooding my
occupation.

I detected the rapid accumulation of what is called “gamblers’ ticks”
surreptitiously developing in my behavior ~ though minute and barely
detectable. Until then these small ticks had escaped me. My mind
seemed to be constantly trying to detect a statistical connection between
some of my facial expressions and outcome of events. For example, my
income started to increase after [ discovered my slight near-sightedness
and started wearing glasses. Although glasses were not quite necessary,
nor even useful, except for night driving, I kept them on my nose as I
unconsciously acted as if I believed in the association between
performance and glasses. To my brain such statistical association was
as spurious as it can get, owing to the reduced sample size, yet this
native statistical instinct did not seem to benefit from my expertise in
hypothesis testing.

Gamblers are known to develop some behavioral distortions as a
result of some pathological association between a betting outcome and
some physical move. “Gambler” is about the most derogatory term that
could be used in my derivatives profession. As an aside, gambling to me
is best defined as an activity where the agent gets a thrill when
confronting a random outcome, regardless of whether he has the odds
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stacked in his favor or against him. Even when the odds are clearly
stacked against the gambler, he sometimes transcends the odds by
believing that destiny selected him in some manner. This shows in the
very sophisticated people one meets in casinos where they normally
should not be found. I even ran into world-class probability experts who
had a gambling habit on the side, throwing all of their knowledge to the
wind. For example, a former colleague of mine and one of the most
intelligent people I have ever met, frequently went to Las Vegas, and
seemed to be such a turkey that the casino provided him with
complimentary luxury suites and transportation. He even consulted a
fortune teller prior to taking large trading positions and tried to get
reimbursed by our employer.

The Skinner Pigeon Experiment

At 25, I was totally ignorant of the behavioral sciences. I had been
fooled by my education and culture into believing that my superstitions
were cultural, and that, consequently, they could be shed through the
exercise of so-called reason. Taken at the general level of society,
modern life would eliminate them as science and logic would enter it.
But in my case, I was over time getting more sophisticated intellectually,
but the floodgates of randomness were bursting and I was becoming
more superstit%ous.

These superstitions needed to be biological — but I was brought up in
an era when the dogma was that it was nurture, rarely nature, that was
the culprit. Clearly, there was nothing cultural about my link between
my wearing glasses and a random market outcome. There was nothing
cultural in my link between my use of entrance and my performance as a
trader. There was nothing cultural in my wearing the same tie as the day
before. Something in us has not developed properly over the past
thousand years and I was dealing with the remnant of our old brain.

To probe the point further, we need to look at such formations of
causal associations in the lower forms of life. The famous Harvard
psychologist B.F. Skinner constructed a box for rats and pigeons,
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equipped with a switch that the pigeon can operate by pecking. In
addition, an electrical mechanism delivers food into the box. Skinner
designed the box in order to study more general properties of the
behavior of a collection of nonhumans, but it was in 1948 that he had
the brilliant idea of ignoring the lever and focusing on the food delivery.
He programmed it to deliver food at random to the famished birds.

He saw quite astonishing behavior on the part of the birds; they
developed an extremely sophisticated rain-dance type of behavior in
response to their ingrained statistical machinery. One bird swung its
head rhythmically against a specific corner of the box, others spun their
heads anti-clockwise; literally all of the birds developed a specific ritual
that progressively became hard-wired into their mind as linked to their
feeding.

This problem has a more worrying extension; we are not made to
view things as independent from each other. When viewing two events
A and B, it is hard not to assume that A causes B, B causes A, or both
cause each other. Our bias is immediately to establish a causal link.
While to a budding trader this causes hardly any worse costs than a few
pennies in cab fare, it can draw the scientist into spurious inference. For
it is harder to act as if one were ignorant than as if one were smart;
scientists know that it is emotionally harder to reject a hypothesis than
to accept it (what is called type I and type II errors) — quite a difficult
matter when we have such sayings as felix qui potuit cognoscere causas
(happy is he who understands what is behind things). It is very hard for
us to just shut up. We are not cut out for it. Popper or not, we take
things too seriously.

Philostratus Redux

I offered no solution to the problem of statistical inference at a low
resolution. I discussed in Chapter 3 the technical difference between
noise and meaning - but it is time to discuss the execution. The Greek
philosopher Pyrrho, who advocated a life of equanimity and
indifference, was criticized for failing to keep his composure during a
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critical circumstance (he was chased by an ox). His answer was that he
found it sometimes difficult to rid himself of his humanity. If Pyrrho
cannot stop being human, I do not see why the rest of us should
resemble the rational man who acts perfectly under uncertainty as
propounded by economic theory. I discovered that much of the
rationally obtained results using my computations of the various
probabilities do not register deeply enough to impact my own conduct.
In other words, I acted like the doctor in Chapter 11 who knew of the
2% probability of the disease, but somehow unwittingly treated the
patient as if the ailment had a 95% probability of being there. My brain
and my instinct were not acting in concert.

The details are as follows. As a rational trader (all traders boast so) I
believe as I discussed before that there is a difference between noise and
signal, and that noise needs to be ignored while a signal needs to be
taken seriously. I use elementary (but robust) methods that allow me to
calculate the expected noise and signal composition of any fluctuation in
my trading performance. For example, after registering a profit of
$100,000 on a given strategy, I may assign a 2% probability to the
hypothesis of the strategy being profitable and 98% probability to the
hypothesis that the performance may be the result of mere noise. A gain
of $1,000,000, on the other hand, certifies that the strategy is a
profitable one, with a 99% probability. A rational person would act
accordingly in the selection of strategies, and set his emotions in
accordance. with his results. Yet I have experienced leaps of joy over
results that I knew were mere noise, and bouts of unhappiness over
results that did not carry the slightest degree of statistical significance. I
cannot help it but I am emotional and derive most of my energy from
my emotions. So the solution does not reside in taming my heart.

Since my heart does not seem to agree with my brain, I need to take
serious action to avoid making irrational trading decisions, namely, by
denying myself access to my performance report unless it hits a
predetermined threshold. This is no different from the divorce between
my brain and my appetite when it comes to the consumption of
chocolate. I generally deal with it by ascertaining that there are no
chocolate boxes under my trading desk.

One of the most irritating conversations I've had is with people who
lecture me on how I should behave. Most of us know pretty much how
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we should behave. It is the execution that is the problem, not the
absence of knowledge. I am tired of the moralizing slow-thinkers who
pound me with platitudes like I should floss daily, eat my regular apple
and visit the gym outside of the new-year resolution. In the markets the
recommendation would be to ignore the noise component in the
performance. We need tricks to get us there but before that we need to
accept the fact that we are mere animals in need of lower forms of tricks,
not lectures.

Finally, I consider myself lucky for not having a cigarette addiction.
For the best way to understand how we could be rational in our
perception of the risks and probabilities and, at the same time, be foolish
while acting on them, would be to have a conversation with a cigarette
smoker. For few cigarette smokers remain unaware of the fact that lung
cancer strikes one in three of their population. If you remain uncon-
vinced, take a look at the huddling smoking crowd outside the service
entrance of the Memorial-Sloan Kettering Cancer Center in New York
City’s upper East side. You will see dozens of cancer nurses (and,
perhaps, doctors) standing outside the entrance with a cigarette in hand
as hopeless patients are wheeled in for their treatments.
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CARNEADES COMES TO ROME: ON
PROBABILITY AND SKEPTICISM

Cato the censor sends Carneades packing. Monsieur de Norpois
does not remember bis old opinions. Beware the scientist.
Marrying ideas. The same Robert Merton helping the author
start his firm. Science evolves from funeral to funeral.

A sk your local mathematician to define probability; he would most
probably show you how to compute it. As we saw in Chapter 3 on
probabilistic introspection, probability is not about the odds, but about
the belief in the existence of an alternative outcome, cause, or motive.
Recall that mathematics is a tool to meditate, not compute. Again, let us
go back to the elders for more guidance - for probabilities were always
considered by them as nothing beyond a subjective, and fluid, measure

of beliefs.
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Carneades Comes to Rome

Around 155 B.C., the Greek post-classical philosopher Carneades of
Cyrene came to Rome as one of the three Athenian ambassadors who
came to beg the Roman Senate for a political favor. A fine had been
levied against the citizens of their city, and they wanted to convince
Rome that it was unfair. Carneades represented the Academy, the same
argumentative open-air institution where three centuries before Socrates
drove his interlocutors to murder him just to get some respite from his
arguments. It was now called the New Academy, was no less
argumentative, and had the reputation of being the hotbed of skepticism
in the ancient world.

On the much anticipated day of his oration, he stood up and
delivered a brilliantly argued harangue in praise of justice and how
devolving it should be at the top of our motives. The Roman audience
was spellbound. It was not just his charisma; the audience was swayed
by the strength of the arguments, the eloquence of the thought, the
purity of the language, and the energy of the speaker. But that was not

. the point he wanted to drill.

The next day, Carneades came back, stood up and established the

*doctrine of uncertainty of knowledge in the most possibly convincing
* way. How? By proceeding to contradict and refute with no less swaying

arguments what he had established so convincingly the day before. He
managed to persuade the very same audience and in the same spot that
justice should be way down on the list of motivations for human
undertakings.

Now the bad news. Cato the elder (the “censor”) was among the

" audience, already quite old, and no more tolerant than he had been

during his office of censor. Enraged, he persuaded the Senate to send the
three ambassadors packing lest their argumentative spirit muddle the
spirit of the youth of the Republic and weaken the military culture.

- (Cato had banned during his office of censorship all Greek rhetoricians

from establishing residence in Rome. He was too much a no-nonsense
type of person to accept their introspective expansions.)

Carneades was not the first skeptic in classical times, nor was he the
first to teach us the true notion of probability. But this incident remains
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the most spectacular in its impact on generations of rhetoricians and
thinkers. Carneades was not merely a skeptic; he was a dialectician,
someone who never committed himself to any of the premises from
which he argued, or to any of the conclusions he drew from them. He
stood all his life against arrogant dogma and belief in one sole truth. Few
credible thinkers rival Carneades in their rigorous skepticism (a class that
would include the medieval Arab philosopher Al Gazali, Hume, and
Kant — but only Popper came to elevate his skepticism to an all-encom-
passing scientific methodology). As the skeptics’ main teaching was that
nothing could be accepted with certainty, conclusions of various degrees
of probability could be formed, and these supplied a guide to conduct.

Stepping further back in time and searching for the first known uses
of probabilistic thinking in history, we find it harks back to sixth-
century (B.C.) Greek Sicily. There, the notion of probability was used in
a legal framework by the very first rhetoricians who, when arguing a
case, needed to show the existence of a doubt concerning the certainty
of the accusation. The first known rhetorician was a Syracusean named
Korax who engaged in teaching people how to argue from probability.
At the core of his method was the notion of the most probable. For
example, the ownership of a piece of land, in the absence of further
information and physical evidence, should go to the person after whose
name it is best known. One of his indirect students, Gorgias, took this
method of argumentation to Athens, where it flourished. It is the
establishment of such most probable notions that taught us to view the
possible contingencies as distinct and separable events with probabilities
attached to each one of them.

’

PROBABILITY THE CHILD OF SKEPTICISM

Until the Mediterranean basin was dominated with monotheism, which
led to the belief in some form of uniqueness of the truth (to be
superceded later by episodes of communism), skepticism had gained
currency among many major thinkers — and certainly permeated the
world. The Romans did not have a religion per se; they were too
tolerant to accept a given truth. Theirs were a collection of a variety of
flexible and syncretic superstitions. I will not get too theological, except
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to say that we had to wait for a dozen centuries in the Western world to
espouse critical thinking again. Indeed, for some strange reason during
the middle ages, Arabs were critical thinkers (through their post-
classical philosophical tradition) when Christian thought was dogmatic,
then after the renaissance, the roles mysteriously reversed.

One author from antiquity who provides us evidence of such thinking
is the garrulous Cicero. He preferred to be guided by probability than
allege with certainty — very handy, some said, because it allowed him to
contradict himself. This may be a reason for us, who have learned from
Popper how to remain self critical, to respect him more, as he did not
hew stubbornly to an opinion for the mere fact that he had voiced it in
the past. Indeed your average literature professor would fault him for
his contradictions and his change of mind.

It was not until modern times that such desire to be free from our
own past statements emerged. Nowhere was it made more eloquently
than in rioting student graffiti in Paris. The student movement that took
place in France in 1968, with the youth no doubt choking under the
weight of years of having to sound intelligent and coherent, produced,
among other jewels, the following demand:

We demand the right to contradict ourselves!

Monsieur de Norpois’s Opinions

Modern times provide us with a depressing story. Self-contradiction is
made culturally to be shameful, a matter that can prove disastrous in
science. Marcel Proust’s novel In Search of Time Lost features a semi-
retired diplomat, Marquis de Norpois, who, like all diplomats before
the advent of the fax machine, was a socialite who spent considerable
time in salons. The narrator of the novel sees Monsieur de Norpois
openly contradicting himself on some issue (some prewar rapproche-
ment between France and Germany). When reminded of his previous

position, Monsieur de Norpois did not seem to recall it. Proust reviles
him:



186 WAX IN MY EARS

Momnsieur de Norpois was not lying. He had just forgotten. One
forgets rather quickly what one has not thought about with depth,
what has been dictated to you by imitation, by._ the passions
surrounding you. These change, and with them so do your memories.
Even more than diplomats, politicians do not remember opinions
they bad at some point in their lives and their fibbings are more
attributable to an excess of ambition than a lack of memory.

Monsieur de Norpois is made to be ashamed of the fact that he
expressed a different opinion. Proust did not consider that the diplomat
might have changed his mind. We are supposed to be faithful to our
opinions. One becomes a traitor otherwise.

Now I hold that Monsieur de Norpois should be a trader. One of the
best traders I have ever encountered in my life, Nigel Babbage, has the
remarkable attribute of being completely free of any path dependence in
his beliefs. He exhibits absolutely no embarrassment buying a given
currency on a pure impulse, when only hours ago he might have voiced
a strong opinion as to its future weakness. What changed his mind? He
does not feel obligated to explain it.

The public person most visibly endowed with such a trait is George
Soros. One of his strengths is that he revises his opinion rather rapidly,
without the slightest embarrassment. The following anecdote illustrates
Soros’s ability to reverse his opinion in a flash. The French playboy trader
Jean-Manuel Rozan discusses the following episode in his auto-
biography'? (disguised as a novel in order to avoid legal bills). The
protagonist (Rozan) used to play tennis in the Hamptons on Long Island
with Georgi Saulos, an “older man with a funny accent”, and sometimes
engage in discussions about the market, not initially knowing how
important and influential Saulos truly was. One week-end, Saulos
exhibited in his discussion a large amount of bearishness, with a com-
plicated series of arguments that the narrator could not follow. He was
obviously short the market. A few days later, the market rallied violently,
making record highs. The protagonist worried about Saulos, asked him at
their subsequent tennis encounter if he was hurt. “We made a killing”,
Saulos said. “I changed my mind. We covered and went very long”.

It was this very trait that, a few years later, affected Rozan negatively
and almost cost him a career. Soros gave Rozan in the late 1980s 20
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million dollars to speculate with (a sizeable amount at the time), which
allowed him to start a trading company (I was almost dragged into it). A
few days later, as Soros was visiting Paris, they discussed markets over
lunch. Rozan saw Soros becoming distant. He then completely pulled
the money, offering no explanation. What characterizes real
speculators like Soros from the rest is that their activities are devoid

of path dependence. They are totally free from their past actions. Every
day is a clean slate.

PATH DEPENDENCE OF BELIEFS

There is a simple test to define path dependence of beliefs. Say you own
a painting you bought for $20,000, and owing to rosy conditions in the
art market, it is now worth $40,000. If you owned no painting, would
you still acquire it at the current price? If you would not, then you are
said to be married to your position. There is no rational reason to keep a
painting you would not buy at its current market rate - only an
emotional investment. Many people get married to their ideas all the
way to the grave. Beliefs are said to be path dependent if the sequence of
ideas is such that the first one dominates.

There are reasons to believe that, for evolutionary purposes, we may
be programmed to build a loyalty to ideas in which we have invested

- time. Think about the consequences of being a good trader outside of

the market activity, and deciding every morning at 8 a.m. whether to

keep the spouse or if it is not better to part with him or her for a better
| emotional investment elsewhere. Or think of a politician who is so
-rational that, during a campaign, he changes his mind on a given matter

because of fresh evidence and abruptly switches political parties. That

- would make rational investors who evaluate trades in a proper way a
“genetic oddity — perhaps a rare mutation. Some medical researchers find

that purely rational behavior on the part of humans is a sign of a defect
in the amygdala, that the subject is, literally, a psychopath. Could Soros
have a genetic flaw that makes him rational as a decision maker?
Such trait of absence of marriage to ideas is indeed rare among
humans. Just as we do with children, we support those in whom we have
1 heavy investment of food and time until they are able to propagate our
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genes, so we do with ideas. An academic who became famous for
espousing an opinion is not going to voice anything that can possibly
devalue his own past work and kill years of investment. People who
switch parties become traitors, renegades, or, worst of all, apostates
(those who abandoned their religion were punishable by death).

Computing Instead of Thinking

There is another story of probability other than the one I introduced
with Carneades and Cicero. Probability entered mathematics with
gambling theory, and stayed there as a mere computational device.
Recently, an entire industry of “risk measurers” emerged, specializing in
the application of these probability methods to assess risks in the social
sciences. Clearly, the odds in games where the rules are clearly and
explicitly defined are computable and the risks consequently measured.
But not in the real world. For mother nature did not endow us with clear
rules. The game is not a deck of cards (we do not even know how many
colors there are). But somehow people “measure” risks, particularly if
they are paid for it. I have already discussed Hume’s problem of
induction and the occurrence of black swans. Here I introduce the
scientific -perpetrators.

Recall that I have waged a war against the charlatanism of some
prominent financial economists for a long time. The points are as
follows. One Harry Markowitz received something called the Nobel
Memorial Prize in Economics (which in fact is not even a Nobel Prize as
it is granted by the Swedish central bank in honor of Alfred Nobel - it
was never in the will of the famous man). What is his achievement? By
creating an elaborate method of computing future risk if one knows
future uncertainty; in other words if markets had clearly defined rules -
which is clearly not the case. Now I explained the point to a cab driver
who laughed at the fact that someone ever thought that there was any
scientific method to understand markets and predict their attributes.
Somehow when one gets involved in financial economics, owing to the
culture of the field, one becomes likely to forget these basic facts.
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An immediate result of Dr. Markowitz’s theory was the near collapse
of the financial system in the summer of 1998 (as we saw in Chapters 1
and 5) by Long Term Capital Management (“LTCM”), a Greenwich,
Connecticut fund that had for principals two of Dr. Markowitz’s
colleagues, “Nobel” as well. They are Drs. Robert Merton (the one in
Chapter 3 trouncing Shiller) and Myron Scholes. Somehow they thought
they could scientifically “measure” their risks. They made absolutely no
allowance in the LTCM episode for the possibility of their not
understanding markets and their methods being wrong. That was not
a hypothesis to be considered. I happen to specialize in profiting from
the black swans and the breakdown of the system, and make bets
against financial economists. Suddenly I started getting some irritating
fawning respect, along with paychecks from the market. Drs. Merton
and Scholes helped put your humble author on the map and caused the
birth of your humble crisis-hunter’s firm, Empirica - as capital started
flowing to people who did the exact opposite of what they did for a
living.

One would think that when scientists make a mistake, they develop a
new science that incorporates what has been learned from it. When
academics blow up trading, one would expect them to integrate such
information in their theories and make some heroic statement to the
effect that they were wrong, but that now they have learned something
about the real world. Nothing of the sort. Instead they complain about
the behavior of their counterparts in the market who pounced on them
like vultures, thus exacerbating their downfall. Accepting what has
happened, clearly the courageous thing to do, would invalidate the ideas
they have built throughout an entire academic career. All of the
principals who engaged in a discussion of the events partook of a
masquerade of science by adducing ad hoc explanations and putting the
blame on a rare event (problem of induction: how did they know it was
a rare event?). They spent their energy defending themselves rather than
trying to make a buck with what they learned. Again compare them
with Soros who walks around telling whomever has the patience to
listen to him that he is fallible. My lesson from Soros is to start every
meeting at my trading boutique by convincing everyone that we are a
bunch of idiots who know nothing and are mistake prone, but happen
to be endowed }’Vith the rare privilege of knowing it.
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From Funeral to Funeral

I conclude with the following saddening remark about scientists in the
soft sciences. People confuse science and scientists. Science is great, but
individual scientists are dangerous. They are human; they are marred by
the biases humans have. Perhaps even more. For most scientists are hard
headed, otherwise they would not derive the patience and energy to
perform the Herculean tasks asked of them, like spending 18 hours a
day perfecting their doctoral thesis.

A scientist may be forced to act like a cheap defense lawyer rather
than a pure seeker of the truth. A doctoral thesis is “defended” by the
applicant; it would be a rare situation to see the student change his mind
upon being supplied with a convincing argument. But science is better
than scientists. It was said that science evolves from funeral to funeral.
After the LTCM collapse, a new financial economist will emerge, who
will integrate such knowledge in his science. He will be resisted by the
older ones but, again, they will be much closer to their funeral date than

he.

FOURTEEN
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BACCHUS ABANDONS ANTONTY

Montherlant’s death. Stoicism is not the stiff upper lip, but the
illusion of victory of man against randomness. It is so easy to be
heroic. Randomness and personal elegance.

hen the classicist aristocratic French writer Henry de Month-

erlant was told that he was about to lose his eyesight to a
degenerative disease, he found it most appropriate to take his own life.
Such is the end that becomes a classicist. Why? Because the stoic’s
prescription was precisely to elect what one can do to control one’s
destiny in front of a random outcome. At the end, one is allowed to
choose between no life at all and what one is given by destiny; we
always have an option against uncertainty. But such an attitude is not
limited to stoics; both competing sects in the ancient world, stoicism and
Epicurianism recommended such control (the difference between the
two resides in minor technicalities — neither philosophies meant then
what is commonly accepted today in middlebrow culture).

Being a hero does not necessarily mean such an extreme act as
getting killed in battle or taking one’s life — the latter is only recom-
mended in a narrow set of circumstances and considered cowardly
otherwise. Having control over randomness can be expressed in the
manner one acts in the small and the large. Recall that epic heroes
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were judged by their actions, not by the results. No matter how
sophisticated our choices, how good we are at dominating the odds,
randomness will have the last word. We are left only with dignity as a
solution — dignity defined as the execution of a protocol of behavior
that does not depend on the immediate circumstance. It may not be the
optimal one, but it certainly is the one that makes us feel best. Grace
under pressure, for example. Or in deciding not to toady up to
someone, whatever the reward. Or in fighting a duel to save face. Or in
signaling to a prospective mate during courtship: “listen, I have a crush
on you; [ am obsessed with you, but [ will not do a thing to
compromise my dignity. Accordingly, the slightest snub and you will
never see me again”.

This last chapter will discuss randomness from a totally new angle;
philosophical but not the hard philosophy of science and epistemology
as we saw in Part [ with the black swan problem. It is a more archaic,
softer type of philosophy, the various guidelines that the ancients had
concerning the manner a man of virtue and dignity deals with
randomness — there was no real religion at the time (in the modern
sense). It is worthy of note that before the spread of what can be best
called Mediterranean monotheism, the ancients did not believe enough
in their prayers to influence the course of destiny. Their world was
dangerous, fraught with invasions and reversals of fortune. They needed
substantial prescriptions in dealing with randomness. It is such beliefs
that we will outline next.

Notes on Jackie O.’s Funeral

If a stoic were to visit us, he would feel represented by the following
poem.- To many (sophisticated) lovers of poetry, one of the greatest
poets who ever breathed is C.P. Cavafy. Cavafy was an Alexandrian
Greek civil servant with a Turkish or Arabic last name who wrote
almost a century ago in a combination of classical and modern Greek a
lean poetry that seems to have eluded the last fifteen centuries of
Western literature. Greeks treasure him like their national monument.
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Most of his poems take place in Syria (his Grecosyrian poems initially
drew me to him), Asia Minor, and Alexandria. Many people believe it
worth learning formal semi-classical Greek just to savor his poems.
Somehow their acute aestheticism stripped of sentimentality provides a
relief from centuries of mawkishness in poetry and drama. He provides
a classical relief for those of us who were subjected to the middle-class
valued melodrama as represented by Dickens’s novels, romantic poetry,
and Verdi’s operas.

I was surprised to hear that Maurice Tempelsman, last consort of
Jackie Kennedy Onassis, read Cavafy’s valedictory Apoleipein o Theos
Antonion (The God Abandons Antony) at her funeral. The poem
addresses Marc Antony, who has just lost the battle against Octavius
and was forsaken by Bacchus the god who until then had protected him.
It is one of the most elevating poems I have ever read, beautiful because
it was the epitome of such dignified aestheticism — and because of the
gentle but edifying tone of the voice of the narrator advising a man who
had just received a crushing reversal of fortune.

The poem addresses Antony, now defeated and betrayed (according
to legend, even his horse deserted him to go to his enemy Octavius). It
asks him to just bid her farewell, Alexandria the city that is leaving him.

- It tells him not to mourn his luck, not to enter denial, not to believe that

his ears and eyes are deceiving him. Antony, do not degrade yourself
with empty hopes. Antony,

Just listen while shaken by emotion but not with the coward’s
imploration and complaints.

While shaken with emotion. No stiff upper lip. There is nothing wrong
and undignified with emotions — we are cut to have them. What is
wrong is not following the heroic, or at least, the dignified path. That is
what stoicism truly means. It is the attempt by man to get even with
probability. I need not be nasty at all and break the spell of the poem
and its message, but I cannot resist some cynicism. A couple of decades
later, Cavafy, while dying of throat cancer did not quite follow the
prescription. Deprived of his voice by the surgeons, he used to randomly
enter undignified spells of crying and cling to his visitors, preventing
them from leaving his death room.
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Some history. I said that stoicism has rather little to do with the stiff
upper lip notion that we believe it means. Started as an intellectual
movement in antiquity by a Phoenician Cypriot, Zeno of Kitium, it
developed by Roman time into a life based on a system of virtues — in the
ancient sense when virtue meant virtu, the sort of belief in which virtue
is its own reward. There developed a social model for a stoic person, like
the gentlemen in Victorian England. Its tenets can thus be summarized
as follows: the stoic is a person who combines the qualities of wisdom,
upright dealing, and courage. The stoic will thus be immune from life’s
gyrations as he will be superior to the wounds from some of life’s dirty
tricks. But things can be carried to the extreme; the stern Cato found it
beneath him to have human feelings. A more human version can be read
in Seneca’s Letters From a Stoic, a soothing and surprisingly readable
book that I distribute to my trader friends (Seneca also took his own life
when cornered by destiny).

Randomness and Personal Elegance

The reader knows my opinion on unsolicited advice and sermons on how
to behave in life. Recall that ideas do not truly sink in when emotions
come into play; we do not use our rational brain outside of classrooms.
Self-help books (even when they are not written by charlatans) are
largely ineffectual. Good, enlightened (and “friendly”) advice and
eloquent sermons, do not register for more than a few moments when
they go against our wiring. The interesting thing about stoicism is that it
plays on dignity and personal aesthetics, which are part of our genes.
Start stressing personal elegance at your next misfortune. Exhibit sapere
vivere (“know how to live”) in all circumstances.

Dress at your best on your execution day (shave carefully); try to
leave a good impression on the death squad by standing erect and
proud. Try not to play victim when diagnosed with cancer (hide it from
others and only share the information with the doctor — it will avert the
platitudes and nobody will treat you like a victim worthy of their pity; in
addition the dignified attitude will make both defeat and victory feel
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equally heroic). Be extremely courteous to your assistant when you lose
money (instead of taking it out on him as many of the traders whom I
scorn routinely do). Try not to blame others for your fate, even if they
deserve blame. Never exhibit any self pity, even if your significant other
bolts with the handsome ski instructor or the younger aspiring model.
Do not complain. If you suffer from a benign version of the “attitude
problem”, like my childhood friend Camille Abousleiman, do not start
playing nice guy if your business dries up (he sent a heroic e-mail to his
colleagues informing them “less business, but same attitude”). The only
article Lady Fortuna has no control over is your behavior. Good luck.



EPILOGUE: SOLON TOLD YOU SO
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BEWARE THE LONDON TRAFFIC JAMS

couple of years after we left him looking at John smoking a cigarette

with a modicum of schadenfreude, Nero’s skepticism ended up
paying off. Simultaneously as he beat the 28% odds, up to the point of
complete cure, he made a series of exhilarating personal and professional
victories. Not only did he end up sampling the next level of wealth but he
got the riches right when other Wall Street hot shots got poor, which could
have allowed him to buy the goods they owned at very large discounts, if
he wanted to. But he acquired very little, and certainly none of the goods
Wall Streeters usually buy. But Nero did engage in occasional excess.

Friday afternoon traffic in London can be dreadful. Nero started
spending more time there. He developed an obsession with traffic jams.
One day he spent five hours moving West from his office in the City of
London towards a cottage in the Cotswolds where he stayed most
weekends. The frustration prompted Nero to get a helicopter flying
license, through a crash course in Cambridgeshire. He realized that the
train was probably an easier solution to get out of town for the
weekend, but he felt the urge for a pet extravagance. The other result of
his frustration was his no less dangerous commuting on a bicycle
between his flat in Kensington and his office in the City.

Nero’s excessive probability consciousness in his profession somehow
did not register fully into his treatment of physical risk. For Nero’s
helicopter crashed as he was landing it near Battersea Park on a windy
day. He was alone in it. In the end the black swan got its man.
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