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To the memory of John H. Makin, economist, mentor, and friend. We need him now more than ever.





When he had opened the third seal, I heard the third living creature cry out, “Come forward.” And I beheld a black horse, and its rider held a scale in his hand. I heard a voice in the midst of the four living creatures. It said, “A measure of wheat costs a day’s pay, and three measures of barley cost a day’s pay. But do not damage the oil and the wine.”

Revelation 6:5–6






Introduction

Felix Somary was perhaps the greatest economist of the twentieth century. He is certainly among the least known.

Somary was born in 1881 in a German-speaking part of what was then the Austro-Hungarian Empire. He studied law and economics at the University of Vienna. There he was a classmate of Joseph Schumpeter’s and took his Ph.D. with Carl Menger, the father of Austrian economics.

During the First World War Somary served as a central banker in occupied Belgium, but for most of his career he was a private banker to wealthy individuals and institutions. He moved to Zurich in the 1930s where he lived and worked until his death in 1956. Somary spent most of the Second World War in Washington, D.C., where he served as a Swiss envoy on financial affairs and provided advice on finance to the War Department.

Somary was widely considered the world’s greatest expert on currencies. He was frequently called upon by central banks to advise on monetary policy. Unfortunately for those banks, his sound advice was mostly ignored for political reasons.

He was called the Raven of Zurich for his uncanny ability to foresee financial catastrophes when others were complacent. Ravens in Greek mythology are associated with Apollo, god of prophecy. In the Old Testament book of Kings, ravens are commanded by God to minister to the prophet Elijah. Somary was perhaps the greatest economic prophet since antiquity. The English-language translation of Somary’s memoir is titled The Raven of Zurich.

Somary not only foresaw the First World War, the Great Depression, and the Second World War before others, but he accurately warned about the deflationary and inflationary consequences of those cataclysms. He lived through the demise of the classical gold standard, the currency chaos of the interwar period, and the new Bretton Woods system. He died in 1956 before the Bretton Woods era came to an end.

Somary’s success at forecasting extreme events was based on analytic methods similar to ones used in this book. He did not use the same names we use today; complexity theory and behavioral economics were still far in the future when he was engaged with markets. Still, his methods are visible from his writings.

A vivid example is a chapter in his memoir called “The Sanjak Railway,” which describes an episode that occurred in 1908 involving Somary’s efforts to syndicate a commercial loan. The loan proceeds were to build a railroad from Bosnia to the Greek port city of Salonika, today’s Thessaloniki. The railroad itself was an insignificant project. Somary was engaged by backers in Vienna to report on its financial feasibility.

The proposed route crossed an Ottoman province called the Sanjak of Novi Bazar. This route necessitated an application from Vienna to the Sublime Porte for permission.

What happened next shocked Vienna. Foreign ministries from Moscow to Paris protested vehemently. As Somary writes, “The Russian-French alliance had reacted to Austria-Hungary’s application for a rail concession with a storm of protest unparalleled in intensity—and had in turn made a political countermove by proposing a railway from the Danube to the Adriatic.”

This railroad incident took place before the Balkan Wars of 1912–13, and six years before the outbreak of the First World War. Yet, based on the French-Russian reaction alone, Somary correctly inferred that world war was inevitable. His analysis was that if an insignificant matter excited geopolitical tensions to the boiling point, then larger matters, which inevitably occur, must lead to war.

This inference is a perfect example of Bayesian statistics. Somary, in effect, started with a hypothesis about the probability of world war, which in the absence of any information is weighted fifty-fifty. As incidents like the sanjak railway emerge, they are added to the numerator and denominator of the mathematical form of Bayes’ theorem, increasing the odds of war. Contemporary intelligence analysts call these events “indications and warnings.” At some point, the strength of the hypothesis makes war seems inevitable. Bayes’ theorem allows an analyst to reach that conclusion ahead of the crowd.

The sanjak railway episode echoes rivalries in our own day about natural gas pipelines from the Caspian Sea to Europe, some of which may traverse old Ottoman sanjaks. The players—Turkey, Russia, and Germany—are the same. Where is our new Somary? Who is the new raven?

Somary also used the historical-cultural method favored by Joseph Schumpeter. In 1913, Somary was asked by the seven great powers of the day to reorganize the Chinese monetary system. He declined the role because he felt a more pressing monetary crisis was coming in Europe. A decade ahead of a powerful deflation that held the world in its grip from 1924 to 1939, he wrote:


Europeans found the Chinese amusing for their rejection of paper money and their practice of weighing metallic currency on scales. People presumed that the Chinese were five generations behind us—in reality they were a generation ahead of Europe. Under the Mongol emperors they had experienced a boom in which paper billions were issued to finance military conquests and vast public works, only to go through the bitter deflationary consequences—and the impression of all this had lasted through many subsequent centuries.



Somary also showed his mastery of behavioral psychology in analyzing an incident from July 1914, in which King George V of England assured the kaiser’s brother, who was the king’s cousin, that war between England and Germany was impossible:


Doubtless the King too had spoken in good faith to his cousin, but I was uncertain how much insight the King could have into the situation. I had seen six years before how little informed more capable rulers had been; the information available to insiders, and precisely the most highly placed among them, is all too often misleading. I relied more the on the judgment of The Times than of the King. On behalf of those friends whose assets I was managing, I converted bank deposits and securities into gold and invested in Switzerland and Norway. A few days later the war broke out.



Today, the king’s mistaken views would be described by behavioral psychologists as cognitive dissonance or confirmation bias. Somary did not use those terms, yet understood that elites live in bubbles beside other elites. They are often the last to know a crisis is imminent.

Somary’s memoir was published in German in 1960; the English-language translation only appeared in 1986. Both editions are long out of print; only a few copies are available from specialty booksellers.

One year after the English edition was published, on October 19, 1987, the Dow Jones Industrial Average dropped over 20 percent in a single day, ushering in the modern age of financial complexity and market fragility. One is inclined to believe that had Somary lived longer he would have seen the 1987 crash coming, and more besides.

Using Somary’s methods—etiology, psychology, complexity, and history—this book picks up the thread of financial folly where the Raven of Zurich left off.

Is economics science? Yes, and there the problems begin. Economics is a science, yet most economists are not scientists. Economists act like politicians, priests, or propagandists. They ignore evidence that does not fit their paradigms. Economists want scientific prestige without the rigor. Today’s weak world growth can be traced to this imposture.

Science involves both knowledge and method. Sound method is the way to acquire knowledge. This is done through induction, basically a hunch, or deduction, an inference drawn from data. Either an inductive or deductive approach is used to form a hypothesis: a rigorous guess. The hypothesis is tested by experimentation and observation, which lead to data. The hypothesis either is confirmed by data, in which case the hypothesis becomes more widely accepted, or is invalidated by data, in which case the hypothesis is rejected and replaced by new hypotheses. When a hypothesis survives extensive testing and observation, it may become theory, a conditional form of truth.

Scientific method applies readily to economics. The familiar distinction between hard sciences such as physics and soft sciences such as economics is spurious. Academics today categorize specific branches of science as best suited to explain particular parts of the universe. Astronomy is a sound way to understand galaxies. Biology is a fruitful way to understand cancer. Economics is an excellent way to understand resource allocation and wealth creation. Astronomy, biology, and economics are branches of science applied to distinct areas of knowledge. All are science, and amenable to scientific method.

Still, most academic economists are not scientists; they are dogmatists. They cling to an old version of their science, are not open to new views, and discard data that contradict dogma. This decrepit landscape would be academic but for the fact that economists control powerful positions in central banks and finance ministries. Their use of outdated theory is not merely academic; it destroys the wealth of nations.

This topic bears discussion before the next financial crisis because so much is at stake. The United States’ economy has grown, albeit sluggishly, for more than seven years since the last crisis as of this writing. That’s a historically long expansion. The time since 2008 roughly tracks the tempo of panics in 1987, 1994, 1998, and 2008. Seven years between crises is not a fixed span. A new crash in the near term is not set in stone. Still, no one should be surprised if it happens.

With a financial system so vulnerable, and policymakers so unprepared, extreme policy measures will be needed when catastrophe strikes. This book is a plea to reimagine the statistical properties of risk, apply new theories, and turn back from the brink before it’s too late.

Scientists understand that all theories are contingent; a better explanation than the prevailing view eventually emerges. Newton is not considered wrong because Einstein offered a better explanation of space and celestial motion. Einstein advanced the state of knowledge. Unfortunately economists have shown little willingness to advance the state of their own art. The Austrians, Neo-Keynesians, and monetarists all have their flags firmly planted in the ground. Research consists of endless variations of the same few themes. The intellectual stagnation has lasted seventy years. Ostensible innovation is really imitation of ideas limned by Keynes, Fisher, Hayek, and Schumpeter before the Second World War. These originals were transformative, but the postwar variations are limited, obsolete, and if used doctrinally, dangerous.

The Austrian understanding of the superiority of free markets over central planning is sound. Still, the Austrian school needs updating using new science and twenty-first-century technology. Christopher Columbus was the greatest dead-reckoning navigator ever. Yet no one disputes he would use GPS today. If Friedrich Hayek were alive, he would use new instruments, network theory, and cellular automata to refine his insights. His followers should do no less.

Neo-Keynesian models are the reigning creed. Interestingly, they have little to do with John Maynard Keynes. He was above all a pragmatist; those who follow in his name are anything but. Keynes advocated for gold in 1914, counseled for a higher gold price in 1925, opposed gold in 1931, and offered a modified gold standard in 1944. Keynes had pragmatic reasons for each position.

Churchill once sent a cable to Keynes that read, “Am coming around to your point of view.” Keynes replied, “Sorry to hear it. Have started to change my mind.” It would be refreshing if today’s economists were half so open-minded.

Keynes’s insight was that a temporary lack of private aggregate demand can be replaced with government spending until “animal spirits” are revived. Spending works best when a government is not heavily indebted, and when a surplus is available to finance the spending. Today economists such as Paul Krugman and Joseph Stiglitz, using invalid equilibrium models (the economy is not an equilibrium system), propose more deficit spending by deeply indebted countries for indefinite periods to stimulate demand, as if someone with four televisions buying a fifth is the way forward. This is folly.

Monetarists are no better. Milton Friedman’s insight was that maximum real growth with price stability is achieved by slow, steady growth in the money supply. Friedman wanted money supply to rise to meet potential growth—a variation of the Irish toast, “May the road rise to meet your feet.”

Friedman’s adopted formulation, MV = PQ (originally from Fisher and his predecessors), says that money (M) times velocity (V) equals nominal GDP (consisting of real GDP [Q], adjusted for changes in the price level [P]).

Friedman assumed velocity is constant and ideally there should be no inflation or deflation (an implied P = 1). Once maximum real growth is estimated (averaging about 3.5 percent per year in a mature economy), the money supply can be smoothly increased to achieve that growth without inflation. While useful for thought experiments, Friedman’s theory is useless in practice. In the real world, velocity is not constant, real growth is constrained by structural (i.e., nonmonetary) impediments, and money supply is ill defined. Apart from that, Mrs. Lincoln, how was the play?

Prevailing theory does even more damage when weighing the statistical properties of risk.

The extended balance sheet of too-big-to-fail banks today is approximately one quadrillion dollars, or one thousand trillion dollars poised on a thin sliver of capital. How is the risk embedded in this leverage being managed? The prevailing theory is called value at risk, or VaR. This theory assumes that risk in long and short positions is netted, the degree distribution of price movements is normal, extreme events are exceedingly rare, and derivatives can be properly priced using a “risk-free” rate. In fact, when AIG was on the brink of default in 2008, no counterparty cared about its net position; AIG was about to default on the gross position to each counterparty. Data show that the time series of price moves is distributed along a power curve, not a normal curve. Extreme events are not rare at all; they happen every seven years or so. And the United States, issuer of benchmark “risk-free” bonds, recently suffered a credit downgrade that implied at least a small risk of default. In brief, all four of the assumptions behind VaR are false.

If Neo-Keynesians, monetarists, and VaR practitioners have obsolete tools, why do they cling tenaciously to their models? To answer that question, ask another. Why did medieval believers in a geocentric solar system not question their system when data showed inconsistent planetary motion? Why did they write new equations to explain so-called anomalies instead of scrapping the system? The answers lie in psychology.

Belief systems are comforting. They offer certainty in an uncertain world. For humans, certainty has value even if it is false. Falsity may have long-run consequences, yet comfort helps you make it through the day.

This comfort factor becomes embedded when there is mathematical modeling to support it. Modern financial math is daunting. Ph.D.s who spent years mastering the math have a vested interest in maintaining a façade. The math bolsters their credentials and excludes others less fluent with Ito’s calculus.

Financial math is also what practitioners call elegant. If you accept the modern finance paradigm, the math provides a wealth of neat solutions to difficult problems such as options pricing. No one stops to question the paradigm.

This financial façade is reinforced by the tyranny of academic advancement. A young scholar in a highly selective finance program is rightly concerned with fellowships, publication, and faculty appointment. Approaching a sexagenarian thesis adviser with an abstract that refutes what the adviser has held dear for decades is not an astute career move. Most deem it better to bang out the thousandth variation of a dynamic stochastic general equilibrium model using autoregressive conditional heteroscedasticity to explain the impact of quantitative easing on swap spreads. That’s the way to get ahead.

Then there is simple inertia, like staying in a warm bed on a cold morning. Academics have their comfort zones too. New knowledge is like a dive in the surf in winter—bracing, exhilarating, but not everyone’s cup of tea.

The preference for certainty over uncertainty, the allure of elegant mathematics, the close-minded academic mentality, and inertia are good explanations for why flawed paradigms persist.

If academic reputations were the only stakes, the world could be patient. Good science wins in the end. Still, the stakes are higher. The world’s wealth is at risk. When wealth is destroyed, social unrest follows. Investors can no longer indulge policymakers who refuse to seek better solutions for the sake of what is tried and not-so-true.

This book is about what works. Since the 1960s, new branches of science have been revealed. Since the 1980s, cheap computing power has allowed laboratory experimentation on economic hypotheses that cannot be tested in real-world conditions. The rise of team science, long common in medicine, facilitates interdisciplinary discoveries beyond the boundaries of any one area of expertise. Recently, a 250-year-old theorem, scorned for centuries, triumphantly reemerged to solve otherwise unsolvable problems.

The three most important new tools in the finance toolkit are behavioral psychology, complexity theory, and causal inference. These tools can be used separately to solve a particular problem or combined to build more robust models.

All three tools seem more inexact in their predictive power than current models used by central banks. Yet they offer a far better reflection of reality. It is better to be roughly right than exactly wrong.

Behavioral psychology is understood and embraced by economists. The leading theorist in behavioral psychology, Daniel Kahneman, received the Nobel Prize in economics in 2002. The impediment to the use of psychology in economics is not appreciation, it’s application. Finance models such as VaR are still based on rational behavior and efficient markets, long after Kahneman and his colleagues proved that human behavior in markets is irrational and inefficient (as economists define these terms).

For example, Kahneman’s experiments show that when subjects are given a choice between receiving $3.00 with 100 percent certainty and $4.00 with 80 percent certainty, they greatly favor the first choice. Simple multiplication shows the second choice has a higher expected return than the first, $3.20 compared with $3.00. Still, everyday people prefer the sure thing to the risky choice, which has a higher expected return, but leaves some chance of coming away empty-handed.

Economists were quick to brand the first choice as irrational and the second choice as rational. This led to the claim that investors who favor the first choice were irrational. But are they really?

It is true that if you play this game one hundred times, the choice of $4.00 with an 80 percent probability almost certainly produces more winnings than the $3.00 sure thing. What if you play the game only once? The expected return equations are the same. But if you need the money, the $3.00 sure thing has independent value not captured in the equations.

What Kahneman discovered must be combined with evolutionary psychology to redefine rationality. Imagine you are a Cro-Magnon during the last ice age. You leave your shelter and see two paths to hunt game. One path has plentiful game, but large boulders along the way. The second path has less game, but no obstacles. In modern financial parlance, the first path has a higher expected return.

Yet evolution favors the path with less game. Why? There could be a saber-toothed cat behind one of the boulders on the first path. If there is, you die and your family starves. The path with less game is not irrational when all costs are considered. The saber-toothed cat is the missing mammal of modern economics. Academics typically quantify first-order benefits (the game) and ignore second-order costs (the cat). Investors can use this book to see the saber-toothed cats.

The second new tool in the toolkit is complexity theory. The crucial question in economics today is whether capital markets are complex systems. If the answer is yes, then every equilibrium model used in financial economics is obsolete.

Physics provides a way to answer the question. A dynamic, complex system is composed of autonomous agents. What are the attributes of autonomous agents in a complex system? Broadly, there are four: diversity, connectedness, interaction, and adaptation. A system whose agents exhibit these attributes in low measure tends toward stasis. A system whose agents exhibit these attributes in high measure tends toward chaos. A system whose agents have all four traits in Goldilocks measure, not too high and not too low, is a complex dynamic system.

Diversity in capital markets is seen in the behavior of bulls and bears, longs and shorts, fear and greed. Diversity of behavior is the quintessence of markets.

Connectedness in capital markets is also manifest. With the use of Dow Jones, Thomson Reuters, Bloomberg, Fox Business, email, chat, text, Twitter, and telephone, it is difficult to imagine a more densely connected system than capital markets.

Interaction in capital markets is measured by trillions of dollars of stock, bond, currency, commodity, and derivatives transactions executed daily, each of which involves a buyer, seller, broker, or exchange interacting. No other social system comes close to capital markets in interaction measured by transaction volume.

Adaptation is also characteristic of capital markets. A hedge fund that loses money on a position quickly adapts its behavior to get out of the trade or perhaps double down. The fund changes its behavior based on the behavior of others in the market as revealed by market prices.

Capital markets are demonstrably complex systems; capital markets are complex systems nonpareil.

The failing of prevailing risk models is that complex systems behave in a completely different manner from equilibrium systems. This is why central bank and Wall Street equilibrium models produce consistently weak results in forecasting and risk management. Every analysis starts with the same data. Yet when you enter that data into a deficient model, you get deficient output. Investors who use complexity theory can leave mainstream analysis behind and get better forecasting results.

The third tool in addition to behavioral psychology and complexity theory is Bayesian statistics, a branch of etiology also referred to as causal inference. Both terms derive from Bayes’ theorem, an equation first described by Thomas Bayes and published posthumously in 1763. A version of the theorem was elaborated independently and more formally by the French mathematician Pierre-Simon Laplace in 1774. Laplace continued work on the theorem in subsequent decades. Twentieth-century statisticians have developed more rigorous forms.

Normal science including economics assembles massive data sets and uses deductive methods to derive testable hypotheses from the data. These hypotheses often involve correlations and regressions used to forecast future events deemed likely to resemble past events. Similar methods involve the use of stochastics, or random numbers, to run Monte Carlo simulations, which are high-output versions of coin tosses and dice rolls, to infer the likelihood of future events.

What if there are no data, or little data to start? How do you estimate the likelihood of a secret accord among a small group of central bankers? Bayesian probability provides the means to do just that.

Mainstream economists assume the future resembles the past within certain bounds defined by random distributions. Bayes’ theorem stands this view on its head. Bayesian probability posits that certain events are path dependent. This means some future events are not independent like random coin tosses. They are influenced by what precedes them. Bayes’ theorem begins with a sound prior hypothesis formed inductively from a mixture of scarce data, history, and common sense.

Bayesian probability is solid science, not mere guesswork, because the prior hypothesis is tested by subsequent data. New data tend either to confirm or to refute the hypothesis. The ratio of the two types of data is updated continually as new data arrive. Based on the updated ratio, the hypothesis is either discarded (and a new hypothesis formed) or accepted with greater confidence. In brief, Bayes’ theorem is how you solve a problem when there is not enough initial data to satisfy the demands of normal statistics.

Economists reject Bayesian probability because of the grubby guesswork in the initial stages. Yet it is used extensively by intelligence agencies around the world. I encountered analysts using Bayesian probability in classified settings at the CIA and Los Alamos National Laboratory. When your task is to forecast the next 9/11 attack, you can’t wait for fifty more attacks to build up your data set. You work the problem immediately using whatever data you have.

At the CIA, the potential to apply Bayesian probability to forecasting in capital markets was obvious. Intelligence analysis involves forecasting events based on scarce information. If information were plentiful, you would not need spies. Investors face the same problem in allocating portfolios among asset classes. They lack sufficient information as prescribed by normal statistical methods. By the time they do have enough data to achieve certainty, the opportunity to profit has been lost.

Bayes’ theorem is messy, but still it’s better than nothing. It’s also better than Wall Street regressions that miss the new and unforeseen. This book explains how to use Bayesian probability to achieve better forecasting results than the Federal Reserve or International Monetary Fund.

This book parts ways with the “Big Four” schools—classical, Austrian, Keynesian, and monetarist. Of course, all have much to offer.

Classical economists including Smith, Ricardo, Mill, and Bentham, among others, appeal in part because none of them had Ph.D.s. They were lawyers, writers, and philosophers who thought hard about what works and what does not in the economies of states and societies. They lacked modern computational tools, yet were filled with insights into human nature.

Austrians made invaluable contributions to the study of choice and markets. Yet their emphasis on the explanatory power of money seems narrow. Money matters, but an emphasis on money to the exclusion of psychology is a fatal flaw.

Keynesian and monetarist schools have lately merged into the neoliberal consensus, a nightmarish surf and turf presenting the worst of both.

In this book, I write as a theorist using complexity theory, Bayesian statistics, and behavioral psychology to study economics. That approach is unique and not yet a “school” of economic thought. This book also uses one other device—history. When asked to identify which established school of economic thought I find most useful, my reply is Historical.

Notable writers of the Historical school include the liberal Walter Bagehot, the Communist Karl Marx, and the conservative Austrian-Catholic Joseph A. Schumpeter. Adherence to the Historical school does not make you a liberal, a Communist, or an Austrian. It means you consider economic activity to be culturally derived human activity.

Homo economicus does not exist in the natural world. There are Germans, Russians, Greeks, Americans, and Chinese. There are rich and poor, or what Marx called bourgeoisie and proletarians. There is diversity. Americans are averse to discussion of class, and soft-pedal concepts like bourgeoisie and proletariat. Nevertheless, integration of class culture with economics is revealing.

This book will follow these threads—complexity, behavioral psychology, causal inference, and history—through the dense web of twenty-first-century capital markets into a future unlike anything the world has ever seen.
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CHAPTER 1

This is the End


Nice, nice, very nice—

So many different people

In the same device.

From Cat’s Cradle, a novel by Kurt Vonnegut, 1963



The Conversation

Aureole is an elegant, high-ceilinged restaurant of sleek modern design on West Forty-second Street in Manhattan. It sits midway between tourist throngs in Times Square and Bryant Park’s greenery. The neoclassical New York Public Library, whose entrance is attended by the twin marble lions, Patience and Fortitude, looms nearby.

I was there on a pleasant evening in June 2014 with three companions at a window table. We arrived at Aureole after a short walk from the library lecture hall where I had earlier delivered a talk on international finance.

The library offered free access to the lecture. Free access to any event in New York City guarantees an eclectic audience, more diverse than my typical institutional presentation. One gentleman in attendance wore an orange suit, bow tie, sunglasses, and lime-green derby hat. He was seated in the front row. His appearance did not raise an eyebrow.

New Yorkers are not only bold dressers, they’re typically astute. In the question-and-answer session after the lecture, one listener raised his hand and said, “I agree with your warnings about systemic risk, but I’m stuck in a company 401(k). My only options are equities and money market funds. What should I do?” My initial advice was “Quit your job.”

Then I said, “Seriously, move from equities to half cash. That leaves you some upside with lower volatility, and you’ll have optionality as visibility improves.” That was all he could do. As I gave the advice, I realized millions of Americans were stuck in the same stock market trap.

At Aureole, it was time to relax. The crowd was the usual midtown mix of moguls and models. I was with three brilliant women. To my left was Christina Polischuk, retired top adviser to Barclays Global Investors. Barclays was one of the world’s largest asset managers before being acquired by BlackRock in 2009. That acquisition put BlackRock in a league of its own, on its way to $5 trillion of assets under management, larger than the GDP of Germany.

Across the table was my daughter, Ali. She had just launched her own business as a digital media consultant after four years advising Hollywood A-list celebrities. I was among her first clients. She brought millennial savvy to my lecture style with good success.

To my right was one of the most powerful, yet private, women in finance; consigliere to BlackRock CEO Larry Fink. She was BlackRock’s point person on government efforts to suppress the financial system following the 2008 meltdown. When the government came knocking on BlackRock’s door, she answered.

Over a bottle of white Burgundy, we conversed about old times, mutual friends, and the crowd at the lecture. I had addressed the audience on complexity theory and hard data that showed the financial system moving toward collapse. My friend on the right didn’t need any lectures on systemic risk; she stood at the crossroads of contagion in her role at BlackRock.

Under Larry Fink’s direction, BlackRock emerged over the past twenty-five years as the most powerful force in asset management. BlackRock manages separate accounts for the world’s largest institutions as well as mutual funds and other investment vehicles for investors of all sizes. It sponsors billions of dollars of exchange-traded funds, ETFs, through its iShares platform.

Acquisitions engineered by Fink including State Street Research, Merrill Lynch Investment Management, and Barclays Global Investors, combined with internal growth and new products, pushed BlackRock to the top of the heap among asset managers. BlackRock’s $5 trillion of assets were spread across equities, fixed income, commodities, foreign exchange, and derivatives in markets on five continents. No other asset management firm has its sheer size and breadth. BlackRock was the new financial Leviathan.

Fink is obsessively driven by asset growth, and the financial power that comes with it. He typically rises early, devours news, keeps a grueling schedule punctuated by power lunches and dinners, and is asleep by 10:30 p.m., ready to do it all again the next day. When he’s not shuttling between his east side Manhattan apartment and his midtown office, Fink can be found on the global power elite circuit including Davos in January, IMF meetings in April, St. Petersburg, Russia, in June for “white nights,” and so on around the calendar and around the globe, meeting with clients, heads of state, central bankers, and other lesser-known yet quietly powerful figures.

Such power does not go unnoticed in Washington. The U.S. government operates like the Black Hand, a Mafia predecessor portrayed in The Godfather Part II. If you pay protection money in the form of campaign contributions, make donations to the right foundations, hire the right consultants, lawyers, and lobbyists, and don’t oppose the government agenda, you are left alone to operate your business.

If you fail to pay protection, Washington will break your windows as a warning. In twenty-first-century America, government breaks your windows with politically motivated prosecutions on tax, fraud, or antitrust charges. If you still don’t fall into line, the government returns to burn down your store.

The Obama administration raised the art of political prosecution to a height not seen since 1934, when the Roosevelt administration sought the indictment of Andrew Mellon, a distinguished former secretary of the treasury. Mellon’s only crimes were being rich and a vocal opponent of FDR. He was eventually acquitted of all charges. Still, a political prosecution played well among FDR’s left-wing cohort.

Jamie Dimon, CEO of JPMorgan Chase, learned this lesson the hard way when he publicly criticized Obama’s bank regulatory policy in 2012. Over the course of the next two years, JPMorgan paid more than $30 billion in fines, penalties, and compliance costs to settle a host of criminal and civil fraud charges brought by the Obama Justice Department and regulatory agencies. The Obama administration knew that attacking institutions was more remunerative than attacking individuals as FDR had done. Under this new Black Hand, stockholders paid the costs, and CEOs got to keep their jobs provided they remained mute.

Fink played the political game more astutely than Dimon. As Fortune magazine reported, “Fink … is a strong Democrat … and has often been rumored as set to take a big administration job, such as Secretary of the Treasury.” Fink had so far managed to avoid the attacks that plagued his rivals.

Now Fink confronted a threat greater than targeted prosecutions and West Wing animus. The threat involved the White House, but emanated from the highest levels of the IMF and the G20 club of major economic powers. This threat has an anodyne name intended to confuse nonexperts. The name is G-SIFI, which stands for “globally systemic important financial institution.” In plain English, G-SIFI means “too big to fail.” If your company is on the G-SIFI list, it will be propped up by governments because a failure topples the global financial system. That list went beyond large national banks into a stratosphere of super-size players who dominated global finance. G-SIFI even went beyond too big to fail. G-SIFI was a list of entities that were too big to leave alone. The G20 and IMF did not just want to watch the G-SIFIs. They wanted to control them.

Each major country has its own sublists of SIFIs, and systemically important banks (SIBs) that are also too big to fail. In the United States, these banks include JPMorgan, Citibank, and some lesser-known entities such as the Bank of New York, the clearing nerve center for the U.S. treasury market.

I knew this background when I sat down to dinner that evening. The latest development was that governments were now moving beyond banks to include nonbank financial companies in their net.

Some nonbank targets were easy prey, including insurance giant AIG, which almost destroyed the financial system in 2008, and General Electric, whose credit operations were unable to roll over their commercial paper in the panic that year. It was the General Electric freeze, more than Wall Street bank failures, that most panicked Ben Bernanke, Federal Reserve chairman at the time. The General Electric credit collapse spread contagion to all of corporate America, which led directly to government guarantees of all bank deposits, money market funds, and corporate commercial paper. The General Electric meltdown was a white-knuckle moment that governments resolved never to repeat.

Once GE and AIG were swept in, the issue was how far to cast the nonbank net. Prudential Insurance was snared next. Governments were moving to control not just banks and large corporations, but the world’s biggest asset managers as well. MetLife Insurance was next on the hit list; BlackRock was directly in the crosshairs.

I asked my dinner companion, “How’s this whole SIFI thing going? You must have your hands full.”

Her reply startled me. “It’s worse than you think,” she said.

I was aware of the government’s efforts to put BlackRock in the nonbank SIFI category. A behind-the-scenes struggle by BlackRock management to avoid the designation had been going on for months. BlackRock’s case was straightforward. They argued they were an asset manager, not a bank. Asset managers don’t fail; their clients do.

BlackRock insisted size itself was not a problem. The assets under management belonged to the clients, not to BlackRock. In effect, they argued BlackRock was just a hired hand for its institutional clients, and not important in its own right.

Fink argued that systemic risk was in banks, not BlackRock. Banks borrow money on a short-term basis from depositors and other banks, then loan the funds out for a longer term as mortgages or commercial loans. This asset-liability maturity mismatch leaves banks vulnerable if the short-term lenders want their money back in a panic. Long-term assets cannot be liquidated quickly without a fire sale.

Modern financial technology made the problem worse because derivatives allowed the asset-liability mismatch to be more highly leveraged, and spread among more counterparties in hard-to-find ways. When panic strikes, even central banks willing to act as lenders of last resort cannot easily untangle the web of transactions in time to avoid a domino-style crash of one bank after another. All of this was amply demonstrated in the Panic of 2008, and even earlier in the collapse of hedge fund Long-Term Capital Management in 1998.

BlackRock had none of these problems. It was an asset manager, pure and simple. Clients entrusted it with assets to invest. There was no liability on the other side of the balance sheet. BlackRock did not need depositors or money market funds to finance its operations. BlackRock did not act as principal in exotic off-balance-sheet derivatives to leverage its client assets.

A client hired BlackRock, gave it assets under an advisory agreement, and paid a fee for the advice. In theory, the worst that could happen to BlackRock is it might lose clients or receive fewer fees. Its stock price might decline. Still, BlackRock could not suffer a classic run on the bank because it did not rely on short-term funding to conduct its operations, and it was not highly leveraged. BlackRock was different from a bank, and safer.

I said, “Well, I know what the government is doing. They realize you’re not a bank and don’t have funding risk. They just want information. They want you on the nonbank SIFI list so they can come in, poke around, look at your investments, and report the information to Treasury in a crisis. They’ll combine that with information from other sources. The information gives them the big picture if they need to put out a fire. It’s a pain, and it’s expensive, but you can do it. It’s just another compliance cost.”

My friend leaned in, lowered her voice, and said, “No, it’s not that. We can live with that. They want to tell us we can’t sell.”

“What?” I replied. I heard her well enough, but the implication of what she said was striking.

“In a crisis, they want to pick up the phone and order us not to sell securities. Just freeze us in place. I was in Washington last week on this and I’m going back next week for more meetings. You know it’s not really about us, it’s about our clients.”

I was shocked. I should not have been. BlackRock was an obvious choke point in the global flow of funds. The fact that regulators might order banks to behave in certain ways was not surprising. Regulators can close banks almost at will. Bank management knows that in a match with regulators, the bank will always lose, so they go along with government orders. But government had no obvious legal leverage over asset managers like BlackRock.

Yet the flow of funds through BlackRock on a daily basis was enormous. BlackRock was a strategic choke point like the Strait of Hormuz. If you stop the flow of oil through the Strait of Hormuz, the global economy grinds to a halt. Likewise, if you stop transactions at BlackRock, global markets grind to a halt.

In a financial panic, everyone wants his money back. Investors believe stocks, bonds, and money market funds can be turned into money with a few clicks at an online broker. In a panic, that’s not necessarily true. At best, values are crashing and “money” disappears before your eyes. At worst, funds suspend redemptions and brokers shut off their systems.

Broadly speaking, there are two ways for policymakers to respond when everyone wants his money back. The first is to make money readily available, printing as much as necessary to satisfy the demand. This is the classic central bank function as the lender of last resort, more aptly called printer of last resort.

The second approach is to just say no; to lock down or freeze the system. A lockdown involves closing banks, shutting exchanges, and ordering asset managers not to sell. In the Panic of 2008, governments pursued the first option. Central banks printed money and passed it around to reliquefy markets and prop up asset prices.

Now it looked like governments were anticipating the next panic by preparing the second approach. In the next panic, government will say, in effect, “No, you can’t have your money. The system is closed. Let us sort things out, and we’ll get back to you.”

Money locked down at BlackRock is not their money, it’s their clients’. BlackRock manages funds for the largest institutions in the world such as CIC, the Chinese sovereign wealth fund, and CALPERS, the pension fund for government employees in California. A freeze on BlackRock means you are freezing sales by China, California, and other jurisdictions around the world. The U.S. government has no authority to tell China not to sell securities. But because China entrusts assets to BlackRock, the government would use its power over BlackRock to freeze the Chinese. The Chinese would be the last to know.

By controlling one financial choke point—BlackRock—the U.S. government controls the assets of major investors normally beyond its jurisdiction. Freezing BlackRock was an audacious plan, obviously one the government could not discuss openly. Thanks to my dinner companion, the plan had become crystal clear.

Ice-Nine

In the 1963 dark comedic novel Cat’s Cradle, author Kurt Vonnegut created a substance he called ice-nine, discovered by a physicist, Dr. Felix Hoenikker. Ice-nine was a polymorph of water, a rearrangement of the molecule H2O.

Ice-nine had two properties that distinguished it from regular water. The first was a melting point of 114.4ºF, which meant ice-nine was frozen at room temperature. The second property was that when a molecule of ice-nine came in contact with a water molecule, the water instantly turned to ice-nine.

Hoenikker placed some ice-nine molecules in sealed vials and gave them to his children before he died. The novel’s plot turns on the fact that if the ice-nine is released from the vials, and put in contact with a large body of water, the entire water supply on earth—rivers, lakes, and oceans—would eventually become frozen solid and all life on earth would cease.

This was a doomsday scenario appropriate to the times in which Vonnegut wrote. Cat’s Cradle was published just after the Cuban Missile Crisis, when the real world came dangerously close to nuclear annihilation, what scientists later called nuclear winter.

Ice-nine is a fine way to describe the power elite response to the next financial crisis. Instead of reliquefying the world, elites will freeze it. The system will be locked down. Of course, ice-nine will be described as temporary the same way President Nixon described the suspension of dollar-to-gold convertibility in 1971 as temporary. Gold convertibility at a fixed parity was never restored. The gold in Fort Knox has been frozen ever since. U.S. government gold is ice-nine.

Ice-nine fits with an understanding of financial markets as complex dynamic systems. An ice-nine molecule does not freeze an entire ocean instantaneously. It freezes only adjacent molecules. Those new ice-nine molecules freeze others in ever-widening circles. The spread of ice-nine would be geometric, not linear. It would work like a nuclear chain reaction, which starts with a single atom being split, and soon splits so many atoms that the energy release is enormous.

Financial panics spread the same way. In the classic 1930s version, they begin with a run on a small-town bank. The panic spreads until it hits Wall Street and starts a stock market crash. In the twenty-first-century version, panic starts in a computer algorithm, which triggers preprogrammed sell orders that cascade into other computers until the system spins out of control. A cascade of selling happened on October 19, 1987, when the Dow Jones Industrial Average fell 22 percent in one day—equivalent to a 4,000-point drop in the index today.

Risk managers and regulators use the word “contagion” to describe the dynamics of financial panic. Contagion is more than a metaphor. Contagious diseases such as Ebola spread in the same exponential way as ice-nine, chain reactions, and financial panics. One Ebola victim may infect two healthy people, then those two newly infected persons each infect two others, and so on. Eventually a pandemic results, and a strict quarantine is needed until a vaccine is found. In Cat’s Cradle, there was no “vaccine”; ice-nine molecules were quarantined in sealed vials.

In a financial panic, printing money is a vaccine. If the vaccine proves ineffective, the only solution is quarantine. This means closing banks, exchanges, and money market funds, shutting down ATMs, and ordering asset managers not to sell securities. Elites are preparing for a financial ice-nine with no vaccine. They will quarantine your money by locking it inside the financial system until the contagion subsides.

Ice-nine is hiding in plain sight. Those who are not looking for it cannot see it. Once you know ice-nine is there, you see it everywhere. This was the case after my conversation with my insider friend about the BlackRock asset freeze.

The elite ice-nine plan was far more ambitious than the so-called living wills and resolution authority under the 2010 Dodd-Frank legislation. Ice-nine went beyond banks to include insurance companies, industrial companies, and asset managers. It went beyond orderly liquidation to include a freeze on transactions. Ice-nine would be global rather than case-by-case.

The best-known cases of elites’ freezing customer funds in recent years were the Cyprus banking crisis in 2012 and the Greek sovereign debt crisis in 2015. These crises had longer-term antecedents, but Cyprus and Greece were where matters came to a head and banks blocked depositors from their own money.

Cyprus was known as a conduit for Russian flight capital, some illegally obtained by Russian oligarchs. In the Cyprus crisis, the two leading banks, Laiki Bank and the Bank of Cyprus, became insolvent. A run on the entire banking system ensued. Cyprus was a Eurozone member and used the euro as its currency. This made the crisis systemic despite the Cypriot economy’s small size. A troika consisting of the European Central Bank (ECB), the European Union (EU), and the IMF had fought hard to preserve the euro in the 2011 sovereign debt crises and did not want to see that work undone in Cyprus.

Cyprus did not have the clout to drive a hard bargain. It had to take whatever assistance it could get on whatever terms it could get it. For its part, the troika decided the days of too-big-to-fail banks were over. Cyprus was where they drew the line. Banks were temporarily shut down. ATM machines were taken offline. A mad scramble for cash ensued. Those who could flew to mainland Europe, returning with wads of euros stuffed in their luggage.

Laiki Bank was closed permanently, and Bank of Cyprus was restructured by the government. Bank deposits in Laiki above the insured limit of €100,000 were dumped in a “bad bank” where the prospects of any recovery are uncertain. Smaller deposits were transferred to the Bank of Cyprus. At the Bank of Cyprus, 47.5 percent of the uninsured deposits over €100,000 were converted into equity of the newly recapitalized bank. Precrisis stock- and bondholders took haircuts and received some equity in the bank in exchange for their losses.

The Cyprus model was called a “bail-in.” Instead of bailing out depositors, the troika used depositors’ money to recapitalize the failed banks. A bail-in reduced rescue costs to the troika, especially Germany.

Investors around the world shrugged and treated Cyprus as a one-off event. Cyprus is poor. Depositors in more advanced countries forgot the incident and adopted an attitude that said, “It can’t happen here.” They could not have been more wrong. The 2012 Cyprus bail-in was the new template for global bank crises.

A G20 summit of world leaders including President Barack Obama and German chancellor Angela Merkel met in Brisbane, Australia, on November 15, 2014, shortly after the Cyprus crisis. The meeting’s final communiqué includes reference to a new global organization called the Financial Stability Board, or FSB. This is a global financial regulator established by the G20 and not accountable to the citizens of any member country. The communiqué says, “We welcome the Financial Stability Board (FSB) proposal … requiring global systemically important banks to hold additional loss absorbing capacity. …”

Behind that bland language is a separate twenty-three-page technical report from the FSB that provides the template for future bank crises. The report says bank losses “should be absorbed … by unsecured and uninsured creditors.” In this context “creditor” means depositor. The report then describes “the powers and tools that authorities should have to achieve this objective. These include the bail-in power … [and] to write down and convert into equity all or parts of the firm’s unsecured and uninsured liabilities … to the extent necessary to absorb losses.”

What the Brisbane G20 summit showed was that the ice-nine policy as applied to bank depositors was not limited to out-of-the-way places like Cyprus. Ice-nine was the policy of the largest countries in the world, including the United States.

Bank depositors received another harsh lesson in governments’ ability to lock down banks during the 2015 Greek debt crisis. Greek sovereign debt was a persistent problem beginning in 2009, and the crisis ran hot and cold over the intervening years. The crisis came to a head on July 12, 2015, when Germany ran out of patience with the Greeks and presented a financial ultimatum at a Brussels summit, to which Greece finally agreed.

The typical Greek citizen may or may not have followed the high-stakes drama in Brussels, yet the fallout was unavoidable. It was unclear if Greek banks would survive or whether depositors would be bailed in under the Brisbane rules. The banks had no choice but to shut down access to cash and credit until their status was clarified.

ATMs stopped providing cash to Greek cardholders (travelers with non-Greek debit cards could get some cash at Athens International Airport). Greek credit cards were declined by merchants. Greeks drove to neighboring countries and returned with bags full of large-denomination euro notes. The Greek economy reverted to cash-and-carry and quasi-barter almost overnight.

Coming so soon after the Cyprus debacle, the Greek version of ice-nine served as a cautionary tale. Depositors now realized their money in the bank was not money, and not theirs. Their so-called money was actually a bank liability and could be frozen at any time.

The Brisbane G20 ice-nine plan was not limited to bank deposits. That was just a beginning.

On Wednesday, July 23, 2014, the U.S. Securities and Exchange Commission (SEC) approved a new rule on a 3–2 vote that allows money market funds to suspend investor redemptions. The SEC rule pushes ice-nine beyond banking into the world of investments. Now money market funds could act like hedge funds and refuse to return investor money. Fund managers dutifully included glossy flyers in the mail and online notices to investors about this change. No doubt investors threw the flyer in the trash and skipped the notice. But the rule is law, and notice has been given. In the next financial panic, not only will your bank account be bailed in, your money market account will be frozen.

Ice-nine gets worse.

One solution to ice-nine asset freezes is to hold cash and coin. This was quite common prior to 1914, and again in the depths of the Great Depression from 1929 to 1933. In the modern version, cash consists of $100 bills, €500 notes, or SFr1,000 notes from the Swiss National Bank
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