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THE DEATH OF MONEY

‘A terrifically interesting and useful book … fascinating’ Kenneth W. Dam, former deputy secretary of the Treasury and adviser to three presidents

‘The Death of Money contains very big, provocative ideas clearly explained and delivered in an evenhanded tone that steers away from the sensational proclamation yet successfully undercuts conventional market wisdom. Rickards’s insight enables him to connect the dots in a way that few others can’ John Hathaway, portfolio manager, Tocqueville Gold Fund

‘The Death of Money is an engrossing account of the massive stresses accumulating in the global financial system, especially since the 2008 financial crisis. Jim Rickards is a natural teacher. Any serious student of financial crises and their root causes needs to read this book’ John H. Makin, PhD, resident scholar, American Enterprise Institute; former chief economist, Caxton Associates

‘A crucial primer for investors and consumers for what lies immediately ahead for a world that remains entirely dependent upon the dollar. The Death of Money is an important new book for those who worry about the future of our country’ R. Christopher Whalen, noted bank analyst; author of Inflated

‘Rickards’s analysis of the inflation-deflation paradox, dangerous adversaries to the dollar and the Fed’s strategy is insightful. Following his bestseller Currency Wars, this book is even better. A great book makes you think differently about the world – and this one does just that’ Don Young, twenty-five-time Institutional Investor All-Star Analyst; former board member, Financial Accounting Standards Board
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Introduction

The Death of Money is about the demise of the dollar. By extension, it is also about the potential collapse of the international monetary system because, if confidence in the dollar is lost, no other currency stands ready to take its place as the world’s reserve currency. The dollar is the linchpin. If it fails, the entire system fails with it, since the dollar and the system are one and the same. As fearsome a prospect as this dual collapse may be, it looks increasingly inevitable for all the reasons one will find in the pages to come.

A journey to the past is in order first.

Few Americans in our time recall that the dollar nearly ceased to function as the world’s reserve currency in 1978. That year the Federal Reserve dollar index declined to a distressingly low level, and the U.S. Treasury was forced to issue government bonds denominated in Swiss francs. Foreign creditors no longer trusted the U.S. dollar as a store of value. The dollar was losing purchasing power, dropping by half from 1977 to 1981; U.S. inflation was over 50 percent during those five years. Starting in 1979, the International Monetary Fund (IMF) had little choice but to mobilize its resources to issue world money (special drawing rights, or SDRs). It flooded the market with 12.1 billion SDRs to provide liquidity as global confidence in the dollar declined.

We would do well to recall those dark days. The price of gold rose 500 percent from 1977 to 1980. What began as a managed dollar devaluation in 1971, with President Richard Nixon’s abandonment of gold convertibility, became a full-scale rout by the decade’s end. The dollar debacle even seeped into popular culture. The 1981 film Rollover, starring Jane Fonda, involved a secret plan by oil-producing nations to dump dollars and buy gold; it ended with a banking collapse, a financial panic, and global riots. That was fiction but indeed was powerful, perhaps prescient.

While the dollar panic reached a crescendo in the late 1970s, lost confidence was felt as early as August 1971, immediately after President Nixon’s abandonment of the gold-backed dollar. Author Janet Tavakoli describes what it was like to be an American abroad the day the dollar’s death throes became glaringly apparent:

Suddenly Americans traveling abroad found that restaurants, hotels, and merchants did not want to take the floating rate risk of their dollars. On Ferragosto [mid-August holiday], banks in Rome were closed, and Americans caught short of cash were in a bind.

The manager of the hotel asked departing guests: “Do you have gold? Because look what your American President has done.” He was serious about gold; he would accept it as payment. …

I immediately asked to pre-pay my hotel bill in lire. … The manager clapped his hands in delight. He and the rest of the staff treated me as if I were royalty. I wasn’t like those other Americans with their stupid dollars. For the rest of my stay, no merchant or restaurant wanted my business until I demonstrated I could pay in lire.



The subsequent efforts of Fed chairman Paul Volcker and the newly elected Ronald Reagan would save the dollar. Volcker raised interest rates to 19 percent in 1981 to snuff out inflation and make the dollar an attractive choice for foreign capital. Beginning in 1981, Reagan cut taxes and regulation, which restored business confidence and made the United States a magnet for foreign investment. By March 1985, the dollar index had rallied 50 percent from its October 1978 low, and gold prices had dropped 60 percent from their 1980 high. The U.S. inflation rate fell from 13.5 percent in 1980 to 1.9 percent in 1986. The good news was such that Hollywood released no Rollover 2. By the mid-1980s, the fire was out, and the age of King Dollar had begun. The dollar had not disappeared as the world’s reserve currency after 1978, but it was a near run thing.

Now the world is back to the future.

A similar constellation of symptoms to those of 1978 can be seen in the world economy today. In July 2011 the Federal Reserve dollar index hit an all-time low, over 4 percent below the October 1978 panic level. In August 2009 the IMF once again acted as a monetary first responder and rode to the rescue with a new issuance of SDRs, equivalent to $310 billion, increasing the SDRs in circulation by 850 percent. In early September gold prices reached an all-time high, near $1,900 per ounce, up more than 200 percent from the average price in 2006, just before the new depression began. Twenty-first-century popular culture enjoyed its own version of Rollover, a televised tale of financial collapse called Too Big to Fail.

The parallels between 1978 and recent events are eerie but imperfect. There was an element ravaging the world then that is not apparent today. It is the dog that didn’t bark: inflation. But the fact that we aren’t hearing the dog doesn’t mean it poses no danger. Widely followed U.S. dollar inflation measures such as the consumer price index have barely budged since 2008; indeed, mild deflation has emerged in certain months. Inflation has appeared in China, where the government revalued the currency to dampen it, and in Brazil, where price hikes in basic services such as bus fares triggered riots. Food price inflation was also a contributing factor to protests in the Arab Spring’s early stages. Still, U.S. dollar inflation has remained subdued.

Looking more closely, we see a veritable cottage industry that computes U.S. price indexes using pre-1990 methodologies, and alternative baskets of goods and services that are said to be more representative of the inflation actually facing Americans. They offer warning signs, as the alternative methods identify U.S. inflation at more like 9 percent annually, instead of the 2 percent readings of official government measures. Anyone shopping for milk, bread, or gasoline would certainly agree with the higher figure. As telling as these shadow statistics may be, they have little impact on international currency markets or Federal Reserve policy. To understand the threats to the dollar, and potential policy responses by the Federal Reserve, it is necessary to see the dollar through the Fed’s eyes. From that perspective, inflation is not a threat; indeed, higher inflation is both the Fed’s answer to the debt crisis and a policy objective.

This pro-inflation policy is an invitation to disaster, even as baffled Fed critics scratch their heads at the apparent absence of inflation in the face of unprecedented money printing by the Federal Reserve and other major central banks. Many ponder how it is that the Fed has increased the base money supply 400 percent since 2008 with practically no inflation. But two explanations are very much at hand—and they foretell the potential for collapse. The first is that the U.S. economy is structurally damaged, so the easy money cannot be put to good use. The second is that the inflation is coming. Both explanations are true—the economy is broken, and inflation is on its way.

The Death of Money examines these events in a distinctive way. The chapters that follow look critically at standard economic tools such as equilibrium models, so-called value-at-risk metrics, and supposed correlations. You will see that the general equilibrium models in widespread use are meaningless in a state of perturbed equilibrium or dual equilibria. The world economy is not yet in the “new normal.” Instead, the world is on a journey from old to new with no compass or chart. Turbulence is now the norm.

Danger comes from within and without. We have a misplaced confidence that central banks can save the day; in fact, they are ruining our markets. The value-at-risk models used by Wall Street and regulators to measure the dangers that derivatives pose are risible; they mask overleveraging, which is shamelessly transformed into grotesque compensation that is throwing our society out of balance. When the hidden costs come home to roost and taxpayers are once again stuck with the bill, the bankers will be comfortably ensconced inside their mansions and aboard their yachts. The titans will explain to credulous reporters and bought-off politicians that the new collapse was nothing they could have foreseen.

While we refuse to face truths about debts and deficits, dozens of countries all over the globe are putting pressure on the dollar. We think the gold standard is a historical relic, but there’s a contemporary scramble for gold around the world, and it may signify a move to return to the gold standard. We greatly underestimate the dangers from a cyberfinancial attack and the risks of a financial world war.

Regression analysis and correlations, so beloved by finance quants and economists, are ineffective for navigating the risks ahead. These analyses assume that the future resembles the past to an extent. History is a great teacher, but the quants’ suppositions contain fatal flaws. The first is that in looking back, they do not look far enough. Most data used on Wall Street extend ten, twenty, or thirty years into the past. The more diligent analysts will use hundred-year data series, finding suitable substitutes for instruments that did not exist that far back. But the two greatest civilizational collapses in history, the Bronze Age collapse and the fall of the Roman Empire, occurred sixteen hundred years apart, and the latter was sixteen hundred years ago. This is not to suggest civilization’s imminent collapse, merely to point out the severely limited perspective offered by most regressions. The other flaw involves the quants’ failures to understand scaling dynamics that place certain risk measurements outside history. Since potential risk is an exponential function of system scale, and since the scale of financial systems measured by derivatives is unprecedented, it follows that the risk too is unprecedented.

While the word collapse as applied to the dollar sounds apocalyptic, it has an entirely pragmatic meaning. Collapse is simply the loss of confidence by citizens and central banks in the future purchasing power of the dollar. The result is that holders dump dollars, either through faster spending or through the purchase of hard assets. This rapid behavioral shift leads initially to higher interest rates, higher inflation, and the destruction of capital formation. The end result can be deflation (reminiscent of the 1930s) or inflation (reminiscent of the 1970s), or both.

The coming collapse of the dollar and the international monetary system is entirely foreseeable. This is not a provocative conclusion. The international monetary system has collapsed three times in the past century—in 1914, 1939, and 1971. Each collapse was followed by a tumultuous period. The 1914 collapse was precipitated by the First World War and was followed later by alternating episodes of hyperinflation and depression from 1919 to 1922 before regaining stability in the mid-1920s, albeit with a highly flawed gold standard that contributed to a new collapse in the 1930s. The Second World War caused the 1939 collapse, and stability was restored only with the Bretton Woods system, created in 1944. The 1971 collapse was precipitated by Nixon’s abandonment of gold convertibility for the dollar, although this dénouement had been years in the making, and it was followed by confusion, culminating in the near dollar collapse in 1978.

The coming collapse, like those before, may involve war, gold, or chaos, or it could involve all three. This book limns the most imminent threats to the dollar, likely to play out in the next few years, which are financial warfare, deflation, hyperinflation, and market collapse. Only nations and individuals who make provision today will survive the maelstrom to come.

In place of fallacious, if popular, methods, this book considers complexity theory to be the best lens for viewing present risks and likely outcomes. Capital markets are complex systems nonpareil. Complexity theory is relatively new in the history of science, but in its sixty years it has been extensively applied to weather, earthquakes, social networks, and other densely connected systems. The application of complexity theory to capital markets is still in its infancy, but it has already yielded insights into risk metrics and price dynamics that possess greater predictive power than conventional methods.

As you will see in the pages that follow, the next financial collapse will resemble nothing in history. But a more clear-eyed view of opaque financial happenings in our world can help investors think through the best strategies. In this book’s conclusion you will find some recommendations, but deciding upon the best course to follow will require comprehending a minefield of risks, while poised at a crossroads, pondering the death of the dollar.

Beyond mere market outcomes, consider financial war.

[image: image] Financial War

Are we prepared to fight a financial war? The conduct of financial war is distinct from normal economic competition among nations because it involves intentional malicious acts rather than solely competitive ones. Financial war entails the use of derivatives and the penetration of exchanges to cause havoc, incite panic, and ultimately disable an enemy’s economy. Financial war goes well beyond industrial espionage, which has existed at least since the early 1800s, when an American, Francis Cabot Lowell, memorized the design for the English power loom and recreated one in the United States.

The modern financial war arsenal includes covert hedge funds and cyberattacks that can compromise order-entry systems to mimic a flood of sell orders on stocks like Apple, Google, and IBM. Efficient-market theorists who are skeptical of such tactics fail to fathom the irrational underbelly of markets in full flight. Financial war is not about wealth maximization but victory.

Risks of financial war in the age of dollar hegemony are novel because the United States has never had to coexist in a world where market participants did not depend on it for their national security. Even at the height of dollar flight in 1978, Germany, Japan, and the oil exporters were expected to prop up the dollar because they were utterly dependent on the United States to protect them against Soviet threats. Today powerful nations such as Russia, China, and Iran do not rely on the United States for their national security, and they may even see some benefit in an economically wounded America. Capital markets have moved decisively into the realm of strategic affairs, and Wall Street analysts and Washington policy makers, who most need to understand the implications, are only dimly aware of this new world.

[image: image] Inflation

Critics from Richard Cantillon in the early eighteenth century to V. I. Lenin and John Maynard Keynes in the twentieth have been unanimous in their view that inflation is the stealth destroyer of savings, capital, and economic growth.

Inflation often begins imperceptibly and gains a foothold before it is recognized. This lag in comprehension, important to central banks, is called money illusion, a phrase that refers to a perception that real wealth is being created, so that Keynesian “animal spirits” are aroused. Only later is it discovered that bankers and astute investors captured the wealth, and everyday citizens are left with devalued savings, pensions, and life insurance.

The 1960s and 1970s are a good case study in money illusion. From 1961 through 1965, annual U.S. inflation averaged 1.24 percent. In 1965 President Lyndon Johnson began a massive bout of spending and incurred budget deficits with his “guns and butter” policy of an expanded war in Vietnam and Great Society benefits. The Federal Reserve accommodated this spending, and that accommodation continued through President Nixon’s 1972 reelection. Inflation was gradual at first; it climbed to 2.9 percent in 1966 and 3.1 percent in 1967. Then it spun out of control, reaching 5.7 percent in 1970, finally peaking at 13.5 percent in 1980. It was not until 1986 that inflation returned to the 1.9 percent level more typical of the early 1960s.

Two lessons from the 1960s and 1970s are highly pertinent today. The first is that inflation can gain substantial momentum before the general public notices it. It was not until 1974, nine years into an inflationary cycle, that inflation became a potent political issue and prominent public policy concern. This lag in momentum and perception is the essence of money illusion.

Second, once inflation perceptions shift, they are extremely difficult to reset. In the Vietnam era, it took nine years for everyday Americans to focus on inflation, and an additional eleven years to reanchor expectations. Rolling a rock down a hill is much faster than pushing it back up to the top.

More recently, since 2008 the Federal Reserve has printed over $3 trillion of new money, but without stoking much inflation in the United States. Still, the Fed has set an inflation target of at least 2.5 percent, possibly higher, and will not relent in printing money until that target is achieved. The Fed sees inflation as a way to dilute the real value of U.S. debt and avoid the specter of deflation.

Therein lies a major risk. History and behavioral psychology both provide reason to believe that once the inflation goal is achieved and expectations are altered, a feedback loop will emerge in which higher inflation leads to higher inflation expectations, to even higher inflation, and so on. The Fed will not be able to arrest this feedback loop because its dynamic is a function not of monetary policy but of human nature.

As the inflation feedback loop gains energy, a repetition of the late 1970s will be in prospect. Skyrocketing gold prices and a crashing dollar, two sides of the same coin, will happen quickly. The difference between the next episode of runaway inflation and the last is that Russia, China, and the IMF will stand ready with gold and SDRs, not dollars, to provide new reserve assets. When the dollar next falls from the high wire, there will be no net.

[image: image] Deflation

There has been no episode of persistent deflation in the United States since the period from 1927 to 1933; as a result, Americans have practically no living memory of deflation. The United States would have experienced severe deflation from 2009 to 2013 but for massive money printing by the Federal Reserve. The U.S. economy’s prevailing deflationary drift has not disappeared. It has only been papered over.

Deflation is the Federal Reserve’s worst nightmare for many reasons. Real gains from deflation cannot easily be taxed. If a school administrator earns $100,000 per year, prices are constant, and she receives a 5 percent raise, her real pretax standard of living has increased $5,000, but the government taxes the increase, leaving less for the individual. But if her earnings are held constant, and prices drop 5 percent, she has the same $5,000 increase in her standard of living, but the government cannot tax the gain because it comes in the form of lower prices rather than higher wages.

Deflation increases the real value of government debt, making it harder to repay. If deflation is not reversed, there will be an outright default on the national debt, rather than the less traumatic outcome of default-by-inflation. Deflation slows nominal GDP growth, while nominal debt rises every year due to budget deficits. This tends to increase the debt-to-GDP ratio, placing the United States on the same path as Greece and making a sovereign debt crisis more likely.

Deflation also increases the real value of private debt, creating a wave of defaults and bankruptcies. These losses then fall on the banks, causing a banking crisis. Since the primary mandate of the Federal Reserve is to prop up the banking system, deflation must be avoided because it induces bad debts that threaten bank solvency.

Finally, deflation feeds on itself and is nearly impossible for the Fed to reverse. The Federal Reserve is confident about its ability to control inflation, although the lessons of the 1970s show that extreme measures may be required. The Fed has no illusions about the difficulty of ending deflation. When cash becomes more valuable by the day, deflation’s defining feature, people and businesses hoard it and do not spend or invest. This hoarding crushes aggregate demand and causes GDP to plunge. This is why the Fed has printed over $3 trillion of new money since 2008—to bar deflation from starting in the first place. The most likely path of Federal Reserve policy in the years ahead is the continuation of massive money printing to fend off deflation. The operative assumption at the Fed is that any inflationary consequences can be dealt with in due course.

In continuing to print money to subdue deflation, the Fed may reach the political limits of printing, perhaps when its balance sheet passes $5 trillion, or when it is rendered insolvent on a mark-to-market basis. At that point, the Fed governors may choose to take their chances with deflation. In this dance-with-the-Devil scenario, the Fed would rely on fiscal policy to keep aggregate demand afloat. Or deflation may prevail despite money printing. This can occur when the Fed throws money from helicopters, but citizens leave it on the ground because picking it up entails debt. In either scenario, the United States would suddenly be back to 1930 facing outright deflation.

In such a circumstance, the only way to break deflation is for the United States to declare by executive order that gold’s price is, say, $7,000 per ounce, possibly higher. The Federal Reserve could make this price stick by conducting open-market operations on behalf of the Treasury using the gold in Fort Knox. The Fed would be a gold buyer at $6,900 per ounce and a seller at $7,100 per ounce in order to maintain a $7,000-per-ounce price. The purpose would not be to enrich gold holders but to reset general price levels.

Such moves may seem unlikely, but they would be effective. Since nothing moves in isolation, this kind of dollar devaluation against gold would quickly be reflected in higher dollar prices for everything else. The world of $7,000 gold is also the world of $400-per-barrel oil and $100-per-ounce silver. Deflation’s back can be broken when the dollar is devalued against gold, as occurred in 1933 when the United States revalued gold from $20.67 per ounce to $35.00 per ounce, a 41 percent dollar devaluation. If the United States faces severe deflation again, the antidote of dollar devaluation against gold will be the same, because there is no other solution when printing money fails.

[image: image] Market Collapse

The prospect of a market collapse is a function of systemic risk independent of fundamental economic policy. The risk of market collapse is amplified by regulatory incompetence and banker greed. Complexity theory is the proper framework for analyzing this risk.

The starting place in this analysis is the recognition that capital markets exhibit all four of complex systems’ defining qualities: diversity of agents, connectedness, interdependence, and adaptive behavior. Concluding that capital markets are complex systems has profound implications for regulation and risk management. The first implication is that the proper measurement of risk is the gross notional value of derivatives, not the net amount. The gross size of all bank derivatives positions now exceeds $650 trillion, more than nine times global GDP.

A second implication is that the greatest catastrophe that can occur in a complex system is an exponential, nonlinear function of systemic scale. This means that as the system doubles or triples in scale, the risk of catastrophe is increasing by factors of 10 or 100. This is also why stress tests based on historic episodes such as 9/11 or 2008 are of no value, since unprecedented systemic scale presents unprecedented systemic risk.

The solutions to this systemic risk overhang are surprisingly straightforward. The immediate tasks would be to break up large banks and ban most derivatives. Large banks are not necessary to global finance. When large financing is required, a lead bank can organize a syndicate, as was routinely done in the past for massive infrastructure projects such as the Alaska pipeline, the original fleets of supertankers, and the first Boeing 747s. The benefit of breaking up banks would not be that bank failures would be eliminated, but that bank failure would no longer be a threat. The costs of failure would become containable and would not be permitted to metastasize so as to threaten the system. The case for banning most derivatives is even more straightforward. Derivatives serve practically no purpose except to enrich bankers through opaque pricing and to deceive investors through off-the-balance-sheet accounting.

Whatever the merits of these strategies, the prospects for dissolving large banks or banning derivatives are nil. This is because regulators use obsolete models or rely on the bankers’ own models, leaving them unable to perceive systemic risk. Congress will not act because the members, by and large, are in thrall to bank political contributions.

Banking and derivatives risk will continue to grow, and the next collapse will be of unprecedented scope because the system scale is unprecedented. Since Federal Reserve resources were barely able to prevent complete collapse in 2008, it should be expected that an even larger collapse will overwhelm the Fed’s balance sheet. Since the Fed has printed over $3 trillion in a time of relative calm, it will not be politically feasible to respond in the future by printing another $3 trillion. The task of reliquefying the world will fall to the IMF, because the IMF will have the only clean balance sheet left among official institutions. The IMF will rise to the occasion with a towering issuance of SDRs, and this monetary operation will effectively end the dollar’s role as the leading reserve currency.

[image: image] A Deluge of Dangers

These threats to the dollar are ubiquitous. The endogenous threats are the Fed’s money printing and the specter of galloping inflation. The exogenous threats include the accumulation of gold by Russia and China (about which more in chapter 9) that presages a shift to a new reserve asset.

There are numerous ancillary threats. If inflation does not emerge, it will be because of unstoppable deflation, and the Fed’s response will be a radical reflation of gold. Russia and China are hardly alone in their desire to break free from the dollar standard. Iran and India may lead a move to an Asian reserve currency, and Gulf Cooperation Council members may chose to price oil exports in a new regional currency issued by a central bank based in the Persian Gulf. Geopolitical threats to the dollar may not be confined to economic competition but may turn malicious and take the form of financial war. Finally, the global financial system may simply collapse on its own without a frontal assault due to its internal complexities and spillover effects.

For now, the dollar and the international monetary system are synonymous. If the dollar collapses, the international monetary system will collapse as well; it cannot be otherwise. Everyday citizens, savers, and pensioners will be the main victims in the chaos that follows a collapse, although such a collapse does not mean the end of trade, finance, or banking. The major financial players, whether they be nations, banks, or multilateral institutions, will muddle through, while finance ministers, central bankers, and heads of state meet nonstop to patch together new rules of the game. If social unrest emerges before financial elites restore the system, nations are prepared with militarized police, armies, drones, surveillance, and executive orders to suppress discontent.

The future international monetary system will not be based on dollars because China, Russia, oil-producing countries, and other emerging nations will collectively insist on an end to U.S. monetary hegemony and the creation of a new monetary standard. Whether the new monetary standard will be based on gold, SDRs, or a network of regional reserve currencies remains to be seen. Still, the choices are few, and close study of the leading possibilities can give investors an edge and a reasonable prospect for preserving wealth in this new world.

The system has spun out of control; the altered state of the economic world, with new players, shifting allegiances, political ineptitude, and technological change has left investors confused. In The Death of Money you will glimpse the dollar’s final days and the resultant collapse of the international monetary system, as well as take a prospective look at a new system that will rise from the ashes of the old.
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Part One


 



MONEY AND GEOPOLITICS








Chapter 1

Prophesy


One of our biggest fears is that something happens today, and when we do the autopsy we find that two weeks ago we had it, [but] we didn’t know because it was buried in something else that wasn’t getting processed.

B. “Buzzy” Krongard

CIA executive director

September 1, 2001




The unconditional evidence supports the proposition that there was unusual trading in the option markets leading up to September 11, which is consistent with the terrorists or their associates having traded on advance knowledge of the impending attacks.

Allen M. Poteshman

University of Illinois at Urbana-Champaign

2006




Never believe anything until it has been officially denied.

Claud Cockburn

British journalist



[image: image] Trading in Plain Sight

“No one trades alone.” An axiom of financial markets, this truism means that every trade leaves transaction records there to be seen. If one knows where to look and how to examine the history and data, much can be learned not only about quotidian sales of stock by the obvious players, large and small, but about more troubling truths and trends. The market evidence surrounding 9/11—most of which is little understood by the public—is a case in point.

The secure meeting rooms at the CIA’s Langley headquarters—windowless, quiet, and cramped—are called “vaults” by those who use them. On September 26, 2003, John Mulheren and I were seated side by side in a fourth-floor vault in the headquarters complex. Mulheren was one of the most legendary stock traders in Wall Street history. I was responsible for modeling terrorist trading for the CIA, part of a broad inquiry into stock trading on advance knowledge of the 9/11 attacks.

I looked in his eyes and asked if he believed there was insider trading in American Airlines stock immediately prior to 9/11. His answer was chilling: “It was the most blatant case of insider trading I’ve ever seen.”

Mulheren started his stock trading career in the early 1970s and, at age twenty-five, became one of the youngest managing directors ever appointed at Merrill Lynch. He was found guilty of insider trading in 1990 as part of the trading scandals of the 1980s, but the verdict was overturned on appeal. His conviction was based on testimony provided by Ivan Boesky, himself a notorious insider trader. During the case, Mulheren had been apprehended by police at his Rumson, New Jersey, estate as he set out with a loaded assault rifle in his car to kill Boesky in broad daylight.

Mulheren was expert in options trading and the mathematical connections between the prices of options and the prices of the underlying stocks on which the options were written. He was also a seasoned trader in takeover stocks and knew that deal information was often leaked in advance, an open invitation to insider trading. No one knew more about the linkage between insider trading and telltale price signals than Mulheren.

When we met at Langley, Mulheren was CEO of Bear Wagner, one of seven New York Stock Exchange specialist firms at the time. Recently, specialist firms have faded in importance, but on 9/11 they were the most important link between buyers and sellers. Their job was to make a market and stabilize prices. Specialists used options markets to lay off the risk they took in their market making. They were a crucial link between New York stock trading and Chicago options trading.

Mulheren’s firm was the designated market maker in American Airlines stock at the time of the 9/11 attacks. When the planes hit the twin towers, Mulheren saw the smoke and flames from his office near the World Trade Center and understood immediately what had happened. While others speculated about a “small plane, off-course,” Mulheren furiously sold S&P 500 futures. In the ninety minutes between the time of the attack and the time the futures exchange closed, Mulheren made $7 million shorting stocks. He later donated all the gains to charity.

Mulheren was an eyewitness: he watched both the unfolding of the 9/11 attack and the insider trading that preceded it. His presence at Langley in 2003 was part of a CIA project whose roots reached back to a time before the attack itself.

[image: image] The Terror Trade

September 5, 2001, was the day Osama bin Laden learned that the attacks on New York and Washington would take place on 9/11. The countdown to terror had begun. There were four trading days left before the streets around the New York Stock Exchange would be choked with death and debris. Terrorist traders with inside information on the attack had only those few days to execute strategies to profit from the terror. Insider trading on advance knowledge of the 9/11 plot was in full swing by September 6.

Bin Laden was financially sophisticated, having been raised in one of the wealthiest families in Saudi Arabia. The other leaders of Al Qaeda, including the 9/11 hijackers, were not drawn from the ranks of the ignorant and impoverished; they were doctors and engineers. Many lived in developed countries such as Germany and the United States. Al Qaeda was financially backed by wealthy Saudis who traded stocks on a regular basis.

Al Qaeda’s familiarity with the workings of the New York Stock Exchange is well known. In an interview with a Pakistani journalist just weeks after the 9/11 attacks, Bin Laden made the following comments, which show how closely he drew the connection between terror and trading:


I say the events that happened on Tuesday 11th September on New York and Washington, that is truly a great event in all measures. … And if the fall of the towers … was an event that was huge, then consider the events that followed it … let us talk about the economic claims which are still continuing. …

The losses on the Wall Street Market reached 16%. They said that this number is a record, which has never happened since the opening of the market more than 230 years ago. … The gross amount that is traded in that market reaches 4 trillion dollars. So if we multiply 16% with $4 trillion to find out the loss that affected the stocks, it reaches $640 billion of losses from stocks, with Allah’s grace.



American Airlines and United Airlines, the operators of the four flights that were hijacked on 9/11, are public companies whose stock is traded on the New York Stock Exchange. In 2001 American Airlines traded with the ticker symbol AMR, and United Airlines with the ticker UAL.

An investigator looking for evidence of insider trading usually starts with the options markets, closely linked to the stock market. Decades of insider trading cases have shown that options are the insider trader’s tool of choice. The reason is obvious: options offer much greater leverage for the same amount of cash than regular stock trading. What makes sense for Wall Street crooks also makes sense for terrorists. When one is betting on a sure thing, leverage amplifies the expected profits, and the terrorists were betting on a sure thing—the panic that would follow their attack.

While the operational details of the 9/11 terror attacks were known in advance to only a small cadre of operatives, the coming of an attack on September 11, 2001, was known to a larger circle. This group included immediate associates of the hijackers, housemates, and financial backers, as well as family and friends. Those who learned of the coming attacks from the terrorists told others, and the information spread through a social network in much the same way a video goes viral.

Advance knowledge of an attack communicated in social networks does not help intelligence agencies unless the messages are intercepted. Interception presents challenges both in directing collection resources at the right channels and in separating signals from noise. But at least one channel was blinking red before 9/11, telling the world that disastrous events involving airlines were imminent. That channel was the pinnacle of the U.S. financial establishment—the New York Stock Exchange.

As the terror clock ticked away, market signals rolled in like a tsunami. A normal ratio of bets that a stock will fall to bets it will rise is 1 to 1. On September 6 and 7, option bets that United Airlines stock would fall outnumbered bets it would rise by 12 to 1. Exchanges were closed on September 8 and 9 for the weekend. The last trading session before the attack was September 10, and that day option bets that American Airlines stock would fall outnumbered bets it would rise by 6 to 1. On September 11, 2001, United Airlines and American Airlines flights struck the World Trade Center and Pentagon. The first trading day after the attacks, United Airlines stock fell 43 percent and American Airlines stock fell 40 percent from where they had last closed. Thousands of Americans were dead. The options traders had made millions.

One-sided trading, involving more bearish than bullish bets of the kind seen just prior to 9/11, would not be unusual if there were negative news about the stocks. But there was no news on airlines on those days. The stocks of other major airlines, such as Southwest and US Airways, did not exhibit the massively bearish trading that affected American and United.

All that appeared was a huge one-way bet on a decline in the stock prices of American and United Airlines in the last four trading days before 9/11. Seasoned traders and sophisticated computer programs recognize this pattern for what it is—insider trading in advance of adverse news. Only the terrorists themselves and their social network knew that the news would be the most deadly terrorist attack in U.S. history.

The trading records are not the only evidence of a terrorist connection to insider trading in advance of the attacks. Yet notwithstanding such evidence, the official 9/11 Commission concluded:


Exhaustive investigations by the Securities and Exchange Commission, FBI, and other agencies have uncovered no evidence that anyone with advance knowledge of the attacks profited through securities transactions.



This language used in the 9/11 Commission Report is a lawyer’s dodge. Saying that agencies uncovered no evidence does not mean there is no evidence, merely that they failed to find it. The conclusion that no one profited does not mean that transactions did not take place, merely that the profits could not be ascertained. Perhaps the perpetrators failed to collect their winnings, like a bank robber who drops a satchel of stolen cash in flight. The inside terrorist traders may not have known the exchange would be closed for days after the attack, making it impossible to settle trades and collect winnings.

Despite the official denial, proof of the terrorist trading connection is found through a deeper dive into the world of forensics and the phenomenon of signal amplification. The unusual options trading in advance of 9/11 has been closely studied by academics. The literature, most of it published after the 9/11 Commission completed its work, is emphatically of the view that the pre-9/11 options trading was based on inside information.

The leading academic study of terrorist insider trading connected to 9/11 was done over four years, from 2002 to 2006, by Allen M. Poteshman, then at the University of Illinois at Urbana-Champaign. His conclusions were published by the University of Chicago in 2006.

These conclusions were based on strong statistical techniques. This is like using DNA to prove a crime when there was no eyewitness. In murder cases, prosecutors compare a defendant’s DNA to samples found at the crime scene. A DNA match might implicate a defendant in error, but the chance is so slight, so exceedingly remote, that juries routinely convict. Certain statistical correlations are so strong that the obvious conclusion must be drawn despite a microscopic chance of error.

Academics like Poteshman take large sets of data and establish the normal behavior of stocks, called the baseline. Researchers then compare actual trading in a target period to the baseline to see if the target period represents normal or extreme activity. Explanatory variables are tested to account for extreme activity. These techniques have proved reliable in many investigatory and enforcement contexts. During the dot-com bubble, for example, they were used to uncover widespread illegal backdating of options by technology companies.

Poteshman’s data for the purposes of establishing a baseline included a daily record of options trades on all stocks in the S&P Index from 1990 through September 20, 2001, shortly after the 9/11 attacks. He focused on several relevant ratios before turning to the one most likely to be used by terrorists—the simple purchase of put options on AMR and UAL. A put option on a stock is a bet that the stock’s price will fall.

He arranged the data in decimal brackets from 0.0 to 1.0, with 0.0 representing extremely low activity in put options and 1.0 representing extremely high activity. He discovered that in the four trading days prior to 9/11, the maximum daily value for either hijacked airline was 0.99 and the maximum value over the entire four-day window was 0.96. In the absence of any news that would explain such an extreme skew, the inescapable conclusion is that this activity represents insider trading. Poteshman writes:


There is evidence of unusual option market activity in the days leading up to September 11 that is consistent with investors trading on advance knowledge of the attacks.



Another leading study, conducted by the Swiss Finance Institute, reached the same conclusion. This study covered the period 1996 to 2009 and analyzed over 9.6 million options trades in thirty-one selected companies, including American Airlines. With respect to 9/11, the study concluded:


Companies like American Airlines, United Airlines, Boeing and to a lesser extent Delta Air Lines and KLM seem to have been targets for informed trading activities in the period leading up to the attacks. The number of new put options issued during that period is statistically high and the total gains … realized by exercising these options amount to more than $16 million. These findings support the evidence in Poteshman (2006) who also documents unusual activities in the option market before the terrorist attacks.



The 9/11 Commission was aware of the trading records used by subsequent scholars, and it was familiar with media reports that insider trading by terrorists had taken place. Yet the 9/11 Commission denied any connection between the options trading and terrorists. Its failure to conclude that terrorist insider trading took place is due to its failure to understand signal amplification.

Signal amplification in stock trading describes a situation where a small amount of illegal trading based on inside information leads to a much greater amount of legal trading based on the view that “someone knows something I don’t.” It is a case of legitimate traders piggybacking on the initial illegal trade without knowing of the illegality.

Again, no one can trade in isolation. For every buyer of put options, there is a seller who sees the transaction take place. Each trade is entered on price reporting systems available to professional traders. A small purchase of put options by a terrorist would not go unnoticed by those professionals. There was no news of any importance on American or United Airlines in the days before 9/11. Anyone seeing a small trade would ask herself why a trader would make a bet that the stock was going down. She would not know who was doing the trading, but would assume the trader knew what he was doing and must have a basis for a bear bet. This pro might buy a much larger amount of put options for her personal account as a piggyback bet on the stranger’s informed trade.

Soon other traders begin to notice the activity and also buy put options. Each trade adds to the total and amplifies the original signal a little more. In extreme cases, the dynamic resembles the chaotic climax of the film Wall Street, in which initial insider trading in Blue Star Airlines by Charlie Sheen’s character cascades out of control amid shouts of “Dump it all!” and “We’re getting out now!”

In the event, 4,516 put options, equivalent to 451,600 shares of American Airlines, were traded on September 10, 2001, the day before the attack. The vast majority of those trades were legitimate. Yet it only takes a small amount of terrorist insider trading to start the ball rolling on a much larger volume of legitimate piggyback trading. The piggyback traders had no inside information about an attack; they were betting that other traders knew negative news on AMR that had not been made public.

They were right.

A standard rejoinder, by many in the intelligence community, to suggestions of terrorist insider trading is that terrorists would never compromise their own operational security by recklessly engaging in insider trading because of the risks of detection. This reasoning is easily rebutted. No one suggests that terrorist hijacker Mohamed Atta bought put options on AMR through an E*Trade account on his way to hijack American Airlines Flight 11 from Logan Airport, Boston. The insider trading was done not by the terrorists themselves but by parties in their social network.

As for operational security, those imperatives are easily overridden by old-fashioned greed. A case in point is home decorating maven Martha Stewart. In 2001 Stewart was one of the richest women in the world due to the success of her publishing and media ventures related to cooking and home decorating. That year she sold stock in ImClone Systems based on a tip from her broker and avoided a loss of about $45,000; that sum was a pittance relative to her fortune. In 2004, however, she was convicted of conspiracy, obstruction of justice, and making false statements in connection with the trade and was sent to prison.

When it comes to betting on a sure thing, greed trumps common sense and makes the bet irresistible. The record of insider trading is replete with such cases. A terrorist associate is not likely to show better judgment than a superrich celebrity when the opportunity arises.

Given the weight of the social network analysis, statistical methods, signal amplification, and expert opinion, why did the 9/11 Commission fail to conclude that terrorists traded in AMR and UAL in advance of the attack? The answer lies in the 9/11 Commission Report itself, in footnote 130 of chapter 5.

Footnote 130 admits that activity in AMR and UAL before 9/11 was “highly suspicious.” It also says, “Some unusual trading did in fact occur, but each such trade proved to have an innocuous explanation.” A closer look at these “innocuous” explanations reveals the flaws in the commission’s reasoning.

For example, the report finds “a single U.S.-based institutional investor with no conceivable ties to al Qaeda purchased 95 percent of the UAL puts on September 6 as part of a trading strategy that also included buying 115,000 shares of American.” This explanation falls down in two ways. First, the fact that a high percentage of the trades were found to be innocent is completely consistent with signal amplification. Only the small initial trade is done by terrorists. The 9/11 Commission Report presented no evidence that it had made any effort to drill down to the small initial signal. Instead, the staff were beguiled by the innocent noise.

Second, the 9/11 Commission relies on the fact that the investor it interviewed said he bought UAL puts as part of a strategy involving the purchase of AMR shares, a kind of long-short trade. This shows naïveté on the part of the commission staff. Large institutional investors have numerous positions that have nothing to do with one another but that can be selected post facto to show innocent motives to investigators. On its face, this investor’s AMR position says nothing about why it so heavily shorted UAL.

The report goes on to say that “much of the seemingly suspicious trading in American on September 10 was traced to a specific U.S.-based options trading newsletter, faxed to its subscribers on Sunday, September 9, which recommended these trades.” This analysis shows that the commission staff had a limited understanding of how Wall Street research works.

There are thousands of trading tip sheets in circulation. On any given day, it is possible to find at least one recommending the purchase or sale of most major companies listed on the New York Stock Exchange. Going back after the fact to find a newsletter that recommended buying puts on American Airlines is a trivial exercise. No doubt there were other newsletters in circulation recommending the opposite. Selecting evidence that fits a theory while ignoring other evidence is an example of confirmation bias, a leading cause of erroneous intelligence analysis.

Another problem with the newsletter rationale is the belief that the recommendation arose independently of the insider trading already going on in AMR. Why treat the newsletter as a signal when it was actually part of the noise? For example, on September 7, trading volume in AMR doubled from the previous day and reached a near three-month high with a declining stock price. This pattern is consistent with insider trading ahead of an attack on September 11. It is more likely that the September 7 put volume caused the September 9 newsletter recommendation than it is that the newsletter caused the September 10 put buying.

The more likely explanation is that the entire sequence from September 6 through 10 was a signal amplification caused by a small initial insider trade. To isolate a single event like the newsletter and give it explanatory power without reference to prior events is poor forensic technique. It is better to take a step back and look at the big picture, to separate signal and noise.

Insider traders and those piggybacking are notorious for retaining research reports to support their activities in case the SEC comes calling. SEC after-the-fact inquiries are routine whenever the SEC identifies suspicious trading related to a market-moving event. Waving a research report at SEC investigators is a standard technique to make them go away. Stock trading criminals have gone so far as to prepare their own research reports for the sole purpose of having a cover story in case their insider trading is ever questioned. Given this well-known technique for foiling investigations, it is unfortunate that the 9/11 Commission Report gave weight to a single newsletter.

Viewed through the lens of signal amplification, the 9/11 Commission’s “large buyer theory” and the “newsletter theory” contained in footnote 130 are more consistent with terrorist trading than a refutation. Moreover, these theories never address the put buying in United Airlines on September 7 and the other suspicious trades.

It is important to disassociate this insider trading analysis from the so-called 9/11 Truth Movement, a collective name for groups and individuals who assert conspiracy theories related to the 9/11 attacks. Many of these theorists claim that agencies and officials of the U.S. government were involved in planning the attacks and that the twin towers collapsed from prepositioned explosives and not from the impact of the hijacked planes. This nonsense is a disservice to the memory of those killed or injured in the attack and in subsequent military responses. The hard evidence that the attacks were planned and executed by Al Qaeda is irrefutable. The 9/11 Commission Report is a monumental and excellent summary, a brilliant work of history despite the inevitable flaws that arise in such a wide-ranging effort. Furthermore, there is nothing inconsistent between the widely accepted narrative of 9/11 and terrorist insider trading. Given the magnitude of the attack and the imperatives of human nature, such trading should have been expected. The statistical, behavioral, and anecdotal evidence for insider trading are overwhelming.

Terrorist insider trading was not a U.S. government plot but a simple extension of the main terrorist plot. It was despicable yet, in the end, banal. Small-time terrorist associates could not resist betting on a sure thing, and signal amplification took care of the rest. Still, the signal was not hidden. On trading screens all over the world, evidence of the coming attacks was visible by watching options trading in American and United Airlines.

In the chilling words of CIA director George Tenet, “The system was blinking red.”

[image: image] Project Prophesy

If the 9/11 Commission was finished with the topic of terrorist insider trading, one government agency was still willing—though initially ill equipped—to dig deeper.

The Central Intelligence Agency had been mobilized before 9/11, based on the volume of reporting that indicated a spectacular attack might be in the works. A body of intelligence concerning reports of unusual trading in airline and other stocks in the days before the attack came to the CIA’s attention immediately after 9/11. But it had a problem pursuing those leads because it had almost no expertise in capital markets and options trading.

This gap in intelligence capabilities at the time is not surprising. Prior to globalization, capital markets were not part of the national security arena. Markets were mostly local, controlled by national champions in each country. Some banks, such as Citibank, were international, but they conducted traditional lending businesses and were not involved in stock trading. The CIA did not have capital markets expertise because it had not been required during the Cold War; markets were not part of the battlespace.

As a result, when reports of possible terrorist insider trading rolled in after 9/11, practically no one at the agency had the experience necessary to evaluate how it might have occurred and its implications for national security. Fortunately, one senior intelligence analyst understood the implications quite well.

Randy Tauss lives quietly in the upscale Washington, D.C., suburb of McLean, Virginia, not far from CIA headquarters. He retired from the CIA in 2008 after a thirty-seven-year career, mostly in the agency’s Directorate of Intelligence, the analytic branch. He is a brilliant physicist and mathematician who won numerous medals from the agency for his technical and deductive work. Although most of his work involved complex weapons systems, he won fame both inside and outside the agency for his role in solving the mystery of the 1996 midair explosion of TWA Flight 800.

Tauss had another avocation, one not required in his day job but to which he applied the same passion he showed while working with weapons and technology. He was an avid stock and options trader who used his mathematics skills to look for small anomalies in options prices that could be traded to advantage in his personal accounts. He pursued this options trading with such vigor and over such a long period of time that he was almost as well known for it among his colleagues as he was for his intelligence analyses. When the story of insider trading surfaced in the aftermath of 9/11, it was no surprise that Tauss’s name came to the attention of CIA senior management.

In October 2001, just weeks after the attacks, the CIA’s Office of Terrorism Analysis asked Tauss to serve as director of a project to consider whether terrorists might use advance knowledge of their actions to profit in financial markets, and whether the intelligence community could identify such efforts and possibly thwart the attack. Thus began one of the longest and most unusual analytic projects in CIA history.

The effort was dubbed “Project Prophesy.” By the time the project wound down in 2004, almost two hundred finance professionals—including stock exchange executives, hedge fund managers, Nobel Prize winners, and floor traders, along with technologists and systems analysts—would be tapped to contribute their time and effort. Tauss led a massive undertaking that simultaneously modeled the mind of the terrorist and the mind of the Wall Street trader. He found that the two domains had more than a few things in common.

Project Prophesy was formally launched in April 2002, and the core team assembled by the end of May. The first task was to create a threat board of potential targets for terrorist attacks and link those targets to publicly traded stocks that might provide advance warning through unusual price activity. These stocks included a broad list of airlines, cruise lines, utilities, theme parks, and other companies with symbolically important assets.

By early 2003, the Prophesy team led by Tauss had reached out to Wall Street and other government agencies and assembled teams to participate in targeted panels to flesh out the practical details of Tauss’s theory. It was widely assumed that terrorists would strike again in some spectacular way. Would there be information leakage? Would a terrorist associate engage in insider trading? Could this trading be detected so as to identify the trader and his target? Would there be time to react and stop the attack? These were the problems Prophesy set out to solve.

My involvement with Project Prophesy began at the mountaintop Kaiser estate on the island of St. Croix, a site exotic enough to make the final cut of a James Bond film. The estate is a complex of three mansions connected by private roads on Recovery Hill overlooking the town of Christiansted on the north shore of the island. The centerpiece of the complex is the White House, a sprawling, multitiered, bleach-white International Style home with a large outdoor pool trimmed with the obligatory steel-post-and-Kevlar tenting reminiscent of the Denver Airport.

I was there in the winter of 2003 for a private gathering of top financiers from the institutional, hedge fund, and private equity worlds to discuss the next big thing in alternative investing—a project to blend hedge fund and private equity strategies to optimize risk-adjusted returns.

As typically happens at such gatherings, there was downtime for drinks and getting to know the other guests. During one such break, I chatted with the head of one of the largest institutional portfolios in the world. He asked me about my career, and I recounted my early days at Citibank on assignment in Karachi.

That had been in the 1980s, not long after the shah of Iran had been deposed in the Iranian Revolution. Grand Ayatollah Khomeini became Supreme Leader and declared Iran to be an Islamic Republic guided by principles of sharia or Islamic law. This shift in Iranian governance placed pressure on Pakistan to burnish its own Islamic credentials. Pakistani president Zia-ul-Haq issued religious ordinances, including one that prohibited banks from charging interest on loans, something forbidden by sharia.

Citibank had major operations in Pakistan. The idea of running the bank there without charging interest came as a shock to management. I was assigned to become expert in sharia and assist in the conversion of Citibank’s operations from Western banking to Islamic banking.

I arrived in Karachi in February 1982 and went to work. Citibank’s country head, Shaukat Aziz, later prime minister of Pakistan, would occasionally pick me up at my hotel. In monsoon season, we would barrel through flooded Karachi streets choked with ubiquitous decorated buses and three-wheeled jitneys, speeding past vendors spitting bright red betel nuts they chewed for a buzz.

As I told these tales to the fund manager, I noticed his face became taut and his stare serious. He motioned me to a corner of the deck away from the other guests. He leaned forward and said sotto voce, “Look, it seems you know a lot about Islamic finance and you know your way around Pakistan.” My local knowledge was a little rusty since these things had happened decades before; still, I replied, “Yeah, I worked hard at that. I know Islamic banking.”

He leaned in and said, “I’m helping the CIA on a project related to terrorist finance. They don’t have much expertise, and they’re doing some outreach. They’ve asked me to source whatever talent I can. If someone from the agency contacted you, would you take the call?” I said yes.

For those too young to recall 9/11 and the aftermath, it is difficult to describe the mix of anger and patriotic fervor that gripped the nation, especially in the New York area, where many people lost friends or family members or knew someone who did. We all asked ourselves how we could help. The only advice we got from Washington was “get down to Disney World … take your families and enjoy life.” Here was the chance for me to do more than go shopping.

A few days later the phone rang in my New York office. The caller introduced himself as part of the CIA’s Office of Transnational Issues in the Directorate of Intelligence. He asked if I would be willing to join a team looking at aspects of terrorist finance, specifically insider trading ahead of major terrorist attacks. He would send me a letter outlining the scope of the project. I agreed, the letter was soon received, and by the early summer of 2003, I was on my way to CIA headquarters to meet the rest of the Project Prophesy team.

Joining a project in midstream is never easy, because the rhythm and culture of the team are already established. But I fit right in because I had been on Wall Street longer than many of the volunteers and had more international experience than all but a few. Within months I became a co–project manager under Tauss’s direction.

My first contribution was to point out that the CIA’s objective was already being pursued every day by hedge funds, but for a different reason. The CIA was trying to spot terrorist traders, while hedge funds were trying to spot unannounced takeovers. But the big-data techniques applied to trading patterns were the same.

Spotting suspicious trading is a three-step process. Step one is to establish a baseline for normal trading, using metrics like volatility, average daily volume, put-call ratios, short interest, and momentum. Step two is to monitor trading and spot anomalies relative to the baseline. Step three is to see if there is any public information to explain the move. If a stock spikes because Warren Buffett bought a large position, that’s not an anomaly; it is to be expected. The intriguing case is when a stock spikes on no news. The logical inference is that someone knows something you don’t. A hedge fund might not care about the origin of the hidden information—it can just piggyback on the trade. For the CIA, the observation became a clue. And the stakes were higher.

Like any development project, Prophesy had its geek squad of programmers and systems administrators to design protocols for security, interconnectivity, and the user interface. The team combined the joy of a Silicon Valley garage start-up with the can-do culture of the CIA in a unique effort to preempt terrorism using the same information that viewers see every day on Bloomberg TV.

The climax of Project Prophesy was a red team exercise in September 2003. Red teaming is a classic way of testing hypotheses and models by recruiting a group of experts as the “enemy,” then asking them to role-play scenarios designed to expose flaws in the original assumptions.

Our red team membership was like a Pro Bowl squad, with all-star traders from the biggest banks, hedge
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