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Nassim Taleb combines broad theoretical knowledge with practical experience. Although he is
fiercely outspoken, he delivers his challenges to conventional wisdom with a gentle delivery that
carries a trace of a French accent. He is one of the world's leading quantitative traders, who has
held senior options trading positions at Union Bank of Switzerland, Bankers Trust, Banque
Indosuez and CS First Boston. His most recent job in the dealer community was head of global
options at CIBC Wood Gundy. In 1991 he suddenly left Wall Street to spend two years as a local
on the floor of the Chicago exchanges. Taleb reads classical literature, speaks seven languages
and holds a Wharton MBA. He is a PhD candidate at the University Paris-Dauphiné, where he will
soon defend his dissertation on option pricing. He is also the author of the book Dynamic
Hedging: Managing Vanilla and Exotic Options (Wiley, 1996). Taleb was interviewed in November
by editor Joe Kolman.

Derivatives Strategy: What problems do you have with financial engineering?

Nassim Taleb: | disagree with such an approach in financial risk management. Some people
looked at the literature and saw differential equations and said, "Gee, it's like engineering."

Engineering relies on models because you can capture the relationships in the physical world
very well. Models in the social sciences serve a different purpose. They make strong
assumptions. Economists have known for a long time that math in their profession has a different
meaning. It's just a tool, a way to express yourself.

DS: So real engineering could lead to a bridge that you could reliably drive cars across. But
modeling in financial engineering isn't certain enough to run a portfolio ...

NT: Exactly. In finance, you are not as confident about the parameters. The more you expand
your model by adding parameters, the more you become trapped in an inextricable apparatus of
relationships. It is called overfitting.

DS: What do you think of value-at-risk?

NT: VAR has made us replace about 2,500 years of market experience with a co-variance matrix
that is still in its infancy. We made a tabula rasa of years of market lore that was picked up from
trader to trader and crammed everything into a co-variance matrix. Why? So a management
consultant or an unemployed electrical engineer can understand financial market risks.

To me, VAR is charlatanism because it tries to estimate something that is not scientifically
possible to estimate, namely the risks of rare events. It gives people misleading precision that
could lead to the buildup of positions by hedgers. It lulls people to sleep. All that because there
are financial stakes involved.

To know the VAR you need the probabilities of events. To get the probabilities right you need to
forecast volatility and correlations. | spent close to a decade and a half trying to guess volatility,
the volatility of volatility, and correlations, and | sometimes shiver at the mere remembrance of my
past miscalculations. Wounds from correlation matrices are still sore.

DS: Proponents of VAR will argue that it has its shortcomings but it's better than what you had
before.
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NT: That's completely wrong. It's not better than what you had because you are relying on
something with false confidence and running larger positions than you would have otherwise.
You're worse off relying on misleading information than on not having any information at all. If you
give a pilot an altimeter that is sometimes defective he will crash the plane. Give him nothing and
he will look out the window. Technology is only safe if it is flawless.

A lot of people reduce their anxiety when they see numbers. They want a triple-digit delta or
gamma, for example, not taking into account that it is foolish to be precise with deltas when you
don't even know the parameters.

Before VAR, we looked at positions and understood them using what | call a nonparametric
method. After VAR, all we see is numbers, numbers that depend on strong assumptions. I'd much
rather see the details of the position itself rather than some numbers that are supposed to reflect
its risks.

Clearing firms understood that very well. Ironically, the stock market crash coincided with the
discovery of this so-called parametric system used to run the risks of option traders. In the old
days the clearing firms looked at how many calls you were short and how many you were long,
and if you sold a lot of calls they would get nervous and call you up and ask you to liquidate some
of them. After they went to parametric monitoring of option positions using second-rate statistical
methods, the options traders started building up massive short put positions that, along with
portfolio insurance, helped to accelerate the crash. Now they're coming back to square one with
their nonparametric methods, particularly with the puts.

DS: Do you think the whole idea of trying to use statistics to model a particular distribution is
fraudulent? Or is it possible to come up with something approximating the truth?

NT: The problem we have with statistics is that although we know something about distributions,
we know very little about processes. A process is a distribution that has time in it, and things
change with time. People look at fat tails and say, "We can simulate distributions with fat tails."
But the reason distributions have fat tails may be because these distributions don't have stable
properties over time.

DS: VAR proponents will also admit that VAR doesn't work as well on something with an
asymmetric payoff.

NT: Yes, but any dynamic trading strategy by a leveraged investor that has a stop loss in it has
an asymmetric payoff and needs to be treated like an option. If | trade deutsche mark or bond
futures with a stop loss, the frequency of my losses will be greater than the frequency of my
profits but the magnitude of my losses will be smaller to compensate. It will look like a payoff of
an option, and that's not captured by VAR. The VAR assumes than traders are stuffed animals
between two reports.

DS: Are you saying VAR can't be used to measure risks on a trading desk?

NT: The risks of common events perhaps, those that do not matter, but not the risks of rare
events. Moreover traders will find the smallest crack in the VAR models and try to find a way to
take the largest position they can while showing the smallest amount of risk. Traders have
incentives to go for the maximum bang because of the free option they're granted.

DS: What free option is that?



NT: Most institutional traders don't pay for their losses. If you make a dollar you get paid 10
cents. If you lose a dollar you pay zero. That obviously looks like an option payoff.

So let's say your trader trades two bonds of slightly different maturities. They're very close but
because they have deceptively close maturities the position will not produce a big VAR number.
Sometimes they are treated as the same bond. The position, however, could easily bankrupt the
company because of the sheer size that was built on it. An institution just last month lost bundles
because a trader built up massive positions in Bunds against German swaps; their system,
otherwise sophisticated, did not differentiate between them.

DS: What's going to happen if everybody in the financial system starts using VAR?

NT: VAR players are all dynamic hedgers and need to revise their portfolios at different levels. As
such they can make very uncorrelated markets become very correlated. Those who refuse to
learn from the portfolio insurance debacle do not belong in risk management.

In 1993 hedge funds were long seemingly independent markets. The first margin call in the bonds
led them to liquidate their positions in the Italian, French and German bond markets. Markets
therefore became correlated.

VAR is a school for sitting ducks. Find me a dynamic hedger who is a reluctant liquidator and |
will front-run him to near-bankruptcy.

DS: So one problem with VAR models is that they don't account for the fact that the market
corrects for the models that trades are based on?

NT: Bingo. Even more: Our perception of what's going on in the real world can hurt us simply
because we have to realize that we are the major players ourselves and we act according to our
perceptions. In physics it's called the Heisenberg uncertainty principle. In the social sciences its
even more pronounced.

When people ask me what alternative to VAR | have to offer, my answer is smaller leverage, less
naive diversification, less reliance on dynamic hedging.

DS: Are all correlations suspect?

NT: You can find a relationship between any two items if you look hard enough. It may be entirely
spurious and have no predictive power, but you will find one. To give you an idea, you'll always
find what we call data miners who will show you that there is a 100 percent correlation between
his great aunt's blood pressure and the back-month Nikkei volatility. When you're a trader you get
a lot of calls from people who found relationships that can produce a 10 Sharpe ratio. That means
it's almost impossible to lose money on the trade. Sure enough, when you start trading you
realize that the relationship was not there. Trading has fewer biases than statistics.

DS: What are the most common mistakes you see traders and risk managers making?

NT: As a trader, my job is to understand biases and trade on them. There are all kinds of biases.
The most common is the small sample bias. Let's say you have 1:1,000 odds you will come home
every day with a dollar and once in a while you lose $1,000. Many traders show very steady
incomes but they could be fooling themselves because they don't have a long enough period to
chart their performance. Their Sharpe ratio will not be indicative.



In option trading there is a similar bias. Short premium option traders, typically those who sell out-
of-the-money options, are more likely to make money on a daily basis and then blow up. Likewise
the yield hogs, those traders who would take any risk for a few basis points. You can fool yourself
with your Sharpe ratios, and you can fool all of the financial engineers, but you can't fool an old
Chicago trader who went bankrupt twice.

Another bias is what | call the size bias. If you have 20,000 traders in the market, sure enough
you'll have someone who's been up every day for the past few years and will show you a
beautiful P&L. If you put enough monkeys on typewriters, one of the monkeys will write the lliad in
ancient Greek. But would you bet any money that he's going to write the Odyssey next? You
know that because of the sheer size of the sample, you're likely to find a lucky monkey once in a
while. But the same applies to traders.

A third bias is the survival bias. Everybody will tell you that stock investing is a great idea
because it's been back-tested by some serious guru and if you had bought one share of some
stock during the Revolution you would now own the GNP of some banana republic. But you forget
that your back-testing is only on stocks that are alive today and does not cover stocks in imperial
Russia that a rational investor would have bought at the beginning of the century. Many
continental stocks were recycled into wallpaper. When you look at markets you are only looking
at the remnants, the parts that have survived. Or take real estate. People always say it goes up.
But that works only if you always bought in places that became fancy.

DS: So essentially, you'd like to replace statistical valuation that's at the center of most
derivatives trading with valuation that's more based on experience.

NT: You learn a lot about valuation from trading with other traders, by seeing what others give
you and what they take away from you. What they give is generally worth less, and what they
take is worth more. It's sort of like cars that are lemons. When you buy a lemon, only the seller
knows it's a lemon. You need to drive it for a while to know its a lemon. It's the same with options.
You don't know an option is a lemon, but you have to assume if someone is selling it you, you
have a high probability of it being a lemon. Very often you won't know the option's value until you
actually manage it for a while. Some options hedge very well and some don't.

DS: Can you give me an example?

NT: Sure, take upside calls on the S&P. Retail investors tend to sell a lot of higher-strike calls in
equity markets and buy a lot of lower-strike puts. You look at the distributions and you assume
you're being compensated with the volatility differential, buying higher-strike calls and selling
lower-strike puts. But once you start running it, you will notice that some undetectable behavior
makes you lose money on the trade. And your back-testing cannot fully detect that.

It's more intricate than it seems. It's not just the volatility of the upside or the downside, it's the
volatility around a particular strike that has a large open interest. We call these "sticky strikes."
The markets tend to compress in variation around these strikes. Good traders can sense that.

Also when you buy a stock warrant on an illiquid stock, you need to take into account that your
own dynamic hedging, added to that of other dynamic hedgers, will reduce the volatility and
stabilize the stock.

DS: You left a job as the senior options at the Union Bank of Switzerland to go to Chicago and
become a floor trader. Why did you leave Wall Street? What did you think you were missing by
trading from a screen in New York?



NT: | left Wall Street for the first time in 1991. | was obsessed with price formation. | couldn't
understand from the screen how prices were determined. It took me six months to be able to read
prices in the pit. Locals basically read information from the order flow and squeezed the weak
party. There's always a pack of five or six dominating locals who abruptly change the prices, who
bid a lot higher than the previous offer and have the guts to do it, and the rest of them follow.

DS: How did that knowledge change the way you trade when you went back to trading from a
screen?

NT: It is the most enriching experience for a trader. | learned more about market dynamics in my
second six months than from years on a desk. | learned that traders' income is not the bid-offer
spread, but the micro-squeezes that take place. Markets move from squeezes to squeezes.
Traders make money on stop losses and other free options. It made me interested with
information economics.

DS: You're not ready to give up on all quantitative techniques. You were trained as an
econometrician. You don't make wild speculative bets and | assume you try to hire traders who
have some kind of quantitative skills.

NT: | have the following problem. Anytime | take a street-smart kid with a strong Brooklyn accent
and train him or her in quant methods, | develop a wonderful quant trader who knows how to
squeeze the sitting ducks. When you take extremely quantitative trainees, particularly from the
physical sciences, and try to make them arbitrage traders, they freak out and become pure
gamblers. They can't see the edge, and they become the sitting ducks. The world has too much
texture, more than they can squeeze into the framework they're used to. | see a huge incidence
of pure speculative gambling on the part of these people who are hired on the strength of their
knowledge of quantitative methods.

DS: How about risk managers? What do you look for in risk managers that you hire?

NT: I try to probe their minds to see what makes them tick. And | start quizzing them quite unfairly
about market history. | ask them about what happened to the correlation between bonds and
mortgages on the day when the stock market crashed. | quiz them about the gold rally in the early
1980s. | test to see if they intuitively understand squeezes. If they don't show any interest in data,
in any true market history, | stop the interview and send them home. To me it is extremely
dangerous to have in such positions people who only trust equations. You can't get the edge if
you learn just from your own mistakes. You need to learn from other people's mistakes as well
and these are public information.

DS: Where do you think research in the financial markets is heading? What's valuable and what's
not?

NT: Financial economics has been extremely successful at melding the math with economic
insight. This is providing traders with better understanding of derivatives pricing. My motto is that
the markets follow the path that hurts the highest number of dynamic hedgers. It was exciting to
read a mathematical proof of it by Grossman and Zhou in the latest Journal of Finance. We are
having less success with the frenetic financial engineering efforts, which have a lot of
mathematical acrobatics but a hollow ring.



