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Abstract

Modern financial theories often fail to predict black swan events in the financial
market because these financial theories are built on market participants’ typical
behaviours in the last few decades. These theories have not captured the
behaviour of market participants in black swan events. In the context of this study,
qualitative research such as phenomenology, narratology and metaphorology
can be deployed to study randomly from the perspective of uncertainty, risk
and chaotic behaviour. These research methodologies remove the numerical
assumptions used by the quantitative financial model but lighten the participants’
real experience, who witnessed the crisis very carefully. Thereby, the behaviour
of market participants can be captured and examined. The employment of these
qualitative research methodologies, along with the pure financial theories, will
be more efficient to predict these events, which allows stakeholders to take
necessary steps to avert this kind of crisis.
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Introduction

‘Black swan’, as a term pioneered by John Stuart Mill, the 21st-century
philosopher, to test falsification, who later expanded the term in different aspects
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of life. Taleb (2007) made the term famous in the financial market by using this
concept in his seminal book The Black Swan. According to him, ‘black swan’is a
concept that is related to uncertainty, unpredictable and highly impactful. He also
linked it with investment in the financial market and opined that it is difficult to
predict such events in the financial market. It is better for investors to adjust black
swans in investment decision-making. Green (2011) further defined black swans
as ‘unknown unknowns’, which can run havoc even if there is a plan to mitigate
and control them.

The financial crisis of 2008 is a ‘black swan’ event as its impact was
catastrophic, uncertain, risky and highly unpredictable. The crisis resulted in a
crash in the stock market across the word, caused massive financial losses,
homelessness across the United States. Economists recognize the 2008 financial
crisis as the second worst economic crisis since the Great Depression of 1929
(Foster & Magdoff, 2009). The banking crisis, which followed the US housing
market crisis, was so catastrophic that outsiders started doubting the banking
system (Calomiris & Haber, 2014). The impact of the event was such that the
soundness of modern economics was questioned (Carrick-Hagenbarth & Epstein,
2012). Krugman (2012) further accentuated that the financial crisis is an indication
of the “failures of the economics profession’.

There were many research papers by scholars on the crisis, mostly on the
origins of the crisis. Scholars blamed the low-interest policy followed by central
banks that led to increase in asset prices (Ahrend et al., 2008), resulting in a surge
in the housing demand (Ahearne et al., 2005) and increased credit supply in the
economic system (Borio & Zhu, 2008). Maintaining low interest rate for a long
time and excessive credit supply led to the mis-allocation of capital. The increase
in asset price was giving a false signal on the right prices of the securities. Many
emerging markets, China, in particular, due to its large exchange reserve, were
buying the US treasury securities heavily, which resulted in a lower yield of the
US treasury securities. The investors, who were earlier investing in treasury
securities, moved their capital to high yield but high risky securitized bonds
(Bertaut et al., 2012), which was assumed to be safe during that time. Some
scholars also blamed the excess risk culture (Rajan, 2011), flawed incentive
mechanisms in the financial system (Financial Services Authority, 2009), financial
innovation (Kirkpatrick, 2009), moral hazard (Leaver, 2015), asymmetric
information (Bhattacharya et al., 2011) and lax in regulation (Schoen, 2017).

The mainstream economic theories are facing the challenges of understanding
and predicting these kinds of economic events (Krugman, 2009). Scholars have
examined some of the modern finance theories, which predict the financial crisis
ex-ante. Prominent economists among them are Fisher (1932), Kindleberger
(1978) and Minsky (1977), whose work on the relationship between credit cycle
and financial crisis gives a better understanding of financial crisis. However, it is
challenging to predict the time and scale of the crisis.

Modern financial theories such as Capital Asset Pricing Model (CAPM),
Value-at-Risk (VaR) and the Black-Scholes fail to predict these economic events
because these theories are built on the typical behaviours of market participants in
the last one or two decades. These models have not captured the behaviour of
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market participants in black swan events. Hence, it is tough to predict and prevent
these events in the financial market.

Phenomenology

The assumption of the experience of persons is not as reliable as objective data;
hence, researchers have rarely used the human experience as a research
methodology to study an event (Neubauer et al., 2019). However, the experience
of persons can be a vital source of information for scholars seeking a detailed
study of a subject, which warrants discovery and understanding. Phenomenology,
aresearch method, allows the researcher to explore the perspectives of the persons
who experienced the phenomenon, which helps in understanding the phenomenon.
Phenomenology also helps the researcher to study both ordinary, usual and
extraordinary events (Jackson et al., 2018). This methodology also aids in
exploring the rich experiences of the event (Finlay, 2008) with a focus on the
individual’s experiences of the event (Kirillova, 2018).

There are various kinds of approaches to phenomenology, and each method
gives answers to ‘what and what kind of experience’ and how is the experience
(Neubauer et al., 2019). Padilla-Diaz (2015) has split phenomenology into three
categories, as discussed in Table 1.

I have chosen a descriptive methodology to study the event since this
methodology is suited to explore a lived experience. This approach is also rigorous
and scientific (Giorgi, 1997). The life experiences of the participants help the
researchers to study the event through an understanding of the human experience
(Dahlberg, 2008).

Phenomenology to Study the Randomness of the Event

There is no standardized meaning of randomness, given it is a new subject.
Beltrami (1999) and Nickerson (2002) opine that it is challenging to define
randomness theoretically since random sources generate outputs that do not seem
to be random while unrandom sources create outputs that appear to be random
(Zhao et al., 2014). A concept is considered to be complicated and multi-layered
as interpreted by various researchers (Batanero et al., 1998; Saldanha & Liu, 2014).

Researchers have used different methodologies to study randomness, and there
is a considerable variation among the methods (Zhao et al., 2014). Statistical and
mathematical models have been used to study randomness such as the Bayesian
approach, calculus of probability and Stochastic models. Wagenaar (1972)
examined all these methodologies and concluded that a theory could not be built
up by combining various methods. In the context of this study, phenomenology
can be deployed to study randomly from the perspective of uncertainty, risk and
chaotic behaviour.
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Table I. Phenomenology Approaches.

Approaches Description

Hermeneutical or descriptive e |t describes the experiences of the participants
of the phenomenon under investigation.
* Defines and classifies the various types of mental
phenomena.
* No filtration of experience of the participants
* A bias-free approach to study the phenomenon

Transcendental or eidetic * The ‘essence’ of the consciousness perceived
phenomenology by the individual experiencing the phenomenon
under investigation is analysed.

* Blend the essential elements of the participants’
experience with the researcher’s interpretation
of the event

* Not bias free

‘Egological’, constitutional or Distinct from the other two approaches:The
genetic phenomenology participants are treated as a conscious entity
during the investigation.
* Stives to understand reasons for various types
of mental phenomena
* Investigates the history of this process of the
constitution: Focus on earlier experiences which
can have a bearing on current experiences.

Source: The author’s analysis based on Padilla-Diaz (2015), Kortooms (2002) and Smith (2018).

Table 2. Narration of 2008 Financial Crisis.

Timeline Stories / Event

Apr 2007 ‘Crisis Looms in Market for Mortgages’;'‘New Century Files
for Chapter | | Bankruptcy’

Aug 2007 ‘BNP Freezed $2.2 Billion of Funds Over Subprime’

Sept 2007 ‘Northern Rock:The First Run on a Bank in the U.K’

Mar 2008 ‘Bear Stearns Lives On Inside JPMorgan’

July 2008 ‘“Treasury Acts to Shore Up Fannie Mae and Freddie Mac’

September 2008 ‘Lehman Brothers Collapsed, Filed for Bankruptcy’

Dec 2008 — Jan 2009 ‘Global Economies Entered into Recession’
January 2009 ‘Banks Ask for Crisis Funds for Eastern Europe’

Source: Compiled by the author from various newspapers.
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Table 3. Application of Root Metaphorology to Study Financial Crisis 2008.

Prominent
Theme Predominant Metaphor ~ Sub-metaphors
Credit * Liquidity * Liquidity is king
market * Housing market * Evaporation of liquidity
» Consumer credit * Liquidity crunch
market » Counterparty risk
» Commercial paper
* Lower confidence among the lenders
* Fire sale of the mortgage bonds
* The collapse of the housing market
* Subprime mortgage
* Maturity transformation
Role of * Monetary Tools * Failure of traditional monetary tools
central bank  « Quantitative easing  * Lender of last resort
* Central bank * Unlimited central bank support
credibility * Mitigating catastrophic and tail risk
* Interest rate * Transcend the banking law
Robust * Regulation * Financial leverage
financial « Financial stability * Short-term funding
system * Nationalization * Shadow banking

» Complex financial products

* Moral hazard

* Public capital to rescue banks

* Nationalization of the financial sector
* Laxity in financial regulation

* Finance is inherently fragile

Source: The author’s analysis based on various newspaper reports.

Application of Phenomenology to Study Black Swan in Financial
Market

The financial market participants and real economic agents have different and
ambiguous attitudes during economic turmoil. The financial crisis of 2008
occurred due to the actions of a large number of financial and market participants.
The participants did not trusting each other during the financial crisis: Trust
among financial market participants is a condition for the smooth operation of
markets. The absence of trust leads to uncertainty, making the financial assets
risky and causing chaotic behaviour among the participants. The element of trust
emanates from human behaviour, and it can be studied through close observation
and interaction with humans, particularly during the chaotic event. The
conventional quantitative models failed to understand the behaviours of market
participants during the financial market turmoil.
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Through phenomenology, the behaviour of market participants can be captured
and examined. Phenomenology removes the numerical assumptions used by the
quantitative financial model (do not work in the chaotic event) but lightens the
real experience of the participants, who witnessed the crisis very carefully.
Phenomenology would also help in understating the behaviours of the participants’
actions and reactions (Courtenay et al., 2000); this could lead to having a deeper
understanding of a complex phenomenon (Wilson, 2011).

Narratology

Narratives are ‘the reflective product of looking back and making sense of stories
constructed to make sense of life” (Flory & Iglesias, 2010). There is a difference
between stories and narratives. The narrative comes after the story. The story is an
account of incidents or events, but narrative comes after and adds ‘plot” and
‘coherence’ to the story line (Boje, 2011). Both offer invaluable insights and
enable addressing a wide range of organizational phenomena (Pentland &
Feldman, 2007). Research designs using story or narrative analysis can provide
better critical insights into individual mindsets than other research methods that
are based on quantitative techniques (Flory & Iglesias, 2010; Gabriel, 1995;
Polkinghorne, 2007).

Application of Narratology to Study Black Swan in Financial Market

The narrative research methodology is often used in social science but not
considered a grounded theory (McAlpine, 2016). Scholars think that narrative
research is not a robust approach in economics, hence not used by them to study
economic events (Shiller, 2017). However, the narration of stories affects the
decision-making of economic events, and thereby economic outcomes. Examining
popular stories, particularly related to human emotions and desires, can help
understand the economic fluctuation. In the context of the financial crisis,
narration can be best described as bad stories, appeared in various media, which
shook the confidence of economic agents in 2008 and after that. The low
confidence level removed the animal spirits of economic agents; i.e., financial
market participants that resulted in an economic/financial crisis (Table 2).

Metaphorology

A metaphor is a figure of speech that makes an implicit, implied or
hidden comparison between two things that have nothing in common but have
some common traits for comparison. According to Lakoff and Johnson (1980),
‘The essence of metaphor is understanding and experiencing one thing in terms of
another’. Metaphorology method, used in qualitative research can help researchers
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in conducting research more effectively. In contrast to other qualitative research
methodologies, metaphorology encourages scholars to think and act in novel
ways (Morgan, 1998), extending the horizon of the study, giving new insights and
opening doors to explore new possibilities.

Application of Metaphorology to Study Black Swan in Financial
Market

The term metaphor is also used to describe several basic or general aspects of
experience and cognition. Cornelissen (2004) argued that metaphors reveal
creative and novel correlations of two or more concepts enabling researchers to
make ‘semantic leaps’ in our understanding of reality. Schon (1979) advocates,

The essential difficulties in social policy have more to do with problem setting than
with problem-solving, more to do with ways in which we frame the purposes to be
achieved than with the selection of optimal means for achieving them ... the framing
of problems often depends upon metaphors underlying the stories which generate
problem setting and set the direction for problem-solving.

Hence, the employment of metaphors can help in the framing of the issues.
Metaphors can be used to frame issues concerning the financial market to study
black swan events in the financial market.

I have used root metaphor—a component of metaphorology—which is the
underlying worldview that shapes an individual’s understanding of a situation,
including a black swan event in the financial market (Table 3). These root
metaphors could then be used to derive first-order metaphors and second-order
metaphors, and so on. The systematic use of root metaphors enables inferring
conceptual knowledge based on the analysis of systematic patterns of linguistic
structures such as metaphorical mappings (Gibbs, 1998). I have derived metaphors
from interviews given by three important persons in the financial crisis. They are
Timothy Geithner, President of the New York Fed, who became the Treasury
Secretary during the financial crisis; Ben Bernanke, Federal Reserve chairman;
and Henry Paulson, Treasury Secretary before Timothy Geithner.

Comparative Analysis of the Methodologies

I have compared and contrasted these methodologies: phenomenology,
randomness, black swan event, narratology and metaphorology. I have argued
which methodology can best interpret and capture the chaotic market phenomenon
and the unit of analysis. Table 4 provides a summary of the comparative study of
these three methodologies.

Narratology methodology can best interpret, study, capture and examine the
chaotic market phenomenon. Any chaotic aspect, like the 2008 financial crisis, is
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Table 4. Comparative Analysis of Methodologies.

Methodologies

Description

Merits

Limitation

Phenomenology

Narratology

Metaphorology

Understating the
phenomenon from
the people who
have closely
associated with
the event.

Narration can be
best described as
stories, appeared
in various media,
which influence
people’s behaviour.

A qualitative
methodology
that encourages
research scholars
to think and act in
novel ways.

Allows the
researcher to
explore the rich
experience of the
persons related
to the event; helps
to study both
ordinary, usual
and extraordinary
events.

Through narration,
one can understand
and influence
human behaviour,
which could help in
designing policy and
regulatory interven-
tions to prevent a
financial crisis.

Gives new insights
and open doors to
explore new
possibilities.

Subjective information
Qualitative
information may not
be useful for practice.

Subjective in

nature Individual
interpretation of
researchers

Needs study of
large participants to
understand the
behavioural pattern

Subjective
interpretation of the
researcher

Source: The author’s analysis based on various newspaper reports.

not only created by rational economic decision-making but also by the narration
of the events in the media. The significant advantage of narratology over other
research methodologies is the application of a mathematical model, which can be
useful for practical use (Shiller, 2017). Data science, which captures stories, can
be obtained through narratology methodology and mathematically modelled to
understand the behaviour of the population and also suggest efficient interventions
to change people’s behaviour. The past financial crisis can be studied and
examined through narratology. The lessons learned, policy measures that are
useful and efficient can be captured through narratology; these policy actions
could be deployed to avert a financial crisis.

Conclusion and Way Forward

Modern financial theories often fail to predict these economic events because
these theories are built on the typical behaviours of market participants in the last
one or two decades. These models have not captured the behaviour of market
participants in the black swan events. Qualitative research methodologies such as
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phenomenology, narratology and metaphorology methodologies can be deployed
to study random events from the perspective of uncertainty, risk and chaotic
behaviour. Through these methodologies, the behaviour of market participants
can be captured and examined. There is a vast potential for further research on this
subject as the modern financial theories have limitations to predict black swan
events in the financial system.
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