Chapter 16: Back to the Future - A New Vision of
Finance
Alert readers will have already picked up some of the advice we would give investors and clients of
financial institutions:
•
•
•
•
•
•
•
•

take a longer-term perspective and return to investment rather than speculation;
do not seek to ‘enhance’ yields, because this always exposes investors to hidden costs and risks,
whilst firms seeking finance should resist cutting corners on their financing costs, for the same
reason; thus, both parties should be realistic in their expectations;
avoid frequent trading, focus on static over dynamic strategies, buy and hold over activist
portfolio management;
pay more attention to costs and hidden charges, and work on the assumption that higher charges
are usually a good signal of a bad deal;
distrust commission-based salespeople;
if you use derivatives, be clear why and use them only for risk management and not speculation;
avoid complicated opaque products; and
do not take liquidity for granted and ensure that your liquidity is protected in a crisis.

Besides this motherhood and apple pie stuff, investors should also be careful of correlation-based
investment and risk management strategies, which work well when not needed but are apt to break
down when they are. This is not to suggest that they should give up on diversification. People
understood diversification long before Modern Portfolio Theory, but they tended to practice it
differently and more wisely. Diversification was assessed by committees of experienced
practitioners, who took a long-term view and relied on their judgment rather than unreliable
correlation estimates - a far cry from modern practices of modern fund management, with its
obsession with short-term performance assessment
Investors should demand transparency. Perhaps the most sobering lesson we have learned since the
subprime crisis broke is the benefit of transparency in business dealings. Time after time, when a
fiasco has occurred, a key contributing factors has lack of transparency. Subprime mortgages,
CDOs and credit default swaps were all financial innovations that relied crucially on nobody asking
too many questions. So too with the vast Madoff Ponzi scheme, involving some of the most
sophisticated investors in the world, which rested on the same fatal human omission. Consider each
of these:
•

•

•

In the subprime mortgage case, investors were not given sufficient information on the contents
of the mortgage pools in which they invested, but instead chose to rely on the debt ratings given
by the rating agencies, which were churned out by models that ignored the most important risks
involved. In the old North Country English phrase, investors were buying a “pig in a poke” and
should not have been too surprised when the “poke” was opened and the pig turned out to be a
big fat rat.
Collateralized Debt Obligations were un-transparent in that investors were given inadequate
information on the assets backing them, and were not informed about the extra liabilities that
the banks had incurred off their balance sheets in separate securitization vehicles. This lack of
transparency was a key contributor to the eventual collapse in the money market in September
2008.
The credit default swap sneaked up on everybody, becoming a $62 trillion market, without
anyone outside the business knowing much about it. As the Bear Stearns, Lehman and AIG
debacles revealed, these instruments also involved highly non-transparent credit risks of their
1

•

own. As a holder of a CDS you don’t know whether your counterparty has issued only a few of
your CDS, in which case you’ll probably get paid in a bankruptcy, or whether he has issued fifty
times the outstanding debt you’re trying to hedge, in which case you’re unlikely to get paid.
Lack of transparency was a key factor in the Madoff scandal. Thirty years ago, the professional
investor would have wanted to know how Madoff expected to make his consistently high
returns, and there were no options markets of sufficient size for him to claim them plausibly as
sources of exceptional profit. However in the 2000s professional investors couldn’t be so sure
because with derivatives there were an infinite number of arcane trading strategies that just
might produce superior returns. Madoff was secretive about his trading secrets and most
professional investors failed to ask the questions they should have

Lovers of regulation have been claiming for a long time that the solution to the transparency deficit
is additional government regulation. The Madoff case has surely shown that to be a false protection.
The SEC, with seventy years of legislation behind it, turned out to be incapable on repeated
occasions, despite repeated warnings, of spotting a huge Ponzi scheme operating right under its
nose. Giving the SEC a new transparency rulebook will merely add bureaucracy and reduce
transparency further, without protecting significantly against fraud, let alone simple gullibility or
failure to take adequate account of risk.
If governments cannot be expected to provide foolproof transparency for investors, then investors
must take care of the matter for themselves. A good general rule is that if you don’t understand it,
don’t buy it. So don’t buy second hand mortgages, for example, nor slices of mortgages sliced up
into incomprehensible securities packages. If investor demand for mortgage-based CDOs is
removed, then banks will be forced to hold the loans involved on their balance sheet, which is
where they belong.1 Good old-fashioned bear-market skepticism can help a lot too.
In bond investment, demand simplicity. Complex credit structures offer too many opportunities for
fraud or simply fudging, and the rating agencies are incapable of giving an accurate assessment of
their merits. Hence direct obligations of companies with published financial information and a
straightforward business model should be preferred over messy conglomerates, let alone artificial
debt structures. If as an investor you really wish to increase your risk to get a higher return, make
sure that the additional risk is in the form of clearly visible leverage in an easily comprehensible
situation. Similarly, when investing in international credits, demand obligations of countries like
Brazil whose governmental systems are transparent and debt levels are well known, rather than
countries like China where the entire banking system is masked by a fog of obfuscation and the
political system is opaque.
Investors and other clients of financial institutions should also avoid buying products where the
mechanism by which returns are achieved is not transparent. This “operating transparency”
recommendation should extend not merely to the “black boxes” offered by Madoff and most hedge
funds or those offered by unscrupulous derivatives dealers to unsuspecting clients (remember
Proctor & Gamble?), but should also include many of the artificial derivative-driven products that
have in recent years become fashionable investments for retail investors.
A case in point is Exchange Traded Funds (ETFs), which are sometimes not what they seem to be.
For instance, a short ETF may claim to track various stock and bond indices in reverse, generally
achieved by taking a short position in the relevant futures contract. The whole structure is entirely
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above board; both the aim of the funds and the method by which the managers hope to achieve it
are made quite clear. However, investors may not realize that, in order to track the relevant index,
the ETF must be rebalanced periodically (usually daily) and that such rebalancing can introduce
large tracking errors if the index being followed is volatile. In one recent case, an ETF that shorts
the Chinese market on a leveraged basis went down almost 50% over 2008, though without
“tracking error’’ it should have trebled in value. Thus an investor in late 2007 correctly assessing
the overvalued state of Chinese shares and buying this ETF would have been rewarded by the nasty
surprise of losing half his money, even though his market view turned out to be correct.
Investors can achieve transparency, and so sleep at night about their investments, but in order to do
so they must demand it for themselves. No regulator can provide it.
---As discussed in detail in previous Chapters, the market isn’t efficient. For investment managers, this
is good news: Warren Buffett exists!
That’s not to say that beating the market is easy; very few people do it, and even Buffett’s record is
questionable since the middle 1990s. Indeed, there are apparent counterexamples. When the
Efficient Market Hypothesis was first popularized in the early 1980s, the record of the Value Line
Investment Service was sometimes used to refute it. Over a 30 year period the stocks rated “1” by
Value Line had on average outperformed those rated “5” by a huge margin – indeed they had
outperformed them in each individual year, although on an annual basis there was some mixing in
the middle. However, from the late 1980s the outperformance more or less disappeared. It would
appear at first sight that the Efficient Market Hypothesis had its revenge.
Not so fast. It turns out that Arnold Bernhard, the founder and 50-year boss of Value Line, died in
1988, and since 1985 the company has been effectively run by his daughter, Jane Bernhard Buttner.
Apart from staging a messy ten-year family battle with her twin brother Arnold, she appears to have
run the firm like Captain Queeg, terrorizing subordinates over trivia. Finally in November 2009,
having, as Bloomberg put it “guided the company from a household name to near obscurity” she
was banned by the SEC from further participation in the securities business over brokerage
violations. In other words, the Efficient Market Hypothesis may have had its revenge, but it used an
altogether human instrument to get it, in the form of Ms Buttner.2
The bottom line is by understanding the market’s behavioral anomalies and better estimating the
unknown factors in particular businesses and the macroeconomic environment an investment
manager of above average knowledge, intelligence and diligence can hope to improve his returns
above the market average.
What is more, while it is trite to say that investors should study the great gurus and successful
investors, such as Benjamin Graham, Jack Bogle and Warren Buffett, to learn what to do, they can
also learn from studying bad investors. Such investors are common. By and large they are not the
merely ignorant – the little old lady who never reads the financial press and doesn’t attend parties
where people talk about investments would perform exactly at the average, since her picks would
be random. Instead, investment underperformers come in two groups:
•

One, the less interesting, consists of the gullible, those optimistic souls who buy penny
stocks, investing more whenever the possibilities seem most exciting; they are ones who
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•

follow the crowd, coming in as the market peaks, buying high and selling low. When you
see everyone else doing one thing, it is time to think about doing the opposite.
The other was represented by Martin’s Oracle mentioned in Chapter 4 – the senior
professional with superb market information but limited analytical capability.

Investors should also keep in mind that asset prices are often prone to bubbles when, to use Alan
Greenspan’s immortal phrase, exuberance becomes irrational. By definition, in such a period
expectations become irrational and the tenets of the Efficient Market Hypothesis become even
shakier than usual. As a side note, this is also true in periods of irrational fear, such as 1932 in the
US, 1974 in Britain, and a few weeks in early 2009.
In such periods, investors’ collective irrationality throws off valuation metrics such as discounted
cash flow and price-earnings ratios. In bull markets, securities that had previously appeared
excessively risky suddenly appear sound and are bid up in price – for example in the dot-com
bubble. Similarly, in deep bear markets securities that had been thought to be safe are now viewed
as impossibly risky and so attract no bids – good securities are knocked down as much as bad, even
though the bad in such periods have much greater risk of default. In a raging bull market, nothing is
a bargain to a rational investor, in a deep bear market everything is. However during such periods
there are very few rational investors – even skeptics in a bull market are driven to pursue the
“greater fool theory” for fear of being left out; conversely, even optimists in a deep bear market are
frightened to buy what may be cheaper next week.
To deal with such periods, you should try to recognize them in progress for what they are and adopt
a contrarian mindset, building up your war chest for when the market turns down and be ready to go
bargain-shopping after it does. You should also benchmark indices against their long-term average,
and change positions as prices deviate further from that average. This is not easy; the 1995-2007
period showed that equities can remain seriously overvalued for a decade, while the 1970s proved
the same was true for undervaluation. Nevertheless, as the indices deviate further from their longterm averages, you should increasingly anticipate the market reversing itself and steel yourself
against those calling on you to join the lemmings in their headlong final rush.
--Financial systems in which the largest institutions last only a couple of decades before going out of
business or being absorbed are inherently unstable; so, too, is a system in which a company calling
itself Long-Term Capital Management can be set up, grow to enormous size and then collapse due
to its own mismanagement, losing its capital in the process, all within five years.
We would therefore advocate the principle of the thousand year bank.3 The London merchant banks
lasted for two hundred years, which seems a reasonable risk management ambition, giving the
system only a 0.5% probability of collapse in any given year. To get a banking system designed to
last 200 years, given the inadequacies of risk management techniques we must design it as if it was
going to last 1,000. Since 1,000 years is 250,000 trading days, risk management systems must be
designed to survive 1 in 250,000 events, not merely 1 in 100 events. Catastrophes will happen, but
if a bank’s risk management system is designed for it to survive 1,000 years, it has at least an
excellent chance of making it past 50 or 100, and might even last a few hundred, like the venerable
Banca Monte dei Paschi di Siena, founded in 1472 and still going strong.
Everything else - governance and risk management systems, remuneration systems, career paths
and the nature of the bank’s business itself - then follows from the “1000-year-bank” principle.
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To implement this principle, we must return to a system with reasonable levels of integrity, and this
means we must find a way to place the costs of losses primarily on those who cause them.
Traditionally, investment banks and London merchant banks were partnerships, with unlimited
liability, in which creditors in a bankruptcy could go after the partners’ assets. Being medium sized
institutions, the combined capital contribution of their partners was sufficient to fund their relatively
low-risk operations, consisting primarily of advisory and underwriting work, with a modicum of
brokerage and principal investment thrown in. It was recognized that the reputation of the
institution was the main driver of its ability to attract business. If a house became known for shady
dealing or over-trading, it would find itself losing the semi-tied corporate advisory relationships that
were its bread and butter.
With the behemoths at their current size, however, the partnership structure is much more difficult
to attain, since you don’t want only billionaires to be qualified to run big commercial banks, and it
would not be easy, at least in the short term, to see how the largest financial institutions could be
reconstituted as family-dominated partnerships.4 This said, it is perfectly possible to extend the
liability of bank shareholders - to reintroduce the old practices of making bank shareholders liable
for twice their shareholder investments and to go back to partially paid up shares, both of which
would give creditors assets to go after in a bankruptcy.
Various protections can also be built into banks’ Articles of Incorporation, and would be if there
was sufficient pressure from their clients. As well as preventing management from looting the
institution, these should also prevent shareholders from selling it crassly to the highest dodgy bidder
in the next bubble. Japanese-style “strategic shareholders” from such long-term oriented institutions
as pension funds might be an important help here, provided that their shareholdings can be suitably
tied down for several decades. Thus the agency problems between shareholders and management
must be dealt with in both directions. It would also be useful for the Articles to provide for a
relatively high dividend payout, so that truly long-term shareholders can earn a decent return
without undue reference to the stock’s fluctuating market price.
All of these measures would serve to alleviate the now endemic moral hazard problems within
institutions, reduce risk-taking at other people’s expense, and take us way back toward the tight and
highly effective governance practices of a century ago.
Once the senior management is incentivized towards responsible risk taking, as opposed to the
outright gambling of recent years, it will institute tight governance systems, which, in turn, will lead
to effective risk management. A key to this is to recognize the limits of all control systems, and
build in plenty of systems redundancy. Like building a nuclear power plant or a skyscraper in San
Francisco, we should build in multiple safety systems, so that one will save the institution if another
should fail. We must seek to make our risk management systems proof against shocks larger than
those likely to hit it in a normal human lifetime.
The risk management itself would shift away in focus from day-to-day fluctuations - these don’t
matter - towards the tail, those low-probability high-impact risks that pose the real threats to the
bank.
Potentially, too, the risk manager, disgraced of late, can finally assume his rightful role in the
institution. His job is, or should be, to ensure that the institution is protected against unpleasant
avoidable surprises. To fulfill that role, he needs to have genuine influence and be listened to, by
senior management most of all; at the same time, he also becomes the fall guy, the person whom,
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when disaster strikes, the CEO makes a point of pushing out of his window before he jumps out
himself.
There is a natural analogy here with the soothsayers of old: they too made their predictions and had
unique status and influence, but heaven help them if they were wrong. In his “Histories”, Herodotus
tells the instructive story of how Astyages, the evil king of the Medes, had had ominous dreams,
which his soothsayers, the Magi, interpreted as foretelling that his grandson, the future Cyrus the
Great, would eventually usurp his throne. So when Cyrus was born, he tried to have him murdered.
Cyrus was secretly saved, however, and his grandfather later discovered that he was still alive.
Astyages then consulted the Magi again to ask whether Cyrus still posed a threat to him, and they
told him that he did not. Unfortunately for him, the original prophecy later came true - a selffulfilling prophecy if ever there was one! - and Cyrus led the Persian revolt that overthrew him, but
not before Astyages had had his revenge on the unfortunate Magi, whom he had impaled.
We are not suggesting, of course, that the impalement penalty should be applied to modern risk
managers when they mess up. But it is important to drive home the point metaphorically if not
literally: risk managers should have status and be taken very seriously by senior management, but
those should come at a high price in terms of their own personal liability. Their wealth, their
pensions and even their future livelihood as risk managers, should all be at risk.
A bank can also support its own risk management by reducing or staying clear of dangerous
practices. The experience of the last two decades has repeatedly shown, that many of the risks to
which institutions are exposed come from their trading activity, whether that takes the form of
crude rogue trading or traders stuffing risk into the tails of their positions that then occasionally
blow up and lose back the traders’ earlier profits and more. But with senior managers and risk
managers appropriately incentivized, trading would no longer look so attractive: the banks’ trading
activities would be markedly reduced, many trading desks closed down - after all, what is the point
of banks’ keeping exotic trading desks for the hedge funds to fleece? - and such trading as remained
would be more tightly controlled.
For the same reasons, excessive leverage too would no longer seem so attractive either, and
leverage ratios would fall to safer levels.
It is also in banks’ interests to avoid pathological financial products like credit default swaps that
cannot be reliably risk managed. It is not possible to set a position limit for such products that will
satisfy traders, without exposing the dealing institution to extortionate, possibly bankrupting risk;
the apparently easy returns they generate in normal conditions will always tempt traders to increase
their exposure and seek ways to get round the institution’s risk management system by hook or by
crook. Since such products cannot be safely managed, they must be identified as such and expelled
from a reputable institution’s sphere of business.
Our advice, therefore, is for banks to leave pathological products to the hedge funds – and don’t let
your bankers lend money to those hedge funds, nor your investment managers buy them! And if
you are operating in a system where others are dealing in such products, limit strictly the business
you do with those institutions. Better still, form an “Accepting Houses Committee” or equivalent
organization, containing the highest quality houses, that can adopt rules preventing members from
dealing in them, and expel those which do so. It’s not necessary to have regulation to drive
pathological products from the market: the banks can do it themselves. In any case, regulators will
always be extremely slow to spot them and liable to “capture” by those they regulate.
Whilst on the subject of dangerous innovations, banks should also scale back on financial
engineering. A well run commercial bank has no real need for financial engineers, in any case, and
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even investment banks will only have a limited need for them. Financial engineering’s benefit to the
global economy is highly questionable and the proliferation of financially-engineered products of
recent years has brought few benefits and led to huge losses for society at large. As we have seen,
one quarter’s bad losses in late 2008 wiped out all the accumulated financial engineering profits of
the last quarter century and saddled taxpayers with a bill for hundreds of billions, if not more.5
A new, risk-concerned management would therefore take a dim view of difficult-to-manage
derivatives teams beavering away on products that almost no-one understands, which often turn out
to be time-bombs. All those jokes about 25 year olds producing financial hydrogen bombs no
longer seem so funny.
In the long run, less opulent compensation for financial engineers, more aggressive audit and
supervision policies for financial institutions’ engineered assets and, most importantly, the
combination of a healthy cynicism about financial engineering and far fewer financial engineers
may put this genie at least half way back into its bottle.
Future levels of remuneration need to be (much!) lower and remuneration practices should
recognize that current management are only stewards of an institution that is designed to outlive
their grandchildren. This means moving away from rewarding short-term results, and a move back
towards greater reliance on salaries and much less reliance on bonuses. Such changes will greatly
reduce the short-termist chicanery which has been so obvious in recent years - the manipulation of
results, dodgy accounting and so forth.
At the same time, it is important to make more use of deferred payments, in which payments are
locked in for extended periods, and only paid out much later and, even then, assuming the
institution is still in good shape. This would help to avoid the all too common situation where the
institution is plundered or saddled with hidden risk exposures, and these problems only come out
later when the parties concerned have escaped with their loot and cannot be touched. This would
give the parties concerned a much stronger incentive to protect the longer-term health of their
institutions.
At the top level, senior managers could be incentivized further toward this end by extending their
personal liability, putting not just their past remuneration but all their wealth, including their
pensions, at risk. The supreme incentive for key decision makers to take their stewardship seriously
is the threat of personal bankruptcy, which should be ever present in a healthy financial system.
Banks also need experienced veterans with a memory of previous crises. Not only should the
expectation for senior management be for service until at least the late 60s - no more retiring to
count their winnings before the age of 50, thank you! - it will help further if there are more
equivalents of the 1950s Morgan Grenfell chairman Lord Bicester, in office until 88 and providing
sage if tetchy warnings from crises that occurred half a century or more earlier.
When GE acquired the investment bank Kidder Peabody in 1986, they forced the retirement of its
85-year-old chairman Al Gordon (Harvard Business School Class of 1925), who as a young partner
had steered the firm through the 1929 Crash and its aftermath. There was no need to remove
Gordon on grounds of incapacity – he lived to the age of 107, being active in the investment
business until past 100, dying in 2009 and enjoying on behalf of his class Harvard Business
School’s first 75th and 80th Reunions. The new look Kidder on the other hand managed to self-
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destruct within eight years, brought down by the huge losses of the Joe Jett “forward reconstitution”
rogue trading scandal in 1994. Institutional memory matters!
The cumulative consequence of these changes on the industry would be profound and far reaching.
For their part, the commercial banks would become zombified, metamorphosing into much less
risky entities and going back to standard but useful retail banking activities. The idea of a
“zombified” low-risk bank structure was originally proposed by Lowell Bryan, then the senior
banking partner at McKinsey’s, in a book written the last time a systemic meltdown happened, in
1988.6 7 In our version of zombification:
•

•

•
•
•

•

Lower levels of remuneration would discourage aggressive, entrepreneurial top management the kind of management who wrecked the financial system - and slowly zombify senior
management itself. Instead of competing ferociously for new and ever riskier ways of rentseeking, leveraging the huge pool of capital they controlled, the management cadre would over
time collectively lose all initiative, competing un-aggressively, with capabilities only in the
well-trodden, low-risk financial product groups which comprise 90% or more of the sector’s
economically useful transactions.
Zombie management would go back to basics. The zombie banks would take a renewed interest
in their clients, and go back to cultivating long-term relationships of mutual benefit. They would
then think twice about breaking those relationships by securitization, because they would
appreciate that retail credit risk is not just their bread and butter, but also their comparative
advantage, and they would appreciate that securitization goes against the essence of good retail
banking. Mortgage lending would revert back to the old Jimmy Stewart system.
These core banks would however be able to undertake management of investments on a
fiduciary basis, act as trustees and perform back-office and custodial functions, all of which
would benefit from their soundness and unquestioned balance sheets.
Being both cheaper and more customer-focused, in the retail markets the zombified banks
would out-compete any banks whose distracted management remained on contemporary overthe-top pay structures
The zombification process would also kill off most of the zombies’ trading activities. In wellestablished areas such as bonds, foreign exchange, top tier equities and straightforward
derivatives, trading could be carried on by modestly paid staffs, which would have neither the
incentive nor the imagination to take great risks. “Principal trading” which in the current Wall
Street consists largely of profiting from the firm’s insider information and connections at the
expense of its customers and the market, would no longer be a significant factor in the zombies’
operations, because their controls would be too tight and their staff would not be capable of
undertaking it profitably.
Much of the recent financial services sector rent-seeking would largely disappear and its share
of GDP would fall back towards the much lower levels of the past.

While the huge banks would become zombies, entrepreneurial skills and financial innovation would
not disappear from the financial services sector. It would simply migrate to smaller institutions,
such as the “boutique” investment banks, mostly established since 1995. These are in any case
gradually taking an increasing share of the advisory business because companies wishing to do
important transactions are discovering the conflict of interest disadvantages of having an advisor
that is at the same time playing gigantic trading games with the stocks and bonds of their
competitors and themselves.
Boutique investment banks would not be able to tap the rent-seeking opportunities from deploying
huge amounts of outside shareholders’ money, and would never have the balance sheets of the
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current behemoths. They would however provide the full range of advisory services, as well as
developing new financial products and providing value-added financial solutions in areas left fallow
by the zombies. To the extent they required underwriting for a large financing, they would be able
to obtain it from the zombies and from large passive pools of investment capital such as insurance
companies and pension funds, both of which would make modest additional incomes from
underwriting securities in which they would normally invest.
The great Lord Cromer, Governor of the Bank of England in the 1960s, once described the principal
market advantage of the old London merchant banks as “prestige and standing”: it certainly wasn’t
size or capital. If the boutiques get the best advisors, and start to do the most important deals,
prestige and standing will accrue naturally to them, and we will see the re-emergence of good
investment banking along traditional lines.
The current universal service behemoths will then find themselves in an untenable position - too
costly to compete with the zombies and bad at retail banking anyway, and too cumbersome and
conflicted to compete successfully with the new boutique investment banks. Since their excessive
size would preclude them from being able to downsize to the scale of a viable investment bank,
they would have two options. One would be to divest themselves of all the fancy stuff and go back
to commercial banking, zombifying themselves in other words. The other would be to abandon any
pretence of advisory work and become a gigantic hedge fund, enjoying a lucrative but precarious
existence for a few years until they took one excessive risk too many and vaporized.
As for the equity and hedge funds, these have shown themselves to be extremely shoddy
investments, delivering very poor returns for very high charges, and one can only hope that
investors, prompted if necessary by lawsuits from those whose money they are investing, will have
long memories. For those considering investing in hedge funds, our advice is: don’t -- reputable
low-charge mutual funds are much more promising.
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