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			Praise for Investing Through the Looking Glass

			“Tim Price is one of the most cogent commentators on markets; this book contains wisdom and ideas that every investor should take note of. Tim has summarised the follies of Central Bankers, the avarice and general uselessness of financial advisers, and the bubble in asset prices that currently prevails. He comes up with a Manifesto which is designed to save us from the disastrous policies of the past two decades and to preserve and enhance capital. I thoroughly recommend Through the Looking Glass.”

			— Jim Mellon, Investor and Chairman, Burnbrae Ltd

			“When Tim give speeches – even informal talks – crowds gather around him. Reading, his new book Investing Through the Looking Glass reminds me why. It’s a crisp story of how our Alice in Wonderland financial world actually works… told with wit, style and deep insights. George Soros said that there are some books that can make you a million dollars; this could be one of those books.”

			— Bill Bonner, Founder and President, Agora Inc

			“Almost everything you think you know about finance, investing and money is wrong. In this wise, easy to read, and very independently minded book, Tim Price explains why. You might not agree with everything Tim says. But Through the Looking Glass will certainly make you think – and might make you a lot of money too.”

			— Merryn Somerset Webb, Editor in chief, MoneyWeek

			“Certifiable lunatics run the world’s central banks. And it takes a sane person to tell that truth. Tim Price is very sane.”

			— Michael Covel, bestselling author of Trend Following and TurtleTrader

			“Provocative, enlightening and very well-written.”

			— Guy Fraser-Sampson, author of The Mess We’re In
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			“The most common of all follies is to believe passionately in the palpably not true. It is the chief occupation of mankind.” 

			H. L. Mencken

			“No matter how cynical you become, it’s never enough to keep up.” 

			Lily Tomlin
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Introduction

			The financial services industry is unique. No other industry compensates its employees so generously while delivering such modest tangible value to its customers or society at large. Despite the best creative efforts of tens of thousands of extremely well-paid financiers, the former Federal Reserve Chairman Paul Volcker famously suggested that the most important financial innovation of the past 20 years was the ATM machine. In aggregate, investment expectations of even marginal added value from Wall Street and the City are misplaced, because by definition the market cannot beat itself.

			But it can blow itself up. Ever since 2008 many investment practitioners have been engaged in something akin to a whodunit. Just how did we get into this mess? This book provides an answer, of sorts. Everybody did it. We all played a part.

			As Lord Overstone once remarked, no warning can save people determined to grow suddenly rich. In the run-up to the Global Financial Crisis, accident-prone bankers were only doing what they always do: gambling (badly, it transpired), with other people’s money. There was also no shortage of irrational behaviour by property speculators, or homeowners, as they are sometimes called.

			But the rot in the system runs deeper than just the fault lines scattered throughout the property market. After the collapse of Lehman Brothers in September 2008 most banks did not fail, because central bankers did not allow them to. The financial markets are now in thrall to these unelected monetary technocrats. The extraordinary monetary policies that central bankers are now pursuing are destabilising all financial markets and suppressing their natural price signals.

			A collective gasp on the phone

			A growing property and banking crisis assumed a new dimension over the weekend of 13–14 September 2008. At just past 7am on the Saturday morning, Jamie Dimon, the Chief Executive Officer of JP Morgan, America’s largest bank, walked into his home library and dialled in to a conference call with his management team. Here is what he told them:

			“ ‘You are about to experience the most unbelievable week in America ever, and we have to prepare for the absolutely worst case. Here’s the drill. We need to prepare right now for Lehman Brothers filing [for Chapter 11 bankruptcy protection]. And for Merrill Lynch filing. And for AIG filing. And for Morgan Stanley filing. And potentially for Goldman Sachs filing.’

			“There was a collective gasp on the phone.”1

			Lehman Brothers would indeed file for Chapter 11, shortly after midnight on Sunday 14 September 2008. But as the US authorities watched in disbelief as the global financial system started to implode on itself, they decided that the rest of Wall Street would not be allowed to follow in Lehman’s footsteps. So Merrill Lynch, the thundering herd, was swept into the welcoming arms of Bank of America. The global insurance giant AIG was rescued. Morgan Stanley was bailed out, with the help of $107 billion in loans from the US Federal Reserve (the Fed). Goldman Sachs, like the other remaining investment banks, was permitted to convert to a bank holding company, and borrow directly from the Fed – a privilege denied to Lehman Brothers in its hour of need.

			The financial system was saved. For the time being, at least. But at extraordinary cost. Five years after the failure of Lehman Brothers, the Dallas Federal Reserve estimated that the full cost of the financial crisis was as much as $14 trillion – very nearly a full year of US gross domestic product.

			The financial crisis wasn’t triggered by the failure of Lehman Brothers or by a shock reversal in the fortunes of any one individual firm. Lehman Brothers was merely a symptom. So, for that matter, was the decline in value of so-called sub-prime mortgages associated, in popular opinion, with Wall Street’s near-terminal collapse. Sub-prime mortgages were merely the first part of a gigantic edifice of debt to fall.

			What the failure of Lehman Brothers did was threaten to derail the debt train. With highly interlinked financial markets frozen by fears over bank and counterparty risk, there was a very real threat of global Depression. A credit-driven economy requires trust between financial institutions. If that trust evaporates, trade stalls and the economy contracts. And a gigantic debt mountain absolutely requires constant economic expansion, so that all those debts can be serviced. Which is why the US government went all in to shore up Wall Street in 2008 – and why the UK government went all in to secure the future of the high street financial giants RBS and Lloyds Bank around the same time.

			After four decades of ever-larger crises and bailouts, and lower interest rates (the 1987 mini-Crash; the 1998 collapse of Long-Term Capital Management; the dotcom bust of the early 2000s), we now seem to have reached the endgame. US interest rates, and indeed rates throughout the Western economies, can’t realistically go much lower. (Admittedly, at the time of writing, some 30% of all sovereign bond yields, along with several euro zone countries’ bank deposit rates, had turned negative. Like the White Queen in Alice through the Looking Glass, we must now all believe as many as six impossible things before breakfast.) Meanwhile the mountain of debt – borrowings by governments, corporations and households – has just kept on getting bigger. McKinsey estimate that since 2007, far from deleveraging, the world’s major economies have added $57 trillion to their combined debt loads – raising their debt to GDP ratios by some 17% in the process.

			It was Herbert Stein that coined the appropriate adage for our current debt predicament: “If something cannot go on forever, it will stop.” The debt pyramid cannot keep growing forever. At some point, bond investors will cry “Stop.”

			In January 2010, for example, the global bond fund manager Bill Gross, then in charge of $270 billion at the Pacific Investment Management Company (Pimco), warned that the UK government bond market was “a must to avoid” and “resting on a bed of nitroglycerine”. In January 2010, the UK national debt stood at just under £1 trillion. 10-year Gilts at the time yielded 4%.

			They now yield less than 1%. The price of those government bonds, which moves inversely to their yield, has risen sharply higher. Yet our national debt now stands at over £1.6 trillion. While the number of Gilts outstanding has grown by 60%, the price of those Gilts has continued to shoot up. If Gilts were resting on nitroglycerine six years ago, they are now bouncing up and down on a bed of picric acid, firing napalm arrows at a dartboard made of pure antimatter.

			Bond investors have not yet cried “Stop.” But each day that passes brings us closer to everyone in the bond market hearing that deafening cri de coeur. An iron law in finance is that if interest rates go up, bond prices go down. This is simple mathematics. Bond interest payments are invariably fixed, hence the designation ‘fixed income’ to describe bonds. When interest rates rise, they make those fixed income payments comparatively less attractive. To compensate bond investors, when interest rates rise, bond prices fall. 

			The global bond market is currently worth well over $70 trillion. The chances are you have some exposure to that $70+ trillion of debt. If you don’t, your pension fund probably does. Now ask yourself a question. After an explicit policy of suppressing bond yields, and now that global interest rates are down to their lowest levels for 5000 years,2 do we think bonds are outrageously expensive, or merely hilariously mispriced? A follow-on question: given that the size of the world’s bond markets dwarfs that of the world’s stock markets, what do we think happens to stock prices if and when $70 trillion worth of bond investors decide to head for the exits at once? We are in the process of finding out.

			A new mindset for a brave new world

			It is here that we should turn our attention to Japan. Japan’s stock market peaked in 1989 – the Nikkei 225 index topped out at 38,000 in December of that year. After a major property and stock market bubble during the 1980s, Japan’s markets crashed. For the next quarter of a century, Japan would wrestle with a deflationary crisis that would go on to crush prospects for growth, listed equity valuations and bond yields. Japan is dealing with that economic legacy to this day.

			The Japanese monetary malaise, with an attendant policy of negative interest rates, has managed to infect much of the rest of the developed world. The modern financial environment throughout the G7 economies, with the arrival of a menagerie of strange acronyms, including QE (Quantitative Easing), ZIRP (Zero Interest Rate Policies) and NIRP (Negative Interest Rate Policies), no longer feels familiar to anyone experienced in matters of finance, no matter how long their apprenticeship or the tenure of their practical experience. Our financial markets appear to have become unhinged.

			As investors, we are drifting in uncharted waters and the financial system is suffused with delusional behaviour. Academics pretend that markets are rational. Fund managers pretend that they have some kind of investment edge. Financial journalists pretend to make sense of it all for the layperson. The only true wisdom is in knowing that many time-honoured principles of finance, investment and economics no longer make any sense. This is a world in which it is easy to become unsettled, unfamiliar with the new financial rules, distrustful of the future, and increasingly wary of our monetary authorities.

			So join me as we lay a number of longstanding investment myths to rest. A new financial era requires a new type of mindset. To protect our investments and help them grow, we will all need to think a little differently. To prosper, we should understand, firstly, how we got here; secondly, how we will all need to challenge a number of assumptions about the way the financial world really works.

			This is not meant to be just a counsel of despair, though I do intend to gesture to where some of the bodies might be buried. I also hope to provide some practical suggestions for protecting and growing an investment portfolio in what is possibly the gravest and certainly one of the most challenging financial environments that anyone has ever seen.

			Notes

			
				
					1. Andrew Ross Sorkin, Too Big To Fail (Penguin, 2010), p. 2.

				

				
					2. Andrew Haldane, Chief Economist, the Bank of England, ‘Stuck’, www.bankofengland.co.uk/publications/Pages/speeches/2015/828.aspx

				

			

		

	
		
			
Part One – Problems

		

	
		
			
Chapter One – The Banks

			“What you as the City of London have done for financial services, we as a government intend to do for the economy as a whole.”

			Gordon Brown, Mansion House speech, June 2002

			Erik Schatzker: “$1.6 billion in compensation [at Goldman Sachs] is still a lot of money.” 

			Nassim Taleb: “Anything above zero is too much money.” 

			Erik Schatzker: “Why zero?” 

			Nassim Taleb: “Because it is a utility. Anything you bail out, you should not be earning more than a civil servant of corresponding rank. Period.” 

			Nassim Taleb in an interview on Bloomberg News, 18 October 2011

			“From Mr Thomas Janichen.

			Sir, Why create another bad bank? We have enough already.”

			Letter to the editor, Financial Times, 17 January 2009

			“Banking may well be a career from which no man really recovers.”

			John Kenneth Galbraith

			The delusion

			Commercial banks are an essential part of the modern economy. Their rescue during the Global Financial Crisis, at extraordinary cost to the taxpayer, was unavoidable.

			The reality

			For centuries, banks have portrayed themselves as prudent custodians of our capital, as shrewd and disciplined lenders. However, over generations, they have shown themselves systematically and cumulatively unworthy of such a positive reputation. As we will see, banking may be necessary, but banks, as we know them, no longer are. New financial technologies, and the advance guard of fintech pioneers, are already hammering at their gates.

			The troubled history of banking

			When it comes to either their behaviour or their capability to fulfil the traditional banking role, of prudently accepting deposits and extending loans, the historical record of banks is not reassuring. The British author John Lanchester, for example, tells of an extraordinary Scottish adventure:

			 “During the 17th century, Scottish investors had noticed with envy the gigantic profits being made in trade with Asia and Africa by the English charter companies, especially the East India Company. They decided they wanted a piece of the action and in 1694 set up the Company of Scotland, which in 1695 was granted a monopoly of Scottish trade with Africa, Asia and the Americas. The Company then bet its shirt on a new colony in Darien – that’s Panama to us – and lost. The resulting crash is estimated to have wiped out a quarter of the liquid assets in the country, and was a powerful force in impelling Scotland towards the 1707 Act of Union with its larger and better capitalised neighbour to the south. The Act of Union offered compensation to shareholders who had been cleaned out by the collapse of the Company; a body called the Equivalent Society was set up to look after their interests. It was the Equivalent Society, renamed the Equivalent Company, which a couple of decades later decided to move into banking, and was incorporated as the Royal Bank of Scotland. In other words, RBS had its origins in a failed speculation, a bail-out, and a financial crash so big it helped destroy Scotland’s status as a separate nation.”3

			That a bank as big as RBS could crash spectacularly, twice, says something about the immutability of human nature. This is not to single out the Scots. Citibank, one of North America’s largest banking organisations, has also gone bankrupt at least twice.

			Picking out another example, in the early 1980s the major US banks went on a lending spree in Latin America, determined to test the observation of Walter Wriston, a former head of Citibank, that “countries don’t go out of business”. But fairly soon afterwards, 27 countries did. In the summer of 1982, large American banks lost close to all their cumulative past earnings. The loss was equivalent to everything they had ever made in the history of American banking.4

			Then, in the 1980s and 1990s, US Savings and Loan companies – the equivalent of Britain’s building societies, designed to take deposits from retail savers and convert them into mortgages and personal loans – under pressure from rising interest rates and after a period of lax regulatory oversight, indulged in an array of highly speculative ventures. The outcome was that one in three savings and loan associations failed – 1043 businesses out of a total of just over 3200. The estimated cost of the crisis came to $160 billion. In what would become a model for future crises, most of that cost was borne by the US taxpayer.

			By the late 1990s, Wall Street and the City had discovered, and were cheerfully dealing not just with, but on behalf of, hedge funds. One of the higher profile hedge funds of the 1990s was the inaptly named Long-Term Capital Management (LTCM), whose sizeable population of Nobel Laureates would go on to ensure its spectacular demise. LTCM, whose risk aggregation model predicted that the fund was exposed to potential losses no greater than $35 million, managed to lose $553 million in a single day, using leverage at a ratio of 200:1.

			Pretty much all of the major players on Wall Street and in the City were counterparties to LTCM, and many of them held precisely the same trades. As a result, as the parlous state of the fund’s finances became increasingly clear, the capital markets froze up. Pretty soon, there were no prices available in anything.

			What fails to feature in most accounts of the failure of LTCM is the role of the regulator. During those febrile weeks of September 2008, the semi-mythical investor Warren Buffett put together a private sector rescue plan that by all accounts was made, rejected and withdrawn in short order while the Fed was assembling Wall Street’s finest and knocking their heads together. In the words of the financial analyst Rawdon Adams, the intervention of the Federal Reserve in the affairs of LTCM amounted to “a rejection of the idea that a global capital market valued in the trillions of dollars is well positioned to absorb crises, demonstrate swift powers of recovery, and rapidly reinstitute order from chaos.” In rejecting a free market solution, the Fed sowed the seeds of moral hazard that would find full flourish in the malign harvest of the sub-prime credit fiasco ten years later. This role, of a financial regulator disrupting the free market solution, is an important theme in this chapter.

			As the capital markets calmed down after the excitement of LTCM’s explosive failure, its major players could go back to underwriting and mis-selling that era’s most popular legal hallucinogens – dotcom stocks. Many of those clever hopes would, of course, go on to expire – but at least they died a natural death. After the terrorist attacks of September 2001, however, the US Federal Reserve would go on to slash interest rates in a stimulative frenzy that took the Fed Funds rate down as low as 1% in 2004. Ultra-low interest rates would in turn ignite a new bubble.

			In the first years of the 21st century, the way to grow suddenly rich was not just through dotcom speculations, but through real estate. Speculative property mania was not limited to the US, of course, but it was in North America that its gaudiest and most outrageous manifestations found their fullest expression. This was the period of no doc (no documentation) ninja loans (from applicants with no income, no job, and no assets). Between 1997 and 2007, US house prices, as measured by the Case–Shiller national index, rose by 120%.

			Money was loaned out that simply never should have been. If there was concern in any quarter about a housing bubble, it was not shared by the man with the power to do something about it. In July 2005, Ben Bernanke, the chairman of the US Federal Reserve, commented, with confidence that would prove unwarranted, “We’ve never had a decline in house prices on a nationwide basis.”

			For someone apparently well schooled in the history of the Great Depression, Ben Bernanke revealed in that one sentence a dismal lack of awareness about the potential for things economic to go badly awry when circumstances change. Despite Bernanke’s confidence in the market, US house prices would go on to decline precipitously, across the entire country.

			While 1% of all American households were in some form of foreclosure during 2006, by early 2007, US national property prices and sales were experiencing their most dramatic fall since the 1989 Savings and Loan crisis. US Treasury Secretary Hank Paulson described the housing crisis as “the most significant risk to our economy”. The economic grouping most exposed to that risk was the banking sector itself.

			The autumn of 2007 saw Wall Street’s property losses slowly start to surface, like something ghastly from the depths of a fetid pond. Merrill Lynch, always the last guy to arrive at the party, announced a mortgage-related write-down of $4.96 billion on 5 October 2007. That turned out to be an insufficient expression of their losses, so they followed up with a further write-down of $8.4 billion on 24 October. On 17 January 2008 they announced an additional write-down of $9.8 billion. Merrill’s cumulative losses from sub-prime US property investments came to $24.5 billion. Citigroup came in at Number 2, with cumulative losses of $19.6 billion. Swiss investment bank UBS came in third, with $18.4 billion. And then there was AIG, which ultimately required a $180 billion bailout from the US government. Other enormous bailouts were launched too.

			Bailout

			Jim Bianco of Bianco Research has put the US bailout figures into context. He concluded that the extent of the post-Lehman US bank bailout to date is bigger than all of the following US government expenditures combined:

			
					
The Marshall Plan. Cost: $12.7 billion. Inflation-adjusted cost: $115.3 billion.

					
The Louisiana Purchase. Cost: $15 million. Inflation-adjusted cost: $217 billion.

					
Race to the moon. Cost: $36.4 billion. Inflation-adjusted cost: $237 billion.

					
Savings and Loan crisis. Cost: $153 billion. Inflation-adjusted cost: $256 billion.

					
Korean War. Cost: $54 billion. Inflation-adjusted cost: $454 billion.

					
The New Deal. Cost: $32 billion (est.). Inflation-adjusted cost: $500 billion (est.)

					
Invasion of Iraq. Cost: $551 billion. Inflation-adjusted cost: $597 billion.

					
Vietnam War. Cost: $111 billion. Inflation-adjusted cost: $698 billion.

					
NASA. Cost: $416.7 billion. Inflation-adjusted cost: $851.2 billion.

			

			That aggregate total of $3.9 trillion is $686 billion less than the cost of the credit crisis in the US. And as fund manager and commentator Barry Ritholtz points out, the only event that comes close to the cost of the most recent financial crisis is World War II, with the inflation-adjusted cost borne by the United States summing to some $3.6 trillion. Financial information provider Bloomberg reported that the US taxpayer, post crisis, was on the hook for a total of $7.76 trillion of liabilities, which equates to $24,000 for every man, woman and child in the country.

			In the UK, in the immediate aftermath of the failure of Lehman Brothers in September 2008, the British government put together a £500 billion rescue package to shore up the stability of its own banks. Whereas the US government, through its Troubled Asset Relief Programme (TARP), had mostly bought mortgage-backed securities for which there was no apparent market, the UK government bought equity in the banks directly. Lloyds Bank (bundled into a government-officiated shotgun wedding with Halifax Bank of Scotland) and RBS would be the major beneficiaries. Mervyn King, then Bank of England Governor, waited for a year and then conceded that the Bank had come within hours of closing down Lloyds’ and RBS’ UK operations. Alistair Darling, then Labour Chancellor, described the predicament facing the two banks as the worst ever peacetime threat posed to Britain.

			Why did the UK government feel obligated to bail out Britain’s banks? The cost to the country was immense: underwriting the banks’ losses drove the UK national debt from 60% of GDP to 150% of GDP. One answer is that the government felt an obligation to maintain the integrity of the UK inter-bank payments system. But the payments system was already largely ring-fenced from the banks themselves. As the author and investment strategist Guy Fraser-Sampson points out, both BACS and CHAPS, the two main forms of customer to customer bank transfers within the UK, operate outside the banking system as non-profit subsidiaries of the Bank of England. It can hardly be beyond the wit of man to separate the ATM network and remaining payment systems from the banks, provided the political will exists. For as long as the payment systems remain in the hands of the banks, they can hold government to ransom any time they like.

			If inter-bank payment systems could be separated from the banks themselves, there would be barely any need for bank regulation whatsoever. In an environment where banks can fail without damaging society, their capital adequacy suddenly becomes markedly less relevant. Banks could operate like any other commercial firm, with directors assessing how much risk they wish to embrace in the normal operation of their business. A failing bank could then be placed into administration or liquidation and undergo the same insolvency process as any other type of business.5

			A reckoning averted

			On the fifth anniversary of Lehman Brothers’ bankruptcy, the author Michael Lewis was asked in an interview with Bloomberg BusinessWeek whether he thought the company had been unfairly singled out when it was allowed to fail (given that every other investment bank would then be quickly rescued, courtesy of the US taxpayer). His response: 

			“Lehman Brothers was the only one that experienced justice. They should’ve all been left to the mercy of the marketplace. I don’t feel, oh, how sad that Lehman went down. I feel, how sad that Goldman Sachs and Morgan Stanley didn’t follow. I would’ve liked to have seen the crisis play itself out more. The problem is, we would’ve all paid the price. It’s a close call, but I think the long-term effects would’ve been better.”6

			But that is not what happened. Goldman Sachs was almost certainly as insolvent as Lehman Brothers in those dark autumn days of 2008. The difference is that Lehman Brothers wasn’t allowed to convert itself into a bank holding company and borrow emergency funds directly from the Federal Reserve. Goldman was, despite not being a bank in any conventional sense of the word.

			As part of the 2011 annual report to shareholders of the US-based M&T Bank Corporation, the company’s chairman and CEO, Robert Wilmers, wrote a definitive moral assessment of the financial crisis:

			“...the truth is that the economic crisis that began in the fall of 2007 implicated a wide range of institutions – not only bankers but their regulators, not only investors but those paid to advise them, not only private finance but its government-sponsored kin. The wide spectrum of the culpable has left the U.S. and the world with a problem which, although related to the financial crisis, transcends it and must be confronted: the decimation of public trust in once-respected institutions and their leaders.”7

			It is not all that long ago that North America’s leading banks had a defining and respected role in the country’s economy. The provisions of Glass–Steagall, enacted after the Great Depression, ensured that the activities of investment banks were kept well away from those of commercial banks, serving the individual saver and the business community, and from savings and loan organisations which focused on the housing sector. Bank holding companies were prohibited from owning other financial companies. Those provisions were repealed in November 1999, which should never have been allowed.

			Banking is necessary, but banks aren’t

			There’s a line that’s attributed to Bill Gates of Microsoft back in 1994: banking is necessary, but banks are not. There is no shortage of businesses with substantial capital that can perform broadly similar services, at least to those offered by so-called narrow banks. Banks may enjoy a privileged position in terms of credit creation, but money itself is completely fungible. One of the critical problems with our fractional reserve banking system is that banking institutions are performing so many more complex, risk-taking functions than merely accepting deposits and making loans (or these days, not making loans). When confidence in the system craters as a result of a tidal wave of credit infection and of doubts about undisclosed losses trapped opaquely and perhaps dishonestly within it, the system breaks down.

			We now know that the banks have routinely set about manipulating Libor (the London Interbank Offered Rate), perhaps the single most important price in the financial world, along with the prices of gold and silver. We know that banks in the UK have criminally mis-sold Payment Protection Insurance on their own products (which has cost them, to date, fines amounting to over £23 billion – making PPI in Britain the most complained about financial product in UK history). But the impact of PPI mis-selling goes beyond irony.

			The Office of Budget Responsibility, established by George Osborne in response to the widespread public distrust of official Treasury pronouncements, reported a modest boost to household consumption growth (i.e. people spending money) courtesy of PPI repayments from the banks. The OBR concluded that Osborne’s other policies had no effect on household spending whatsoever. In other words, as the OBR put it, PPI repayments did more to help the UK economy than all of the chancellor’s other activities put together. The banks have been so bad at their core function of lending money that it’s better for the economy if they pay billions of pounds in fines to the customers they defrauded.

			But there is a reason to look beyond the status quo and aspire to a brighter future for finance. The traditional banks, and all their business models, are now in the cross hairs of every ‘entrepreneur in a garage’ that wants to improve the efficiency of the banking and financial services sector. Their business is being reinvented right before their eyes.

			Around the turn of the millennium, Josef Ackermann, the CEO of Deutsche Bank, one of the largest banks in Europe, commented that what he feared most was not his traditional competitors, but the rise of near-banks and non-banks. It has taken a decade or so, but those fears are now coming to pass. The authors of the Cluetrain Manifesto (www.cluetrain.com) got there first. At the dawn of the public internet they wrote of a new economic paradigm, in which gigantic businesses, in time-honoured fashion, scanned the horizon in fear of competitors who looked like they did. But those corporate leviathans were utterly unaware of the legions of ant-like start-ups who were swarming at their feet, content to compete for a tiny fraction of the giants’ business. Although many of those competitors individually might remain tiny, in aggregate they would end up being deadly and disruptive rivals to the corporate incumbents.

			Sean Park is the founder of Anthemis Group, which advises, nurtures, and invests in businesses that are finding better ways to provide and deliver financial services in the 21st century. Sean calls these businesses “digital natives”; unlike their traditional banking rivals, they may never even have had a real-world presence.

			As Sean puts it, the world is now experiencing a “Cambrian explosion” of innovation in financial services. The reference is to the period in world history known as the Cambrian era, roughly 540 million years ago, in which there was a Darwinian competitive outpouring of new forms of multi-celled life. This is the period when the diversity of flora and fauna throughout the world suddenly started to resemble the jumble and complexity of the natural world that we see today. For those who embrace the vast opportunities in technology-enabled disruption in financial services, the rewards may be vast. For those who fail to embrace them, notably the banking incumbents, the fate of the dinosaur awaits.

			Perhaps it comes down to a slow realisation on the part of the public that as bookshops, video rental stores and other mainstays of the physical retail world were morphing into other things or reforming online, banks now appeared staid, old-fashioned, greedy and resolutely out of touch. Are our banks today fit for purpose?

			In their defence, it’s not strictly all the banks’ fault. Throughout the debt-choked Western economies since the height of the crisis, they have been given two, mutually contradictory objectives: get their balance sheets back in order and keep on lending. A bank flirting with insolvency can do one, or the other, but not both. That twin problem gets to the heart of the current malaise in the euro zone: policy drift on the part of politicians and regulators, the ongoing economic lethargy that comes from colossal deleveraging in the absence of proper fiscal restructuring, and central bankers desperately trying to paper over the cracks through the medium of extraordinary monetary experimentation.

			But banks and the wider financial services industry are, in most cases, fighting a lost cause. The tide of history is not on their side. 

			It’s not us, it’s them

			It’s not just about technology. It’s also about attitudes. The banks have been, by and large, treating their customers abysmally. And their customers, increasingly, are waking up to the fact.

			Consider the consumer segment known as the millennials – those born between 1977 and 1995. This is the fastest growing generation of US bank customers. Their attitudes towards banks are radically different from those of their parents. For example:

			
					All four of the leading banks are among the ten least loved brands by millennials. The millennials have already come to appreciate that the emperor wears no clothes.

					53% of millennials don’t think their bank offers anything different from other banks. And they’re right.

					71% of them would rather go to the dentist than listen to what banks are saying. 

					1 in 3 of them are open to switching banks in the next 90 days. This battle is all for the banks of today to lose.

			

			Brett King is the founder of the world’s first mobile direct bank, Movenbank. He is also the founder of the International Academy of Financial Management, a professional association focused on financial services. “Everything about retail financial services,” writes Brett in his book Branch Today, Gone Tomorrow, “that relies on outmoded physical artefacts, proprietary and outdated networks, and processes that are complex and unwieldy – all lend themselves to disruption. If you can think of a better way to do your banking, then you already realise that the current status quo is not sustainable. In today’s environment, if you can imagine it, then someone is probably building it.”

			PayPal became one of the largest financial institutions in the world (by number of active customers) by filling a gap in the payments system that derived from a fundamental reluctance on the part of banks to engage with e-commerce. Square, founded by Twitter’s Jack Dorsey, went from start-up to a $4 billion business by revenues in just under two years. First, it showed banks that a point-of-sale terminal wasn’t necessary; it then followed up by showing that even cards weren’t necessary.

			A combination of government-inspired austerity and newly chastened banks created a vacuum for borrowers, into which peer-to-peer lenders were happy to rush. Zopa was founded in 2005 and is now the largest UK peer-to-peer lender with over half a million customers. Funding Circle followed them in 2010, offering a loans service to businesses. Legal and regulatory hurdles may have slowed the adoption of P2P lending and fund-raising in the US but, as Jeff Goldblum says in the movie Jurassic Park, “nature finds a way”.

			The average person spends over 90 minutes per day using apps, checking emails and texting. That same person will log on to mobile banking 20–30 times per month and internet banking perhaps 7–19 times per month, but they are unlikely to visit a bank branch more than a couple of times a year. But even the new financial services entrants “don’t get it”. Metro Bank, one of the so-called challenger banks launched in the UK to compete with the likes of HSBC and Barclays, received its banking licence in March 2010 – the first high street lender to be granted such a licence in over 150 years. (Regulation is no friend to competition in banking circles.) It has spent the last six years establishing over 40 bricks and mortar stores that many of its prospective customers will never use.

			As Brett King observes, the internet, mobile apps, smart phones, social media and the other impressive innovations of the last two decades are simply not that special any more, certainly not to anyone born after 2000. This raises some difficult questions, and requires huge shifts in business strategy, for banks that were created several centuries before that date. The internet will not be uninvented. The future of banking lies not in the illusion of substance denoted by marble halls accessible between the hours of 9 and 5, but in the always-on transparency of mobile, digital and social media.

			Banks have a choice: they can try to reinforce traditional behaviours, or they can try to anticipate changing behaviours and build systems and services accordingly. The pace and rate of all this behavioural change is accelerating, not slowing. Financial institutions have less time to respond to these waves of change. The longer they wait, the bigger the gulf between customer expectations and those organisations’ ability to deliver. As Brett King asks, “When the world’s bank account is a mobile phone – who exactly is the bank?” For the banks, profound technological change is already here. For those adaptive to change, the future is nothing to be afraid of.

			It takes one billionth of a second to execute a stock trade. It takes five business days for a bank deposit to clear. The technological obsolescence of much of the banking sector is both a problem and an opportunity. That noise you hear is the wind of change blowing keenly through the world of consumer finance. Not all of our banks will still be standing by the time it has run its course. That is surely to be welcomed, not least by the long-suffering taxpayer.

			Physician, heal thyself

			In medicine, there is something known as an iatrogenic illness. An iatrogenic condition is one that is caused by the doctor himself. This is, essentially, the role that regulators have played in their oversight of the financial system. Banks that should and could have been allowed to fail in an open, if inevitably painful, free market process were instead bailed out by their own regulators, in an international outbreak of what amounts to crony capitalism.

			There was never a reckoning for bondholders, who could and should have shouldered some of the costs. Taxpayers were left to pay the bill. The process of bailing out the banks added immeasurably to the growing global debt load and essentially caused a corporate sector debt crisis to metastasise aggressively, transforming itself into a sovereign debt crisis for which there may now be no cure – because there is no entity anywhere in the world with the capital to underwrite such a heavily overleveraged banking and financial system.

			Winston Churchill advised us never to let a good crisis go to waste. Lax regulation triggered the crisis in the first instance, and the regulators then poured fuel on the fire by encouraging the authorities to double down on the banks and throw everything but the kitchen sink at their salvation.

			Regulatory inattention and incompetence was harmful enough. For the crisis to reach truly pandemic proportions, however, the financial system needed an even more powerful monetary enabler – the central banks themselves.
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