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stormy weather. Securitization is anarea that almost perfectly fits thisdescription; markets for
securitizedassets such as subprime mortgagescompletely collapsed in 2008 andhave not fully
recovered. Ironically,the government is eager to restore thesecuritization markets back to theirpre-
collapse stature.11.Ratings agencies are highly conflict-ed, unimaginative dupes. They areblissfully
unaware of adverse selec-tion and moral hazard. Investorsshould never trust them.12.Be sure that
you are well compensatedfor illiquidity — especially illiquiditywithout control — because it can
createparticularly high opportunity costs.13.At equal returns, public investmentsare generally
superior to privateinvestments not only because they aremore liquid but also because
amidstdistress, public markets are more like-ly than private ones to offer attractiveopportunities to
average down.14.Beware leverage in all its forms.Borrowers — individual, corporate, orgovernment —
should always matchfund their liabilities against the dura-tion of their assets. Borrowers mustalways
remember that capital marketscan be extremely fickle, and that it isnever safe to assume a maturing
loancan be rolled over. Even if you areunleveraged, the leverage employed byothers can drive
dramatic price andvaluation swings; sudden unavailabili-ty of leverage in the economy maytrigger
an economic downturn.15.Many LBOs are man-made disasters.When the price paid is excessive,
theequity portion of an LBO is really anout-of-the-money call option. Manyfiduciaries placed large
amounts of the capital under their stewardshipinto such options in 2006 and 2007.16.Financial
stocks are particularly risky.Banking, in particular, is a highly lever-aged, extremely competitive,
and chal-lenging business. A major Europeanbank recently announced the goal of achieving a 20%
return on equity(ROE) within several years.Unfortunately, ROE is highly depend-ent on absolute
yields, yield spreads,maintaining adequate loan lossreserves, and the amount of leverageused. What
is the bank's managementto do if it cannot readily get to 20%?Leverage up? Hold riskier assets?
Ignore the risk of loss? In some ways,for a major financial institution evento have a ROE goal is to
court disaster.17.Having clients with a long-term ori-entation is crucial. Nothing else is asimportant
to the success of an invest-ment firm.18.When a government official says aproblem has been
"contained," payno attention.19.The government — the ultimate short-term-oriented player — cannot
with-stand much pain in the economy orthe financial markets. Bailouts andrescues are likely to
occur, though notwith sufficient predictability forinvestors to comfortably take advan-tage. The
government will take enor-mous risks in such interventions,especially if the expenses can be con-
veniently deferred to the future. Someof the price-tag is in the form of back-stops and guarantees,
whose cost isalmost impossible to determine.20.Almost no one will accept responsi-bility for his or
her role in precipitat-ing a crisis: not leveraged speculators,not willfully blind leaders of



financialinstitutions, and certainly not regula-tors, government officials, ratingsagencies or
politicians.Below, we itemize some of the quitedifferent lessons investors seem to havelearned as of
late 2009 — false lessons, webelieve. To not only learn but also effec-tively implement investment
lessonsrequires a disciplined, often contrary, andlong-term-oriented investment approach.It
requires a resolute focus on risk aver-sion rather than maximizing immediatereturns, as well as an
understanding of history, a sense of financial market cycles,and, at times, extraordinary patience.

False Lessons

1.There are no long-term lessons — ever.2.Bad things happen, but really badthings do not. Do buy
the dips, espe-cially the lowest quality securitieswhen they come under pressure,because declines
will quickly bereversed.3.There is no amount of bad news thatthe markets cannot see past.4.If
you’ve just stared into the abyss,quickly forget it: the lessons of histo-ry can only hold you
back.5.Excess capacity in people, machines,or property will be quickly absorbed.6.Markets need not
be in sync with oneanother. Simultaneously, the bondmarket can be priced for sustainedtough
times, the equity market for astrong recovery, and gold for highinflation. Such an apparent discon-
nect is indefinitely sustainable.7.In a crisis, stocks of financial compa-nies are great investments,
becausethe tide is bound to turn. Massivelosses on bad loans and soured invest-ments are irrelevant
to value; improv-ing trends and future prospects arewhat matter, regardless of whetherprofits will
have to be used to coverloan losses and equity shortfalls foryears to come.8.The government can
reasonably relyon debt ratings when it forms pro-grams to lend money to buyers of oth-erwise
unattractive debt instruments.9.The government can indefinitely con-trol both short-term and long-
terminterest rates.10.The government can always rescuethe markets or interfere with contractlaw
whenever it deems convenientwith little or no apparent cost.(Investors believe this now and,
worsestill, the government believes it aswell. We are probably doomed to alasting legacy of
government tamper-ing with financial markets and theeconomy, which is likely to create themother
of all moral hazards. The gov-ernment is blissfully unaware of thewisdom of Friedrich Hayek:
“Thecurious task of economics is todemonstrate to men how little theyreally know about what they
imaginethey can design.”)
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