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Praise for Enough.

 

“Jack Bogle’s passionate cry of Enough. contains a thought-provoking litany of life lessons regarding our individual roles in commerce and society. Employing a seamless mix of personal anecdotes, hard evidence, and all-too-often-underrated subjective admonitions, Bogle challenges each of us to aspire to become better members of our families, our professions, and our communities. Rarely do so few pages provoke so much thought. Read this book.”

—David F. Swensen 
Chief Investment Officer 
Yale University

 

“Enough. gives new meaning to the words ‘commitment, ’ ‘accountability,’ and ‘stewardship.’ Bogle writes with clarity and passion, and his standards make him a role model for all of us. Enough. is must reading for millions of U.S. investors disenchanted by today’s culture of greed, accounting distortions, corporate malfeasance, and oversight failure.”

—Arthur Levitt 
Former Chairman 
U.S. Securities and Exchange Commission

“Jack Bogle’s wonderful, thoughtful, helpful, and fun-filled little book inspired me to create my own title: Never Enough of Jack Bogle!”

—Peter L. Bernstein 
Author of Capital Ideas Evolving and Against the Gods

 

“Jack Bogle, the ‘conscience of Wall Street,’ single-handedly founded the Vanguard Group—still the nation’s only mutual  mutual fund organization—and then grew it into the gentle giant that funds the retirements, educations, and philanthropic goals of millions of Americans. Now, in Enough., he distills his half-century of observations on the capital markets, and on life in general, into a few hundred entertaining pages—required reading for those concerned about their own future, their family’s future, and the nation’s future.”

—William J. Bernstein 
Author of A Splendid Exchange and The Four Pillars of Investing

 

“This is an impressive message from a distinguished businessman. It will challenge all decision makers to consider the sufficiency and direction of their lives and work.What do we mean by Enough? Enough of what? Enough for what purpose? Feast here and reflect.”

—Robert F. Bruner 
Dean and Charles C. Abbott Professor of Business 
Administration, Darden Graduate School of Business 
University of Virginia

“What went wrong? What can, and should, go right? The great Jack Bogle has the answers. Enough. will leave you hungry for more.”

—James Grant 
Editor of Grant’s Interest Rate Observer

 

“From one ‘battler’ to another: Thank you for putting in one little book the premise for an active, long life. A primer for those who will abjure complacency and just wanting more, who’d rather focus on the joy of trying to move some ball downfield.”

—Ira Millstein 
Senior Partner,Weil Gotshal & Manges LLP

 

“The balances one must create in investing, in running a business, and in life more generally are simply and clearly stated in Jack’s most recent book, Enough. Unfortunately there are not enough Jack Bogles around in today’s world of instant gratification. Enough. should be must reading for business students and corporate board members.”

—David L. Sokol 
Chairman, MidAmerican Energy Holdings Company




[image: 001]




Copyright © 2009 by John C. Bogle. All rights reserved.

 

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.

Published simultaneously in Canada.

 

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the web at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

 

Limit of Liability/Disclaimer of Warranty:While the publisher and author have used their best efforts in preparing this book, they make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation.You should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other commercial damages, including but not limited to special, incidental, consequential, or other damages.

 

For general information on our other products and services or for technical 
support, please contact our Customer Care Department within the 
United States at (800) 762-2974, outside the United States at (317) 572-3993 
or fax (317) 572-4002. 

 
Wiley also publishes its books in a variety of electronic formats. Some content that 
appears in print may not be available in electronic books. For more information about 
Wiley products, visit our web site at www.wiley.com. 

 
Library of Congress Cataloging-in-Publication Data:  

Bogle, John C. 
Enough : true measures of money, business, and life / John C. Bogle. 
p. cm. 
Includes index.

eISBN : 978-0-470-44195-4

1. Finance. 2. Investments. 3. Business. 4. Value. I. Title. 
HG173.B595 2009 
650.1—dc22 
2008036137 

 
. 





The Great Seduction

The people who created this country built a moral structure around money.The Puritan legacy inhibited luxury and self-indulgence. Benjamin Franklin spread a practical gospel that emphasized hard work, temperance, and frugality. Millions of parents, preachers, newspaper editors, and teachers expounded the message.The result was quite remarkable.

The United States has been an affluent nation since its founding. But the country was, by and large, not corrupted by wealth. For centuries, it remained industrious, ambitious, and frugal.

Over the past 30 years, much of that has been shredded. The social norms and institutions that encouraged frugality and spending what you earn have been undermined. The institutions that encourage debt and living for the moment have been strengthened.The country’s moral guardians are forever looking for decadence out of Hollywood and reality TV. But the most rampant decadence today is financial decadence, the trampling of decent norms about how to use and harness money.

DAVID BROOKS  
THE NEW YORK TIMES  
June 10, 2008




Introduction

At a party given by a billionaire on Shelter Island, Kurt Vonnegut informs his pal, Joseph Heller, that their host, a hedge fund manager, had made more money in a single day than Heller had earned from his wildly popular novel Catch-22 over its whole history. Heller responds,“Yes, but I have something he will never have . . . enough.”

Enough. I was stunned by the simple eloquence of that word—stunned for two reasons: first, because I have been given so much in my own life and, second, because Joseph Heller couldn’t have been more accurate. For a critical element of our society, including many of the wealthiest and most powerful among us, there seems to be no limit today on what enough entails.

We live in wonderful and sad times—wonderful in that the blessings of democratic capitalism have never been more broadly distributed around the globe, sad in that the excesses of that same democratic capitalism have rarely been more on display. We see the excesses most starkly in the continuing crisis (that is not an extreme  description1) in our overleveraged, overly speculative banking and investment banking industries, and even in our two enormous government-sponsored (but publicly owned) mortgage lenders, Fannie Mae and Freddie Mac, to say nothing of the billion-dollar-plus annual paychecks that top hedge fund managers draw and in the obscene (there is no other word for it) compensation paid to the chief executive officers of our nation’s publicly held corporations—including failed CEOs, often even as they are being pushed out the door.

But the rampant greed that threatens to overwhelm our financial system and corporate world runs deeper than money. Not knowing what enough is subverts our professional values. It makes salespersons of those who should be fiduciaries of the investments entrusted to them. It turns a system that should be built on trust into one with counting as its foundation. Worse, this confusion about enough  leads us astray in our larger lives. We chase the false rabbits of success; we too often bow down at the altar of the transitory and finally meaningless and fail to cherish what is beyond calculation, indeed eternal.

That message, I think, is what Joseph Heller captured in that powerful single word enough—not only our worship of wealth and the growing corruption of our professional ethics but ultimately the subversion of our character and values. And so that’s where I want to start, with what I know best: how my own life has shaped my character and values, and how my character and values have shaped my life. As you will see, I’ve been given enough in countless ways.




Growing Up 

Perhaps the best place to begin is with my heritage: heavily Scottish, which may be enough to explain my apparently legendary thriftiness. The Armstrongs—ancestors of my grandmother on my mother’s side—came to America from Scotland in the early 1700s to farm here (a wonderful reminder that nearly all of us are descendants of immigrants). I’ve always thought of my great-grandfather—Philander Banister Armstrong—as my spiritual progenitor. He was an industry leader, but did his best to reform first the fire insurance industry (in an 1868 speech in St. Louis, he implored, “Gentlemen, cut your costs”), and then the life insurance industry. His spirited 1917 diatribe—258 pages long—was entitled A License to Steal: How the Life Insurance Industry Robs Our Own People of Billions.The final sentence: “The patient [the insurance industry] has a cancer. The virus is in the blood. He is not only sick unto  death, but he is dangerous to the community. Call in the undertaker.”

The Hipkins family—my mother’s family—were Virginians who also came to America early in the eighteenth century; some of their progeny would serve in the Confederate States Army. My Hipkins grandparents, John Clifton Hipkins (“The Skipper”) and Effie Armstrong Hipkins (“Chick”), were colorful characters who expected their three children and six grandchildren to be good citizens and to make the most of themselves.

William Brooks Bogle and his wife Elizabeth also arrived here from Scotland, but much later, during the early 1870s. Although Ellis Island was not yet the port of entry, their names are on a plaque there. Their son (and my grandfather) William Yates Bogle was a successful merchant in Montclair, New Jersey, highly respected in the community, and the founder of a company that became part of the American Can Company (which in turn became Primerica Corporation in 1987), large enough to be among the 30 stocks in the Dow Jones Industrial Average for 75 years.

His son, William Yates Bogle Jr., was my father. At the start of World War I—before the United States declared war—he volunteered to serve in the Royal Flying Corps and flew a Sopwith Camel. This dashing pilot, handsome to a fault, was said to resemble the then Prince of Wales,  who became king of England in 1936 (before abdicating to marry “the woman I love”). My father was injured when his plane crashed, and he returned home, marrying my mother, Josephine Hipkins Bogle, in 1920.

Life was easy for the well-to-do young couple, but sadly, their first two children (twins, Josephine and Lorraine) died at birth. Their first son was my brother William Yates Bogle III, born in 1927, shortly followed by another set of twins on May 8, 1929, David Caldwell Bogle and me, John Clifton Bogle.




No Idle Hands 

We were born some years after my Bogle grandfather had provided a handsome new home for the growing family in Verona, New Jersey (abutting Montclair). But the Great Crash came, and soon both my home and my father’s inheritance were gone. We moved into my mother’s parents’ house, the first of the frequent moves that were to send the struggling family up and down the Jersey coast.

So while my family began with enough—in fact, much more than enough—we soon were in difficult financial straits. (My father, having grown up surrounded by the good things of the era, lacked the determination of his father, and struggled to hold a job.) From an early age, all three boys had to earn what they got. How well  I remember the constant refrain, “Idle hands are the tools of the devil” (pronounced, in the Scots way, divil ).

I’ve often thought that we three brothers had the perfect growing-up environment: a family with community standing and never a concern about being inferior or dis-respected, yet with the need to take responsibility for our own spending money (and even to help fund the family exchequer), the initiative to get jobs, and the discipline of working for others. While we had wonderful friends—still friends today—who had more than enough and who played while we worked, we learned early on the joy of accepting responsibility, of using our wits, and of engagement with the people (rich and far from rich alike) whom we served in our various jobs, winter, summer, spring, and fall.




Blair Academy: “Come, Study, Learn” 

In seventh and eighth grades, we twins attended a small grammar school in Spring Lake, New Jersey; we then moved on to nearby Manasquan High School. But my mother, ambitious for her sons and deeply concerned that we weren’t getting the best of schooling, sought something much better. Through her persistence and determination, all three Bogle boys became boarding students at Blair Academy in northwestern New Jersey—an incredible opportunity to begin a fine education. It was my  mother’s drive for her boys’ education that overcame our lack of money, and Blair provided us with scholarships and jobs. In my first year, I waited on tables and, as a senior, rose to the demanding job of captain of the waiters.

Blair’s motto (translated from the Latin) is “Come, Study, Learn,” and so I did. Pushed by demanding old-school masters who seemed to sense that I could, with great effort, excel—although the classwork was far more demanding than any I’d ever before encountered—I gradually managed to overcome my early lag in studies. At graduation, I was class salutatorian, and was voted “Best Student” and “Most Likely to Succeed,” accolades that may hint at both the determination that I still can’t seem to shake and, perhaps, the entrepreneurial spirit that would later shape my career. I’ll never forget the inspiration that I received when in my junior year I read this sentence in Thomas Macaulay’s essay on Samuel Johnson:“The force of his mind overcame his every impediment.”

So my attitude to what’s enough in this life, I think, has been largely shaped by my heritage and the experiences of my youth, not least among them being blessed by a strong family: proud grandparents, loving parents, and a marvelous brotherhood of three who fought with each other but were united when others wanted to take us on.

That combination might well have led nowhere; after all, the Bogle boys were hardly worse off than countless  numbers of other American youths. But as I reached toward maturity and ever after, I have been blessed with infinite good fortune in my life, often of miraculous dimension. Surely my first major break was when Blair Academy accepted the responsibility for my education. Without these breaks, who knows where I’d be (indeed, as you’ll soon learn, even if I’d be) today? I have come to refer to each turn of good fortune as akin to discovering a diamond. Over the course of my life, as it has turned out, I would discover “acres of diamonds.”




Acres of Diamonds 

In ancient Persia, a wealthy farmer leaves his home to seek even greater wealth, and spends his life in a fruitless search for a perhaps mythical diamond mine. Finally, as age and years of frustration take their toll, he throws himself into the sea and dies, an unhappy pauper far from home. Meanwhile, back at his estate, the new owner, surveying his vast acreage, sees something in a stream, something bright, glistening in the sunlight. It is a large diamond, and turns out to rest atop the fabulous Golconda mine.



 

This story was a special favorite of Dr. Russell Conwell, who founded Philadelphia’s Temple University  in 1884. The story inspired his classic lecture, “Acres of Diamonds,” which he delivered more than 6,000 times, all the world over. The moral of the story: “Your diamonds are not in far distant mountains or in yonder seas; they are in your own backyard, if you but dig for them.”

The very first student at what would become Temple was so inspired by the speech that he came to Dr. Conwell, eager for an education but unable to pay for one. Accepted on the spot for tutelage, the man went on to rise to a position of eminence and public service. I have no trouble believing that story because when, as a young man, I first read Dr. Conwell’s lecture, its message also inspired me, even as it continues to inspire me today. And all of those fortunate discoveries of one diamond after another took place right in my own backyard, in a city in which I’d never before set my foot.




Coming to Philadelphia 

It was just before Thanksgiving of 1945, shortly after the end of World War II, when this young resident of New Jersey first arrived in Philadelphia. My late twin brother, David, bless his soul, was with me; we were two 16-year-old boys getting off a bus from Blair Academy, coming to the City of Brotherly Love for the first time to celebrate the holiday with our mother and father. Our parents  (my older brother, William, then 18, was serving in the U.S. Marine Corps) had recently moved into two rooms on the third floor of a modest home in suburban Ardmore, but the tiny space was enough for all of us—at least for the holidays. We ate our dinners at the small Horn & Hardart’s restaurant around the corner. Later, when I was on vacation, I worked the graveyard shift at the Ardmore Post Office.

I found my first diamond, if not quite in Philadelphia, nearby.Through the extraordinary preparation for college that Blair Academy had given me, I gained admission to Princeton University. To make it financially possible for me to attend, the university offered me both a full scholarship and a job waiting on tables in Commons. (A waiter yet again—I must have been good at it!) In later years, I worked at the Athletic Association ticket office, managing one of its departments during my junior and senior years.

With a series of summer jobs (one as a runner in a local brokerage firm; another as a reporter on the police beat for the Philadelphia Evening Bulletin), I was able to earn the remaining money I needed. I worked very hard, and the hours were long. But I loved hard work then—I still do—and I grew up with the priceless advantage of having to work for what I got. But in my long career I don’t ever recall thinking of work as work, with one  exception: a stint as a pinsetter in a bowling alley (now there’s a truly Sysiphean job!).




At Princeton, a Discovery 

While I was studying at Princeton, my parents’ marriage fell apart. My father moved to New York, and my beloved mother, terminally ill, remained in Philadelphia. I wanted to return there to be with her after my graduation in 1951, and fate intervened to make it possible. (Sadly, her life ended in 1952.)

At Princeton, this callow, idealistic young kid with a crew cut had determined to write his economics department senior thesis on a subject on which no earlier thesis had been written. Not John Maynard Keynes, not Adam Smith, not Karl Marx, but a subject fresh and new. What but fate can account for the fact that in December 1949, searching for my topic, I opened Fortune magazine to page 116 and read an article (“Big Money in Boston”) about a financial instrument that I had never heard of before: the mutual fund. When the article described the industry as “tiny but contentious,” I knew that I had found my topic and, though I couldn’t know it at the time, another diamond as well.

After a year of intense study of the mutual fund industry, I completed my thesis and sent it to several industry  leaders. One was Walter L. Morgan, mutual fund pioneer, the founder of the Philadelphia-based Wellington Fund and member of Princeton’s class of 1920. He read my thesis and liked it sufficiently that he would soon write: “A pretty good piece of work for a fellow in college without any practical experience in business life. Largely as a result of this thesis, we have added Mr. Bogle to our Wellington organization.” I started right after my 1951 graduation (magna cum laude, thanks largely to my thesis) and never looked back. I have worked there—one way or another, as you will soon see—ever since.

I have no way of knowing whether it is true, as some of his closest associates told me after his death, that Walter Morgan thought of me as the son he never had. But he was like a father to me. He became my loyal and trusted mentor, the man who gave me the first break of my long career. More, Mr. Morgan was my rock, the man who had confidence in me when I had little confidence in myself, the man who gave me the strength to carry on through each triumph and tragedy that would follow.

When I joined Wellington Management Company in 1951, it was an important company in a tiny industry, and managed a single mutual fund (Wellington Fund) with but $150 million in assets. But we were growing rapidly. By the early 1960s, I was deeply involved in all aspects of the business and soon became Walter Morgan’s heir  apparent. Early in 1965, when I was just 35 years old, he told me I would be his successor as the leader of the firm. Yet another diamond! Although many other diamonds still lay hidden in the earth beneath me, undiscovered, the company was in troubled straits, and Mr. Morgan told me to “do whatever it takes” to solve our investment management problems.




A Door Slams; a Window Opens 

Headstrong, impulsive, and naive, I found a merger partner—in Boston, of all places—that I hoped would help me do exactly that. The merger agreement was signed on June 6, 1966. With an ebullient bull market in stocks on our side, the marriage worked beautifully through early 1973. But when the bear market came and the stock market tumbled (a decline that would ultimately slash stock prices by 50 percent), both the aggressive young investment managers who were my new partners and I let our fund shareholders down. (The asset value of one of our funds plummeted by 75 percent!)

By late 1974, as the bear market took its toll and large numbers of our shareholders took flight, the assets under our management had plunged from $3 billion to $1.3 billion. Not surprisingly, my partners and I had a falling out. But my adversaries had more votes on the  company board than I did, and it was they who fired me from what I had considered my company. What’s more, they intended to move all of Wellington to Boston. I wasn’t about to let that happen.

I loved Philadelphia, my adopted city that had been so good to me. I had established my roots there, finding even more unimaginable diamonds. In 1956, I had married my beloved wife, Eve, who was born and grew up in Philadelphia, and by 1971, we had been blessed with six wonderful children (followed eventually by 12 terrific grandchildren). We intended to stay where we were, and I had a plan to do just that. For when the door slammed on my career at Wellington, a window opened just wide enough to allow me to remain in Philadelphia.

Pulling off this trick was not easy, and in fact I might not have tried doing so if I hadn’t had the two characteristics that someone once attributed to me: “the stubbornness of an idealist and the soul of a street fighter.” After a long and bitter struggle, I was able to parlay a slight difference in the governance structure of the Wellington funds (owned by their own shareholders) and Wellington Management Company (owned by public shareholders but now largely controlled by the former partners who had just fired me) into a new career—and with it more diamonds than I ever could have imagined.




Complications 

A majority of the directors of the board of the funds themselves were independent of Wellington Management Company, and I proposed that they adopt an unprecedented, unique structure, one in which the funds would govern themselves. The idea was simple. Why should our mutual funds retain an outside company to manage their affairs—the modus operandi of our industry then and now—when they could manage themselves and save a small fortune in fees? They could be truly mutual mutual funds. The battle was hard fought over a period of eight busy, hectic, and contentious months, with the fund board almost evenly divided. But this new structure finally carried the day.2

I named our new company after HMS Vanguard, Lord Horatio Nelson’s flagship at the great British victory over Napoleon’s fleet at the Battle of the Nile in 1798. I wanted to send a message that our battle-hardened Vanguard Group would be victorious in the mutual fund wars, and that our Vanguard would be, as the dictionary says, “the leader in a new trend.” However, my idea suffered a setback when the fund directors allowed Vanguard (now owned by the funds) to handle only the administration side of the firm’s activities, responsible for the funds’ operating, legal, and financial affairs. When we began in May 1975, we were barred from assuming responsibility for investment management and marketing, the other two—and far more critical—sides of the triangle of essential mutual fund services.To my chagrin, these key services would continue to be provided by my rivals at Wellington Management Company.




A Complete Firm Emerges 

I knew that we would have to expand our narrow mandate and take responsibility for the full range of administrative, investment, and marketing services that all fund complexes require if Vanguard were to have even a fighting chance to succeed. So we had to seek yet more diamonds. We quickly found one to rival the fabled Kohinoor diamond in size.The fact that investment management was outside of Vanguard’s mandate led me within months to develop a great idea that I had toyed with for years, which had even been suggested by the research I had done for my senior thesis, and in which I had written, mutual funds “can make no claim to superiority over  the market averages.” Before 1975 had ended, we had formed the world’s first index mutual fund.

The idea was the essence of simplicity: The portfolio would simply hold all of the stocks in the Standard & Poor’s (S&P) 500 Stock Index, based on their market weight, and would closely track its returns. Our index fund was derided for years, and was not copied until nearly a full decade had passed. The new fund, originally named First Index Investment Trust (now Vanguard 500 Index Fund), began with just $11 million of assets, and was dubbed “Bogle’s Folly.” But it proved its point. The first index fund gradually earned compound returns that were substantially higher than the returns earned by traditional equity funds, and would become the largest mutual fund in the world. Today Vanguard 500 is one of 82 index and virtual index mutual funds that constitute nearly $1 trillion of Vanguard’s now-$1.3 trillion asset base.3

Thus, in the words of Psalm 118, “the stone that the builders rejected . . . became the chief cornerstone” of our new firm. But its birth was a mighty fragile thing. The argument that we were not overstepping our narrow initial mandate just squeaked past approval by the board of directors. The trick of the index fund, I contended, was that it didn’t need to be “managed”; it would simply buy all of the stocks in the S&P 500 Index. But with this quasi-management step, we had edged into the second side—the investment side—of the triangle of essential fund services.

How to again expand our mandate to control the third and final side—the marketing function? Why, just find another diamond! And so we did. The idea was to eliminate the very need for distribution, abandoning the network of stockbrokers that had distributed Wellington shares for nearly a half-century, and instead relying not on sellers to sell fund shares, but on buyers to buy them. The risks of such a sea change were enormous, but so were the opportunities.

On February 7, 1977, after yet another divisive battle and another board decision that was closely won, we made an unprecedented overnight conversion to a no-load, sales-charge-free marketing system. Once again, we’ve never looked back. We’ve never had to. With the extraordinarily low operating expenses that became our hallmark—a product of our mutual structure and our cost discipline—offering our shares without sales commissions proved a logical and timely step into a world that would be increasingly driven by consumer choice and the search for value.  The motto of our marketing strategy: “If you build it, they will come” (a now-familiar phrase that inspired the creation of a baseball diamond, of all things, in Iowa, immortalized in the film Field of Dreams). And, though what we had built took years to reach full fruition, come the investors did, first by thousands, and then by the millions.




A Stunning Endorsement from the Court of Last Resort 

The diamonds Vanguard had accumulated during those struggles, however, were not yet quite in our possession. We held them only on loan. For the Securities and Exchange Commission (SEC) had given us only a temporary order allowing us to take some of these crucial steps. Believe it or not, after a tedious weeklong regulatory hearing, the SEC staff ruled against our unprecedented plan. Aghast, for I knew that what we were doing was right for investors, we mounted a vigorous appeal and—after a struggle that lasted four long years—triumphed at last in 1981, when the SEC did an about-face and at last approved our plan. The Commission did so with a rhetorical flourish that concluded with these words: 



The Vanguard plan . . . actually furthers the [1940 Investment Company] Act’s objectives, . . . fosters  improved disclosure to shareholders, . . . clearly enhances the Funds’ independence, [and] promotes a healthy and viable mutual fund complex within which each fund can better prosper.



 

In every respect, the Commission’s parting salute was to prove prescient.

So the diamonds weren’t going to Boston. They were at last permanently in our hands—or, far more accurately, in the hands of our shareholders, remaining where they belonged, in Greater Philadelphia, birthplace of Wellington in 1928 and of Vanguard in 1974. You might think that the store of diamonds in my Golconda was at last exhausted. But miraculously, there proved to be yet another diamond awaiting my discovery.




A Change of Heart 

Paradoxically, the next diamond I was to discover, also right in my own backyard, was in the form of a new heart. (As we all know, in card games a heart beats a diamond every time. It’s true in life, too!) I had been struggling with a failing heart since my first attack, of dozens, in 1960. By 1995, time had almost run out; only half my heart was still pumping. That fall, I entered Philadelphia’s  Hahnemann Hospital, and on February 21, 1996, I at last received my new heart, only months, or perhaps weeks or even days, before my own tired heart would have expired. I had waited in the hospital for 128 days, connected around the clock to an intravenous line feeding me heart-stimulating drugs.

Strangely, despite the traumatic circumstances, I never thought I would die. I never thought I would live, either. It just didn’t seem sensible to think about the outcome either way. But live I did, and with the heart that now beats in my body—the gift of life from an anonymous donor—and through the care of the doctors and nurses who have been my guardian angels, I have enjoyed superb health for what has now been more than a dozen years, one more reason why I am convinced that I have received more blessings—more “acres of diamonds in my own backyard”—than any other human being on the face of this earth.You were right, Dr. Conwell!




Treasures False and True 

I take special joy in telling you about the diamonds in my life and career, for I’m confident that each of you readers has also been blessed with diamonds, maybe many of them, if only you would stop and take a moment to  count them. But too often, like the wealthy farmer in Dr. Conwell’s parable, we search for illusory treasures and ignore the real ones that lie right beneath our feet. (Note the we—I’m as guilty as the next person!)

So I have indeed been given enough—enough diamonds (and hearts) to live a wonderful life, one that I hope has been useful to a family, a firm, an industry, even a society. But during these early years of the twenty-first century, I’ve developed a profound concern that our society is moving in the wrong direction, a concern so beautifully expressed in David Brooks’s epigraph that begins this book. I’m guessing that Kurt Vonnegut and Joe Heller would share that view. While on Shelter Island they were talking about “enough” in the context of money and investments, their work held up a mirror to our entire society that reflected some of the absurdities and inequities that we’ve come to accept and take for granted.

In our financial system, we focus our expectations on the returns that the financial markets may deliver, ignoring the exorbitant costs extracted by our financial system, the excessive taxes engendered by record levels of speculative trading, and inflation borne of a government that spends (our) money beyond its means, grossly devastating these returns. We engage in the folly of short-term speculation and eschew the wisdom of long-term investing.  We ignore the real diamonds of simplicity, seeking instead the illusory rhinestones of complexity.

In business, we place too much emphasis on what can be counted and not nearly enough on trusting and being trusted. When we should be doing exactly the opposite, we allow—indeed we almost force—our professions to behave more like businesses. Rather, we ought to be encouraging companies and corporations (the enterprises that create products and services) to regain the professional values that so many of them have cast aside. We have more than enough of the fool’s gold of marketing and salesmanship and not enough of the real gold of trusteeship and stewardship. And we think more like managers, whose task is to do things right, than as leaders, whose task is to do the right thing.

In life, we too often allow the illusory to triumph over the real.We focus too much on things and not enough on the intangibles that make things worthwhile; too much on  success (a word I’ve never liked) and not enough on character , without which success is meaningless. Amidst the twenty-first-century pressures for immediate satisfaction and amassing information on demand, we’ve forgotten the enlightened values of the eighteenth century. We let false notions of personal satisfaction blind us to the real sense of calling that gives work meaning for ourselves, our communities, and our society.




Socrates’ Challenge 

When I make these points in forums around the country, I sometimes feel like one of those sign-wielding New Yorker cartoon prophets (“Repent, for the end is near!”). While my message is hardly in the mainstream—and generally ill received by those in charge of our corporate and our financial institutions—the message is nothing new. Consider that 2,500 years ago, Socrates had much the same message to deliver in his challenge to the citizens of Athens. 



I honor and love you: but why do you who are citizens of this great and mighty nation care so much about laying up the greatest amount of money and honor and reputation, and so little about wisdom and truth and the greatest improvement of the soul? Are you not ashamed of this? . . . I do nothing but go about persuading you all, not to take thought for your persons and your properties, but first and chiefly to care about the greatest improvement of the soul. I tell you that virtue is not given by money, but that from virtue comes money and every other good of man.



 

I hardly have the standing to compete with Socrates. But over the course of these remarkably blessed 79 years of life that I have enjoyed to the fullest, I have, like Socrates,  arrived at some strong opinions on money, on what we should be proud of and ashamed of in our business and professional callings, and on what are the false and true treasures in our lives. I offer those opinions here in the hope that, to borrow one of Kurt Vonnegut’s favorite lines, I might poison your minds, dear readers, with a little humanity.




MONEY




Chapter 1

Too Much Cost, Not Enough Value

Let me begin with this wonderful old epigram from nineteenth-century Great Britain:

Some men wrest a living from nature and with their hands; this is called work.

Some men wrest a living from those who wrest a living from nature and with their hands; this is called trade.

Some men wrest a living from those who wrest a living from those who wrest a living from nature and with their hands; this is called finance.


 

Even today, these strong words continue to describe the realities of the relationship between the financial system in which I’ve spent my entire career and the economy at large.

The rules under which our system works—which I call, after Justice Louis Brandeis, “The Relentless Rules of Humble Arithmetic”—are ironclad:• The gross return generated in the financial markets, minus the costs of the financial system, equals the net return actually delivered to investors.
• Thus, as long as our financial system delivers to our investors in the aggregate whatever returns our stock and bond markets are generous enough to deliver, but only after the costs of financial intermediation are deducted (i.e., forever), the ability of our citizens to accumulate savings for retirement will continue to be seriously undermined by the enormous costs of the system itself.
• The more the financial system takes, the less the investor makes.
• The investor feeds at the bottom of what is today the tremendously costly food chain of investing.


 

The essential truth, then, that sums up each of these inarguable points: On balance, the financial system subtracts value from our society.

Those are the modern realities of our financial system, but they have been building for a long time, just as the financial sector itself has been building for many decades into the largest single element of the American economy.  We have moved to a world where far too many of us seemingly no longer make anything; we’re merely trading pieces of paper, swapping stocks and bonds back and forth with one another, and paying our financial croupiers a veritable fortune. In the process, we have inevitably added even more costs by creating ever more complex financial derivatives in which huge and unfathomable risks have been built into the financial system.

Warren Buffett’s wise partner Charlie Munger lays it on the line: 



Most money-making activity contains profoundly antisocial effects. . . .As high-cost modalities become ever more popular . . . the activity exacerbates the current harmful trend in which ever more of the nation’s ethical young brain-power is attracted into lucrative money-management and its attendant modern frictions, as distinguished from work providing much more value to others.


 

I share Mr. Munger’s concern about the flood of young talent into a field that inevitably subtracts so much value from society. When I speak to college students, I often say exactly that. But I never advise them directly not to go into the field of managing money. Words alone aren’t going to discourage anyone from entering a field so highly profitable. Rather, I ask young graduates to  consider three caveats before doing so. And I would ask you, whatever your calling, to consider these same caveats and how they might apply to your own life and your own understanding of how, in our own transitory lives, we go beyond what is “enough” in the search for satisfaction and happiness, and strive to do much more than enough good for our fellow human beings.




A Prophetic Forecast 

At the very peak of the boom in the financial sector, in a commencement speech at Georgetown University in May 2007, here’s what I had to say on this subject:• One, if you enter the financial field, do so with your eyes wide open, recognizing that any endeavor that extracts value from its clients may, in times more troubled than these, find that it has been hoist by its own petard. It is said on Wall Street, correctly, that “money has no conscience,” but don’t allow that truism to let you ignore your own conscience, nor to alter your own conduct and character.
• Two, when you begin to invest so that you will have enough for your own retirement many decades hence, do so in a way that minimizes the extraction by the financial community of the returns generated by business.This is,  yes, a sort of self-serving recommendation to invest in low-cost U.S. and global stock market index funds (the Vanguard model), but doing so is the only way to guarantee your fair share of whatever returns our financial markets are generous enough to provide.
• Three, no matter what career you choose, do your best to hold high its traditional professional values, now swiftly eroding, in which serving the client is always the highest priority. And don’t ignore the greater good of your community, your nation, and your world. As William Penn pointed out, “We pass through this world but once, so do now any good you can do, and show now any kindness you can show, for we shall not pass this way again.”


 

As it turns out, the warning I set forth in that speech—the need to recognize “that any endeavor that extracts value from its clients may, in times more troubled than these, find that it has been hoist by its own petard”—proved not only eerily prophetic, but surprisingly timely. The industry has been blown up by its own dynamite.

Sure enough, in July 2007, just two months after my speech, the financial sector—led, as it were, by Citigroup and investment banks Merrill Lynch and Bear Stearns—began to crumble, as the risky, reckless, complex, and costly debt instruments that its firms created  began to come home to roost. Enormous write-downs in balance sheet valuations followed. By mid-2008, those write-downs in the aggregate totaled an astonishing $975 billion, with more to come.




Wresting a Living from Finance 

In my speech at Georgetown, I noted that during 2006 the financial sector alone accounted for $215 billion of the $711 billion in earnings of the 500 companies that make up the S&P 500 Stock Index—30 percent of the total (and perhaps 35 percent, or more, if we included the earnings of the financial affiliates of large industrial companies, such as General Electric). The domination of financial companies in our economy and our stock market has been extraordinary.The earnings of these financial firms alone totaled more than the earnings of our highly profitable energy and technology companies combined, and about three times the earnings both of our booming health care sector and of our giant industrial firms.

By the time 2007 had ended, financial sector earnings had plummeted by almost half, to $123 billion for the year. Not only had financial sector earnings shrunk from 30 percent to 17 percent of the $600 billion earnings total  of the S&P 500 companies; the sector also accounted for fully 90 percent of the S&P 500 decline in earnings for the year. The carnage has continued during 2008. Call it poetic justice.

But is it? The clients of the banking firms have lost hundreds of billions of dollars in the risky debt obligations that the banks created, and layoffs of employees are rife—more than 200,000 financial sector workers have already lost their jobs—yet most investment banking executives continue to be paid at astonishingly high levels.

I’m reminded of a story, perhaps apocryphal, I recently read about an investment banker addressing his colleagues after the collapse in the mortgage-backed bond market. “I have bad news and good news.The bad news is that we lost a ton of money.The good news is that none of it was ours.” This story provides yet one more reminder that, for the most part, what is good for the financial industry is bad for you.4




Fortunes from Failure 

Consider the compensation of three well-publicized financial sector CEOs who failed their clients and their shareholders alike during the recent turbulence.• Charles Prince, CEO of Citigroup, took office in October 2003, with Citigroup stock selling at $47 per share. While the bank did well for a few more years, it created a highly risky investment portfolio that fell to pieces within five years, with write-offs (so far) of some $21 billion. Citigroup’s earnings fell from $4.25 in 2006 to $0.72 per share for 2007, and the stock, at this writing, is at about $20 per share. Mr. Prince was paid $138 million for his efforts when times were good, but incurred no penalty for the disaster that followed. (Prince resigned on November 4, 2007.)
• The experience of Stanley O’Neal, CEO of Merrill Lynch, was similar.The risks assumed by the firm in its risk-laden investment portfolio exploded late in 2007, with $19 billion of write-downs (with likely more to come). Merrill reported net losses for the year of $10.73 per share, and its stock price tumbled from $95 per share to less than $20 currently. Yet Mr. O’Neal’s compensation of $161 million during 2002-2007 was  not affected, and the retirement plan package that he received on his resignation in October 2007 was paid in full by the board (another $160 million, for a total of $321 million).
• Perhaps most egregiously, James E. Cayne, CEO of Bear Stearns, was paid some $232 million during 1993-2006 as the stock price of this investment banking powerhouse rose from $12 per share to $165. But the firm’s risky and largely illiquid investment portfolio, along with its high leverage (assets of about 35 times capital), brought Bear to the edge of bankruptcy. The Federal Reserve was required to guarantee the value of much of the portfolio before JPMorgan Chase agreed to buy the company for a price of $2 per share (ultimately raised to $10)—measured from the high, a loss of some $25 billion of shareholder capital. But Mr. Cayne’s millions of dollars of compensation had already been paid. (While his investment in Bear, once valued at $1 billion, had dropped to $60 million when he sold his shares in March 2008, probably most of us believe that $60 million is an awful lot of money, especially given the catastrophic loss of capital by other shareholders and the devastating loss of jobs by thousands of Bear employees who played no role in the firm’s demise.)


To paraphrase Winston Churchill, “Never has so much been paid to so many for so little” in the way of accomplishment.




Heads I Win; Tails You Lose 

As rich as our financial kings have become over the past few decades—and as much unjustified cost as they have extracted from investors—their wealth pales in comparison with the wealth accumulated by our most successful hedge fund managers. In 2007 alone, the 50 highest-paid hedge fund managers together earned $29 billion (yes, billion ). If you didn’t make $360 million in that single year, you didn’t even crack the top 25. Yes, for high-stakes gamblers, speculation—whether in Wall Street, at the race track, or in Las Vegas—can produce huge speculative rewards.

According to the New York Times, the highest-paid hedge fund manager for 2007 was John Paulson, who took down a cool $3.7 billion. It is said that his firm, Paulson & Company, made more than $20 billion for his clients by betting against certain mortgage-backed securities (more fully described later). Who’s to begrudge Mr. Paulson a large share of the rewards that his firm  earned for its clients by such a remarkably successful speculation?5

Not I! My problem with the incredible compensation earned by hedge fund managers is its asymmetry—its lack of fundamental equity. Managers on the winning side of speculation win big; but the losers don’t lose big. For example, if the Paulson firm indeed won its gamble by betting that mortgage-backed securities or collateralized debt obligations would tumble (or being on the right side of the rank speculations known as credit default swaps), some other firm lost its gamble, betting that those debt obligations (or those swaps) would rise.The other side, it follows, would have lost $20 billion. But those managers, as far as anyone knows, didn’t give $20 billion back to their clients. So the huge cost of our financial system rose, benefiting insiders even as their clients were impoverished (relatively speaking).

A hypothetical example makes this point clear. Suppose you invested in a fund of hedge funds, with two managers running equal shares, one on each side of the trade described earlier. One earned 30 percent and one lost 30 percent, so your account was even . . . so far. But you paid the winner, say, 20 percent of his 30 percent gain—or 6 percent—plus his 2 percent management fee, a total of 8 percent. You also paid the loser his base fee of 2 percent, bringing the fee on your entire account to an average of 5 percent. Then you paid the fund-of-funds manager another 2 percent. So, even though your portfolio had an investment return of zero (before costs), you lost 7 percent of your capital. Once again, industry wins; investor loses.




Brain Drain 

Inevitably, the enormous incomes received by hedge fund managers in the recent era and the staggering salaries and bonuses paid to investment bankers have enflamed the imaginations of many of the nation’s graduates of our business schools and made Wall Street the preferred destination for their careers. Despite the alarm sounded by the likes of Charlie Munger and others, the flood of young brainpower into the financial sector continued to pick up momentum even as the financial markets lost theirs. The number of Chartered Financial Analysts (CFAs) has  reached a record high of 82,000, and Barron’s recently reported that “no fewer than 140,000 new applicants—also a record high—from every corner of the earth are queued up to take the exams that will confer on the lucky ones the coveted [CFA] imprimatur.”

Perhaps I should be cheered by such news. This is, after all, a calling to which I have devoted my entire career. I fear, though, that the motivation of too many of those rushing into finance is more aligned with what they can get from society than what they can give back to it; and it is a mathematical certainty that the cost of the services provided by their firms, as a group, will exceed the value that they create. That is the issue on which I want you to focus: the disconnect between cost and value in our financial system.




The Drain of Costs and Taxes 

Let’s start with the costs, where it is easiest to see through the haze. Over the past 50 years, the (nominal) gross return on stocks has averaged 11 percent per year, so $1,000 invested in stocks at the outset would today have a value of $184,600. Not bad, right? But it costs money for individuals to own stocks—brokerage commissions, management fees, sales loads, advisory fees, the costs of all that advertising, lawyers’ fees, and so on. A good estimate of  these costs is at least 2 percent per year.When we take out those assumed investment expenses, even at the rate of only 2 percent, the historic rate of net return would drop to 9 percent, and the final value would drop by more than one-half—to just $74,400.

If we assume that as little as 1.5 percent is paid by taxable investors to cover income taxes and capital gain taxes on that return, the after-tax rate of return would fall to 7.5 percent, and the final wealth accumulation would plummet by another one-half, to $37,000. Clearly, the wonderful magic of compounding returns has been overwhelmed by the powerful tyranny of compounding costs.  Some 80 percent of what we might have expected to earn has vanished into thin air. (Caveat: In terms of real dollars, reduced by the 4.1 percent inflation rate over the past half-century, the final inflation-adjusted value of the initial $1,000 investment after costs and taxes would be—instead of $184,600 in nominal, precost, pretax dollars—a minuscule $5,300!)




The Wrong Kind of Wizardry 

The costs of our financial system today are so high largely because we have abandoned the traditional (and successful) standards of investing, well described by the words of the legendary Benjamin Graham, as they appeared in the  Financial Analysts Journal of May-June 1963:

It is my basic thesis—for the future as for the past—that an intelligent and well-trained financial analyst can do a useful job as portfolio adviser for many different kinds of people, and thus amply justify his existence. Also I claim he can do this by adhering to relatively simple principles of sound investment; e.g., a proper balance between bonds and stocks; proper diversification; selection of a representative list; discouragement of speculative operations not suited for the client’s financial position or temperament—and for this he does not need to be a wizard in picking winners from the stock list or in foretelling market movements.


 

Anyone familiar with the ideas I’ve advocated during my long career would not be surprised to know that I passionately subscribe to these simple principles of balance, diversification, and focus on the long term—to say nothing of being skeptical that stock pickers and market-forecasting wizards can, on balance and over time, add value.

In fact, when I entered the mutual fund industry 57 long years ago, its money managers invested pretty much in the manner prescribed by Graham. Then, the portfolios of the major equity funds consisted largely of diversified lists of blue-chip stocks, and their portfolio managers invested for  the long term. They eschewed speculation, operated their funds at costs that were (by today’s standards) tiny, and delivered marketlike returns to their investors. However, as their long-term records clearly show, those fund managers were hardly “wizard[s] in picking winners.”




Costs Rear Their Ugly Head 

Today, if fund managers can claim to be wizards at anything, it is in extracting money from investors. In 2007, the direct costs of the mutual fund system (largely management fees and operating and marketing expenses) totaled more than $100 billion. In addition, funds are also paying tens of billions of dollars in transaction fees to brokerage firms and investment bankers and, indirectly, to their lawyers and all those other facilitators. Fund investors are also paying another estimated $10 billion of fees each year to financial advisers.

But in their defense, mutual funds represent just one part—actually a relatively small part—of the total costs that investors incur in our nation’s system of financial intermediation. Add to that $100 billion in mutual fund costs a mere $380 billion in additional investment banking and brokerage costs, plus all those fees paid to the managers of hedge funds and pension funds, to bank trust departments and financial advisers and for legal and accounting fees, and the tab comes to roughly $620 billion  annually. (No one knows the exact number. All that can be said for certain is that, one way or another, these billions are paid by the investors themselves.)

And don’t forget that these costs recur year after year. If the present level holds—I’m guessing that it will grow—aggregate intermediation costs would come to a staggering $6 trillion for the next decade. Now think about these cumulative costs relative to the $15 trillion value of the U.S. stock market and the $30 trillion value of our bond market.




Investors Get Precisely What They Don’t Pay For 

The fact that investor returns lag market returns by the costs of the system is unarguable, yet it is often also argued that our financial system adds value to our society because of the other benefits it brings to investors. But such a claim belies the reality of our system, in that it does not operate under classical free market conditions. The system is fraught with information asymmetry (which favors sellers over buyers), imperfect competition, and irrational choices driven by emotions rather than reason.

This is not to say that our financial system creates only costs. It does create substantial value for our society. It facilitates the optimal allocation of capital among a variety of users; it enables buyers and sellers to meet  efficiently; it provides remarkable liquidity; it enhances the ability of investors to capitalize on the discounted value of future cash flows, and other investors to acquire the right to those cash flows; it creates financial instruments (often including so-called derivatives, often of mind-boggling complexity, whose values are derived from still other financial instruments) that enable investors to assume additional risks, or to divest themselves of a variety of risks by transferring those risks to others.

No, it is not that the system fails to create benefits. The question is whether, on the whole, the costs of obtaining those benefits have reached a level that overwhelms those benefits. The answer, alas, seems obvious enough, at least to me: The financial industry is not only the largest sector of our economy; it is also the only industry in which customers don’t come anywhere near getting what they pay for. Indeed, given those relentless rules of humble arithmetic, investors in the aggregate get precisely what they don’t pay for. (Paradoxically, then, if they paid nothing, they would get everything!)




A Question So Important 

Over the past two centuries, our nation has moved from being an agricultural economy, to a manufacturing economy, to a service economy, and now to a predominantly financial economy. But our financial economy, by  definition, deducts from the value created by our productive businesses. Think about it: While the owners of business enjoy the dividend yields and earnings growth that our capitalistic system creates, those who play in the financial markets capture those investment gains only after  the costs of financial intermediation are deducted. Thus, while investing in American business is a winner’s game, beating the stock market before those costs is a zero-sum game. But after intermediation costs are deducted, beating the market—for all of us as a group—becomes a  loser’s game.

Yet despite the vast and, until very recently, rapidly growing dominance of the financial sector in our total economic life, I know of not one academic study that has systematically attempted to calculate the value extracted by our financial system from the returns earned by investors. Nor had a single article (except my own) on the subject ever appeared in the professional journals, neither the  Journal of Finance, nor the Journal of Financial Economics, nor the Journal of Portfolio Management, nor the Financial Analysts Journal.The first article of which I am aware—Kenneth R. French’s “The Cost of Active Investing” (in U.S. stocks)—is, in mid-2008, pending publication in the Journal of Finance.

That veil of ignorance must be lifted.We need to find ways to radically improve our nation’s system of capital formation, through some combination of education, disclosure, regulation, and structural and legal reform. If  this book is a goad toward that goal, my writing it will have been time well spent. But the point is that the job must get done. Until it is, the financial economy will continue to subtract inordinately from the value created by our productive businesses, and in the challenging times that I see ahead, that is a loss we can no longer tolerate.

In June 2007, Princeton University valedictorian and economics major Glen Weyl (now Dr. Weyl, having earned his PhD in economics only a year later) described his passion for intellectual inquiry in this way: “There are questions so important that it is, or should be, hard to think about anything else.” There are questions so important that it is, or should be, hard to think about anything else. The efficient functioning of our nation’s flawed system of financial intermediation is just such a question.

It’s high time not only to think about this question, but to study it in depth, to calculate its costs, and to relate those costs to the values that investors not only expect to earn, but are entitled to earn. Our financial system carries quite enough cost—in fact, far too much cost—and therefore (again, by definition) doesn’t create nearly enough value for market participants. Finance indeed wrests its living from those who wrest their livings from nature, from commerce, and from trade. It is essential that we demand that the financial sector function far more effectively in the public interest and in the interest of investors than it does today.




Chapter 2

Too Much Speculation, Not Enough Investment

Investing is all about the long-term ownership of businesses. Business focuses on the gradual accumulation of intrinsic value, derived from the ability of our publicly owned corporations to produce the goods and services that our consumers and savers demand, to compete effectively, to thrive on entrepreneurship, and to capitalize on change. Business adds value to our society, and to the wealth of our investors.

Over more than a century, the rising value of our corporate wealth—the cumulative accretion of dividend yields and earnings growth—resembles a gently upward-sloping  line with, at least during the past 75 years, precious few significant aberrations.

Speculation is precisely the opposite. It is all about the short-term trading, not long-term holding, of financial instruments—pieces of paper, not businesses—largely focused on the belief that their prices, as distinct from their intrinsic values, will rise; indeed, an expectation that the prices of the stocks that are selected will rise more than other stocks, as the expectations of other investors rise to match one’s own. A line representing the path of stock prices over the same period is significantly more jagged and spasmodic than the line showing investment returns.

The sharp distinction between investment and speculation, however much it may have been forgotten today, is age-old.The best modern definition was set forth in 1936 by the great British economist John Maynard Keynes in his General Theory of Employment, Interest and Money. I first encountered his book at Princeton in 1950, and cited it in my undergraduate thesis on the mutual fund industry.

Keynes defined investment—he called it “enterprise” —as “forecasting the prospective yield of an asset over its entire life.” He defined speculation as “the activity of forecasting the market.” Keynes was greatly concerned by the likelihood that when professional money managers were unable to offset the uninformed opinion of the ignorant  masses engaged in public speculation, they would move away from investment and toward speculation, becoming speculators themselves. So, fully 70 years ago, he warned us: “When enterprise becomes a mere bubble on a whirlpool of speculation [and] the capital development of a country becomes a by-product of the activities of a casino, the job of capitalism is likely to be ill-done.”

In the short run, investment returns are only tenuously linked with speculative returns. But in the long run, both returns must be—and will be—identical. Don’t take my word for it. Listen to Warren Buffett, for no one has said it better: “The most that owners in the aggregate can earn between now and Judgment Day is what their business in the aggregate earns.” Illustrating the point with Berkshire Hathaway, the publicly owned investment company he has run for more than 40 years, Buffett says, “When the stock temporarily over-performs or under-performs the business, a limited number of shareholders—either sellers or buyers—receive out-sized benefits at the expense of those they trade with. [But] over time, the aggregate gains made by Berkshire shareholders must of necessity match the business gains of the company.” [emphasis added]

Put another way, as Buffett’s great mentor Benjamin Graham once pointed out, “In the short run the stock market is a voting machine . . . [but] in the long run it is a weighing machine.” But we must take Buffett’s obvious  truism—and Mr. Graham’s—one step further. For while “the aggregate gains made by Berkshire shareholders must of necessity match the business gains of the company,” the aggregate gains or losses by the sellers and buyers—even though they are trading back and forth with one another in what is pretty much a closed circle—do not balance out evenly. As a group, investors capture Berkshire’s return; as a group, speculators do not.




A Giant Distraction 

When our market participants are largely investors, focused on the economics of business, the underlying power of our corporations to earn a solid return on the capital invested by their owners is what drives the stock market, and volatility is low. But when our markets are driven, as they are today, largely by speculators, by expectations, and by hope, greed, and fear, the inevitably counterproductive swings in the emotions of market participants—from the ebullience of optimism to the blackness of pessimism—produce high volatility, and the resultant turbulence that we are now witnessing became almost inevitable.

Is this speculation by mutual fund managers and by other market participants healthy for investors? For our  financial markets? For our society? Of course not. In the very long run, all of the returns earned by stocks are created not by speculation but by investment—the productive power of the capital invested in our business enterprises. History tells us, for example, that from 1900 through 2007 the calculated annual total return on stocks averaged 9.5 percent, composed entirely of investment return, roughly 4.5 percent from the average dividend yield and 5.0 percent from earnings growth. (Dare I remind you that this return reflects neither the croupier costs of investing discussed in the previous chapter nor the erosion of inflation?)

What I call the speculative return—the annualized impact of any increase or decrease in the price-earnings (P/E) ratio or P/E multiple—happened to be zero during this period, with investors paying a little over $15 for each dollar of earnings (P/E = 15) at the beginning of the period, and about the same at the end. Of course, changes in the P/E can take place over long periods; but only rarely does the long-term speculative return add more than 0.5 percent to annual investment return, or subtract more than 0.5 percent from it.

The message is clear: In the long run, stock returns have depended almost entirely on the reality of the relatively predictable investment returns earned by business.  The totally unpredictable perceptions of market participants, reflected in momentary stock prices and in the changing multiples that drive speculative returns, essentially have counted for nothing. It is economics that controls long-term equity returns; the impact of emotions, so dominant in the short term, dissolves. Therefore, as I wrote in my  Little Book of Common Sense Investing (John Wiley & Sons, 2007), “the stock market is a giant distraction from the business of investing.”




A Loser’s Game 

The distinction between the real market and the expectations market was perhaps best expressed by Roger Martin, dean of the Rotman School of Business at the University of Toronto. In the real market of business, real companies spend real money and hire real people and invest in real capital equipment, to make real products and provide real services. If they compete with real skill, they earn real profits, out of which they pay real dividends. But to do so demands real strategy, real determination, and real capital expenditures, to say nothing of requiring real innovation and real foresight.

In the expectations market, by contrast, prices are set, not by the realities of business just described, but by the expectations of investors. Crucially, these expectations  are set by numbers, numbers that are to an important extent the product of what our managements want them to be, too easily managed, manipulated, and defined in multiple ways. What is more, we not only allow but seemingly encourage chief executives, whose real job is to build real corporate value, to bet in the expectations market, where their stock options are priced and exercised. That practice should be explicitly illegal, just as it is illegal in most professional sports. Imagine, for example, what would happen if National Football League quarterbacks or National Basketball Association centers were allowed to bet on their own teams’ pregame spreads. Yet CEOs do exactly that, which is one reason why stock-option compensation creates huge distortions in our financial system.

Which is the winner’s game and which is the loser’s game? Betting on real numbers and real returns, and buying and holding stocks for the long haul? (That is, investing.) Or betting on expected numbers and ginned-up returns, and in essence renting stocks rather than owning them? (That is, speculating.) If you understand how the odds in gambling diminish your chances of winning—whether in the lottery, in Las Vegas, at the racetrack, or on Wall Street—your decision as to whether to be a speculator or an investor isn’t even a close one.




Speculation Is in the Driver’s Seat 

Despite the elementary mathematics that guarantee the superiority of investment over speculation, today we live in the most speculative age in history. When I first came into the financial field in 1951, the annual rate of turnover of stocks was running at about 25 percent.6 It would remain in that low range for the better part of two decades, then gradually rise to above 100 percent in 1998, approaching the record 143 percent turnover rate of the late 1920s.Yet by last year, stock turnover had shot up another two times over. Turnover soared to 215 percent, and to 284 percent if we add in the staggering amount of speculation in exchange-traded funds (ETFs).

Consider a stark example of one of the new financial instruments that typifies the dramatic upsurge in speculation. In 1955, when the total market capitalization of the S&P 500 Index was $220 billion, neither futures nor options that would enable market participants to speculate on (or hedge against) the price of the index even existed. Then index futures and options were created—a marketing bonanza for the financial field. These new products made it easy not only to bet on the market, but to leverage your bets as well. By the beginning of 2008, the value of these derivatives of the S&P 500 Index—these futures and options—totaled $29 trillion, more than double the $13 trillion market value of the S&P 500 Index itself. That expectations market, then, would be at least double the value of the real market, even if the high turnover activity in the S&P 500 Index stocks themselves were not dominated, as it is, by speculative trading.

A simple example demonstrates that speculation is a loser’s game. Assume that one-half of the shares of each of the 500 S&P stocks are held by investors who don’t trade at all, and the other half are held by speculators who trade solely with one another. By definition, the investors as a group will capture the gross return of the index; the speculators as a group will capture, because of their trading costs, only the (lower) net return. The obvious conclusion: investors win; speculators lose. There is no way around it. So the orgy of speculation we are witnessing today ill serves our market participants. It serves only Wall Street.




Black Swans and Market Returns 

When the perception—interim stock prices—vastly departs from the reality—intrinsic corporate values—the gap can be reconciled only in favor of reality. It is simply impossible to raise reality to perception in any  short time frame; the tough and demanding task of building corporate value in a competitive world is a long-term proposition. Still, whenever stock prices lose touch with corporate values and bubbles begin to form, too many market participants seem to anticipate that values will soon rise to justify prices, instead of the other way around.

That’s what a speculative mind-set does to investors. It encourages them to ignore the inevitable even as they discount the probability of the improbable. And then along comes a trading day like October 19, 1987, and the eternal verities of the real market once again reassert themselves. On that single day, which came to be known as Black Monday, the Dow Jones Industrial Average dropped from 2,246 to 1,738, an astonishing one-day decline of 508 points or almost 25 percent. There had never been such a precipitous decline. Indeed, the drop was nearly twice the largest previous daily decline of 13 percent, which took place on October 24, 1929 (Black Thursday), a distant early warning that the Great Depression lay ahead.

From its earlier high until the stock market at last closed on that fateful Black Monday of 1987, some $1 trillion had been erased from the total value of U.S. stocks. The stunning decline seemed to shock nearly all market participants.  But why? In the stock market anything can happen—and I would argue the point even more strongly today.

Changes in the nature and structure of our financial markets—and a radical shift in its participants—are making shocking and unexpected market aberrations ever more probable. The amazing market swings we have witnessed in the past few years tend to confirm that likelihood. In the 1950s and 1960s, the daily changes in the level of stock prices typically exceeded 2 percent only three or four times per year. But in the year ended July 30, 2008, we’ve witnessed 35 such moves—14 were up, and 21 were down. Based on past experience, the probability of that scenario was . . . zero.

So not only is speculation a loser’s game; it’s a game whose outcome can’t be predicted with any kind of confidence. The laws of probability don’t apply to our financial markets. For in the speculation-driven financial markets there is no reason whatsoever to expect that just because an event has never happened before, it can’t happen in the future. Metaphorically speaking, the fact that the only swans we humans have ever observed are white doesn’t mean that no black swans exist. For evidence, look no further than the Black Monday I just mentioned. Not only was its occurrence utterly unpredictable and beyond all historical experience, but its consequences were, too. Far  from being an omen of dire days ahead, it proved to be a harbinger of the greatest bull market in recorded history. So one never knows.

Nassim Nicholas Taleb captures this idea with great insight in his book, The Black Swan:The Impact of the Highly Improbable (Random House, 2007).7 But Taleb only confirms what we already know: In the financial markets, the improbable is, in fact, highly probable (or, as Taleb also notes, the highly probable is utterly improbable).Yet far too many of us, amateurs and professionals alike, investors and advisers and managers, continue to look ahead with apparent confidence that the past is prologue in the financial markets, based on our assumptions that the probabilities established by history will endure. Please, please, please: Don’t count on it.




Black Swans and Investment Returns 

Daily swings in market returns have nothing to do with the long-term accretion of investment values. In fact, while there have been numerous black swans in our short-term-oriented and speculative financial markets, there have been no black swans in the long-term investment returns generated by U.S. stocks. Why? Because businesses—as a group—employ capital effectively, reacting to and often anticipating changes in the productive economy of manufactured goods and consumer services. Yes, for better or for worse, we are faced with cyclical swings in our economy, periodic recessions, and even rare depressions. But American capitalism has demonstrated remarkable resilience, plugging along steadily even as times change, driving growth in earnings and paying dividends that have risen apace over time, in step with our growing economy.

Nonetheless, there has always existed the serious risk that speculation in our flighty financial economy (emotions) might spread its contamination to our over-productive business economy (enterprise). The great U.S. economist Hyman Minsky dedicated much of his career to his financial instability hypothesis—“stability leads to instability”—which he summed up profoundly: 



Financial markets will not only respond to profit-driven demands of business leaders and individual investors but also as a result of the profit-seeking entrepreneurialism of financial firms. Nowhere are evolution, change, and  Schumpeterian entrepreneurship8 more evident than in banking and finance, and nowhere is the drive for profits more clearly the factor making for change.


 

Long before the creation of the recent wave of complex financial products, Minsky observed that the financial system is particularly prone to innovation. He noted the symbiotic relationship between finance and industrial development, in which “financial evolution plays a crucial role in the dynamic patterns of the economy.” When money-manager capitalism became a reality during the 1980s and institutional investors became the largest repositories of savings in the country, they began to exert their influence on our financial markets and the conduct of our business enterprises.

The crisis in our financial system that first became painfully evident in mid-2007 was a stark warning of Minsky’s prescience. Among the few market participants who seemed to see it coming was Jeremy Grantham, one of the nation’s most thoughtful professional investors. He entitled his brilliant year-end 2007 essay “The Minsky Meltdown.” With the collapse of the stocks of government-sponsored Fannie Mae and Freddie Mac and the U.S. Treasury formally assuming responsibility for their debt obligations barely six months later, there was little doubt that Grantham’s prediction had come to pass. Only time will tell whether this Minsky meltdown will be merely cyclical or powerfully secular.




Tortoises Win 

Yet the financial markets—as speculative as they are from time to time—provide the only liquid instruments that facilitate our ownership of business and enable us to invest our savings. So, what to do in an investment world fraught with speculation, rarity, extremeness, and retrospective predictability? Peter L. Bernstein, respected investment strategist, economist, best-selling author, and the recipient of a remarkable string of professional awards, provided sound advice in 2001 in an essay titled “The 60/40 Solution” (60 percent stocks, 40 percent bonds), a strategy focused on emulating investment tortoises rather than speculative hares: 



In investing, tortoises tend to win far more often than hares over the turns of the market cycle. . . . Placing large bets  on an unknown future is worse than gambling because at least in gambling you know the odds. Most of the decisions in life motivated by greed have unhappy outcomes.





Hares Win (But How Can That Be?) 

Yet just a few years later, Bernstein changed his mind. Let me try to sum up in a few paragraphs the gist of his formidably influential article in the March 1, 2003, edition of his Economics & Portfolio Strategy. 



We simply do not know about the future. There is no assurance that historical experience will replay itself in any shape, form, or sequence. The expected equity premium not only is low, but also doesn’t take into account the abnormalities lurking in today’s investment environment. We’re living in unprecedented times.

So get rid of the extra freight of long-term optimization and let short-term forces play the dominant role. Rely on a bipolar portfolio, with one segment for good news and one for bad news, reaching for the most volatile asset classes to do the job. Build ramparts around equities, such as gold futures, venture capital, real estate, instruments denominated in foreign currencies, Treasury Inflation-Protected Securities (TIPS), and long-term bonds.

And the icing on the cake: Don’t do any of these things permanently. Opportunities and risks will come and go. Change allocations frequently. Be flexible. Buy-and-hold investing is the past; market timing is the future.



 

I salute Peter Bernstein for marching, red cape and all, into an arena filled with bulls—and bears—and I admire him immensely for trying to reconcile the irreconcilable. And indeed there is much merit in what he recommends, however difficult it may be to implement. But what he is really recommending, in my judgment, is speculation. And it is a loser’s game.




The Perils of Market Timing 

Whether market timing is motivated by greed or fear or anything else, the inescapable fact is that, for investors as a group, there is no market timing. For better or worse, all of us investors together own the total market portfolio. When one investor borrows from Peter (no pun intended!) to pay Paul, another does the reverse, and the market portfolio neither knows nor cares. This transfer of holdings among the participants is speculation, pure and simple.

Individually, of course, any one of us has the opportunity to win by departing from the market portfolio. But on what rationale will we base our market timing? On our conviction about the prospective equity premium?9  Concern about the known risks that are already presumably reflected in the level of market prices? Concern about the unknown risks? (It is no mean task to divine the unknowable.) Yes, as Bernstein says, “opportunities and risks will appear and disappear in short order.” I agree with that proposition. But human emotions and behavioral flaws militate against our capitalizing on them. Count me as one who simply doesn’t believe that market timing works.

Don’t forget that your incredible success in consistently making each move at the right time in the market is but  my pathetic failure in making each move at the wrong  time. One of us, metaphorically speaking, must be on the opposite side of each and every trade. A lifetime of experience in this business makes me profoundly skeptical of all forms of speculation, market timing included. I don’t know anyone who can do it successfully, nor anyone who has done so in the past. Heck, I don’t even know anyone who knows anyone who has timed the market with consistent, successful, replicable results.

It is difficult enough to make even one timing decision correctly. But you have to be right twice. For the act of, say, getting out of the market implies the act of getting in later, and at a more favorable level. But when, pray? You’ll have to tell me. And if the odds of making the right decision are, because of costs, even less than 50-50, the odds of making two right decisions are even less than one out of four. And the odds of making, say, a dozen correct timing decisions—hardly excessive for a strategy that is based on market timing—seem doomed to failure. Over, say, 20 years, betting at those odds would give you just one chance out of 4,096 to win (even when we ignore the negative impact of the transaction costs entailed in the implementation of each of those decisions).

One chance out of 4,096? Are those good odds to bet on? Suffice it to say that Warren Buffett doesn’t think so. In mid-2008 it was reported that he took the opposite side of a not totally-dissimilar wager. He laid on a $320,000 bet with Protégé Partners, a firm that manages funds of hedge funds, that over the 10 years ending in 2017, the returns from Vanguard’s flagship 500 Index Fund would top the collective return from the five (inevitably) speculative, freewheeling, market-timing, trade-churning hedge funds selected by Protégé’s supposed experts. I’m  partial, of course, but that’s a bet I might even be glad to place with my own money. (Whoever wins, by the way, the prize money from both sides—$1 million, including interest earned—will go to charity.)




Striking a Balance 

Of course, our markets need speculators—financial entrepreneurs, traders, and short-term traders, risk takers restlessly searching to exploit anomalies and imperfections in the market for profitable advantage. Equally certain, our markets need investors—financial conservatives, long-term owners of stocks who hold in high esteem the traditional values of prudence, stability, safety, and soundness. But a balance needs to be struck, and in my judgment, today’s powerful and debilitating turbulence is one of the prices we pay for allowing that balance to get out of hand.

Most of the themes in the preceding paragraph appear in the brilliant 2001 memoir, On Money and Markets,  by economist and investor Henry Kaufman, one of the wisest of all the wise men in Wall Street’s long history. Clearly, Dr. Kaufman shares my concerns, as he expresses his own fears about the corporatization of Wall Street, the globalization of finance, the limits on the power of policy makers, and the transformation of our markets. In his final chapter, he summarizes his concerns:

Trust is the cornerstone of most relationships in life. Financial institutions and markets must rest on a foundation of trust as well. . . . Unfettered financial entrepreneurship can become excessive and damaging as well—leading to serious abuses and the trampling of the basic laws and morals of the financial system. Such abuses weaken a nation’s financial structure and undermine public confidence in the financial community. . . . Only by improving the balance between entrepreneurial innovation and more traditional values can we improve the ratio of benefits to costs in our economic system. . . . Regulators and leaders of financial institutions must be the most diligent of all.


 

I couldn’t agree more. Indeed it is our failure to deal earlier with these very issues that set the stage for today’s financial crises. So every one of us must be concerned about the momentary triumph of short-term speculation in our financial markets, of which we have far too much, at the direct expense of long-term investment, of which we have not nearly enough. But it is up to today’s market participants particularly, as well as academics and regulators, to work together to restore that balance and return financial conservatism to its rightful preeminence. Otherwise, to paraphrase the concern cited earlier in this  chapter that was expressed by Lord Keynes all those years ago, “the hazards we face now that enterprise has become a mere bubble on a whirlpool of speculation means that the job of capitalism is being ill-done.”

That is what has happened, and our society cannot afford to let it continue.




End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   


OEBPS/bogl_9780470441954_oeb_001_r1.jpg
Enough.

True Measures of
Money, Business,
and Life

John C. Bogle

@

WILEY
John Wiley & Sons, Inc.





OEBPS/page-template.xpgt
 

 
	 
		 
	

	 
		 
	

	 
		 
	

	 
		 
	

	 
		 
	    		 
	   		 
	    		 
		
	



 
	 






OEBPS/bogl_9780470441954_msr_cvt_r1.jpg
Fnough.

JomN €. BoGLE





OEBPS/bogl_9780470441954_msr_cvi_r1.jpg
Enough.

True Measures of Money, Business, and Life.

JOHN C. BOGLE

Founder and former CEO of the Vanguard Mutual Fund Group





OEBPS/bogl_9780470441954_msr_ppl_r1.jpg





