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Extraordinary Popular Delusions and the Madness of Crowds isn’t a short book. As its title suggests, Charles Mackay didn’t favour three words where he thought eight would do the job.

It’s definitely a Victorian book, but it’s a modern one too. As we will see, the popular delusions that he ridicules persist to this day – we just give them different names. Each time they recur through history, we are surprised and mortified that we were swept up in Ponzi schemes, conned by smooth hucksters, victims of mass hysteria, controlled by demagogues and seduced by investments that simply cannot lose.

We’re living a global sitcom, one in which no one learns anything from episode to episode, and we make the same mistakes over and over again – while convincing ourselves that this time we’re right, and it’s different. Mackay’s catalogue of our own craziness, spanning about a millennium, was the first book to demonstrate what scientists now know: when we act in groups we’re often not very smart.

The best-known bits of the book are about business, and about what we now call economic ‘bubbles’ where speculation increases a price out of all reason – before it crashes. Mackay’s history of the Mississippi Scheme, the South Sea Bubble and the ‘Tulipomania’ are commerce retold as farce.

Other parts of the book deal with charlatans and con men: the fortune tellers and magnetisers, for example, who convince us they’ve got a secret talent to heal or reveal the future, and then hand us the bill. As you will see, they’re still with us today, and they are possibly more successful than ever.

The sections on the witch mania and the Crusades show us that when we look for enemies, whether those enemies exist or not, we’re prepared to condemn or even kill thousands of innocent people on the flimsiest of pretexts.

And the weird patterns of fashion and strange behaviour, popular beliefs and follies that we all share without thinking about it – admiring thieves, believing in ghosts – undermine our claims to be rational.

Mackay was incredibly well-read and thorough, so almost all of the hard-to-believe stories stand up to scrutiny 150 years later. Indeed, much of the last 150 years has been a demonstration that we can be even madder than Mackay thought. The incredible histories, some of which have almost been lost to us, show how irrational and dangerous groups of people have always been. But this is not a history book. Anyone in Europe or the US who has opened a newspaper recently will agree with Mackay that ‘sober nations have all at once become desperate gamblers’. When we laugh at the stupidity of the people in his book, we’re laughing at ourselves.

Your recovery starts here.





1 TOO MANY REPEATS

In his introduction to the 1852 edition of Extraordinary Popular Delusions, Mackay points out that ‘whole communities suddenly fix their minds upon one object, and go mad with its pursuit’. Sounds familiar? The whole book could have been written yesterday.


DEFINING IDEA…

Those who cannot remember the past, are condemned to repeat it.

~ GEORGE SANTAYANA



‘Men, it has been well said, think in herds; it will be seen that they go mad in herds, while they only recover their senses slowly, and one by one,’ Mackay says. He goes on, ‘…popular delusions began so early, spread so widely, and have lasted so long, that instead of two or three volumes, fifty would scarcely suffice to detail their history’.

Inside those two statements are the essence of why he wrote his book – and why I am writing this. To Mackay first: his working theory was that mass delusions carry everyone along with them, causing all kinds of trouble: the ruin of people who have spent tgheir lives carefully saving, to then throw it all in on a speculation; the vilification of an innocent scapegoat; the waste of time and money on some grand project that is unreachable or unworkable. We think the wrong thing not because we simply reached the wrong conclusion (which he, and most people, would consider pardonable) but often because the others around us are thinking it too.

But the retreat from madness is a far slower and more painful process, initiated by one or two who have the bravery and the strength of intellect not to run with the crowd for the sake of it. They often achieve the most profit, or take the smallest loss, for their lonely integrity. Gradually others follow. They see the example of the pioneers, ask ‘what was I thinking?’ and detach themselves from the crowd.

Much later, the crowd, like a flock of starlings, may reconsider and set off in a new direction too. They might ask, ‘what was I thinking?’, but it’s an empty question. They weren’t thinking as individuals then and they are not now; all they have done is to follow a new crowd. In a financial panic, they are the ones who get ruined.

If this was purely of historical interest, then so would the book be. But, as we will see, there are thousands of examples of exactly the same behaviour that Mackay deplored back then which are still around today. We know about the South Sea Bubble, but Mackay’s contemporaries still created the Railway Mania and we fell for the dot-com boom. We regret the persecution of witches, but our grandparents lived through the imprisonment of communists, and today mobs have Asian holidaymakers thrown off commercial flights because they were talking in a foreign language, and so must be terrorists.

We don’t need fifty books; we live the same book over and over, with a different cast list. Delusions are as popular as ever.

[image: image]

HERE’S AN IDEA FOR YOU…

At work, create the official position of Devil’s Advocate for any project. That person has the role of questioning your decisions and assumptions, to make sure your herd doesn’t go mad.





2 TOO GOOD TO BE TRUE

‘How easily the masses have been led astray,’ laments Mackay, in the introduction to the 1841 edition of his book. We still think we can get something for nothing today.

When banks, shops, police and our parents warn us against fraud, it’s not unusual for them to tell us ‘if something looks too good to be true, it usually is’. As you chuckle at the stupidity of eighteenth-century speculators, remember that we’re no smarter.


DEFINING IDEA…

Rather fail with honour

than succeed by fraud.

~ SOPHOCLES



Someone passed an email to me recently:‘Compliments of the day to you. Following the Global Economic Direct Investment Scheme. I want to do business for the benefit of the both of us to boost economic ties and build on the changing business climate in your country…Let me introduce myself, As the British foreign secretary, I got your contact from the internet security directory affiliated to my office and I want to invest £40,000,000 (forty million) british pounds sterling in your reputable company…’

Yes, it’s a variation on the classic Nigerian advance fee fraud (also known as 419 fraud, after the Nigerian law that it breaks). This one was more entertaining than most, as it claimed to come from David Miliband MP.

Modern 419 scams work like this: you will get an email from someone you’ve never heard of. It promises you vast wealth if you help in some way – often by supplying your bank details so that a distressed foreign royal or businessperson can park their money in your account (the idea of using the Foreign Secretary’s name is rather creative). There are two outcomes: either someone cleans out your account using the information you have kindly donated, or the plot thickens – usually by you receiving a counterfeit cheque, paying it into your account, and making a payment to them in return. Either way, you will never see your millions.

The 419 frauds started as faxes and telexes in the 1980s but email has enabled swindlers all over the world, though West Africa now has a flourishing business in 419 fraud. This is now estimated by Insa Nolte, a lecturer in African culture at the University of Birmingham, to be one of Nigeria’s most important export industries.

The fraudsters have been remarkably successful. It’s tough to work out exactly how much money is siphoned from people who are probably too gullible to be put in front of their own email (some would say that if you are stupid enough to believe David Miliband is going to invest £40 million in you, then you don’t deserve to have money in the first place), but the figure for the UK, according to Chatham House, is around £150 million per year – or about £31,000 per dupe, they say.

The desire to get rich without working for it tempts all of us. But the people who are making the big money are usually the tempters, not the tempted.

[image: image]

Treat emails from strangers offering you lottery prizes in the same way as you would someone who walked up to you in the street with the same proposition. Walk on by.





3 BE A CONTRARIAN

Extraordinary Popular Delusions may well have remained a quirky-yet-obscure Victorian compendium of trivia if it were not for the involvement of an American financier called Bernard Baruch, who understood the madness of crowds perfectly.

Having been introduced to the book by a journalist in middle age, Baruch kept his well-thumbed copy at home, and credited it with having a huge influence on his professional behaviour.


DEFINING IDEA…

When good news about the market hits the front page of the New York Times , sell.

~ BERNARD BARUCH



So, by means of repaying the debt, Baruch wrote the foreword to the 1932 edition of the book. In it he credited Extraordinary Popular Delusions as being the inspiration behind his decision to sell all his stock just before the financial crash of 1929. Why? Because everyone he consulted during 1929 about the markets said that nothing could possibly go wrong.

Baruch is also the reason that the first three chapters of the book, just a small fraction of the words contained in the whole, are the ones that are most often read and admired. They deal with ‘bubbles’ – the financial panics when everyone wants to get into something good, and people usually pay so much that they end up broke as a result when it goes sour.

He is, however, only the most famous of a sub-group of market traders that Mackay would very much have admired: the contrarians. Their philosophy is to look for value by betting against the market, rather than following it. They buy in unfashionable markets, they invest in companies that are at rock bottom and they sell when it’s all going too well to fail.

One of the greatest contrarians of the modern age is Anthony Bolton, who built Fidelity’s Special Situations Fund into a £3 billion juggernaut while it was under his stewardship. However, he’s not a superstar ‘Gordon Gekko’ trader. His cautious and sustained growth strategy led to a 14,700% rise in value over thirty years for the fund he administered. ‘I get it right about three times out of five,’ he says. ‘I’m a contrarian: when everyone loves something, I shy away from it. When everyone hates something, I want to look at it.’

He adds the advice that even if you follow the crowd into the stock market, you don’t have to follow them out of it if – or when – a bear market comes along. That would often be compounding the error. When everyone runs for the hills, if the fundamentals of your investment are sound, the stocks will recover – and you don’t want someone else to pick up that profit. ‘A lot of investors get sucked into markets when they’re good and shaken out when they are bad,’ he says, adding ‘My advice is to hold on.’

[image: image]

HERE’S AN IDEA FOR YOU…

If you want a cheap demonstration of how being a contrarian can make you cash, try sports betting on an exchange (like a mini stock market) such as Betfair. A team loses twice, and thousands of people bet on it for relegation. Then it wins, and everyone bets on the other teams instead. Simply by betting against the crowd, you can profit.





4 20/20 HINDSIGHT

We look back on the past as some kind of inevitable chain of cause and effect that could only lead to where we are now.

We are, by nature, deterministic. We reinterpret the past in the context of what we know now – so even when we try, we can’t escape from our personal delusions.


DEFINING IDEA…

Fortune brings in some boats that are not steered.

~ WILLIAM SHAKESPEARE



Chapter 1 of Mackay’s book involves one of the oddest mass delusions of recent history, the Mississippi Scheme, which not only ruined many people but also brought an entire country to its knees. Yet right at the beginning, Mackay takes care to point out that the man who set the Scheme in motion – a Scot named John Law – was not a ‘knave or a madman’, and was ‘more sinned against than sinning’. He understood that when we point the finger, we usually wait until after the event.

There’s a lot to explain about the Mississippi Scheme, but in outline it’s enough to know that Law had the idea that the French government should sell stock in the Mississippi Company, a French creation which had the trading rights in that part of the world. Thanks to a combination of circumstances, the public were so keen on the paper which was issued that during 1719 and 1720 the clamour to buy sent the price rocketing upwards – and then just as swiftly shooting downwards again. At that point, the government was unable to pay everyone who wanted to sell.

Lives were ruined. People were crushed in the panic and murdered for money. Law, not surprisingly, was public enemy number one. He, however, wasn’t some international con artist. He didn’t set out to create a panic. He had bright ideas and principles, which were twisted by those in the French government who wished to increase their profits from the scheme.

Similarly, today we do the same for failures in business – and we attribute the opposite characteristics to successful leaders. Those who fail, we assume, had deep flaws. On the other hand those who succeeded must have been smarter and stronger. An example: Microsoft wasn’t IBM’s first choice to create its computer operating system; at this time, Bill Gates got lucky. He might have proved to be very smart and a great CEO, but had IBM’s decision been different would he still have been a billionaire? Probably not.

When we get too hung up on outcomes, we reinterpret what led to them as if there was an inevitability in the chain of cause and effect, and as if there was always a person to blame or credit.

People are usually neither as clever or as dumb as we assume, based on what they achieved. The idea that every occurrence, good or bad, can be attributed to a hero or villain is the biggest delusion of all.

[image: image]

HERE’S AN IDEA FOR YOU…

Sometimes bad things happen to good people. When you review projects that went wrong, make it a search for the truth – not a search for someone to blame.





5 FUNDAMENTALLY WRONG

In his chronicle of the Mississippi Scheme, Mackay reminds us of something that we often forget: a valuation placed on future potential is only supportable as long as people believe that potential.


DEFINING IDEA…

The strongest arguments prove nothing so long as the conclusions are not verified by experience.

~ ROGER BACON



When Law set up the Mississippi Company, he saw to it that it was granted exclusive rights to levy taxes and issue money. The area it covered was rumoured to ‘abound in the preciousmetals’, and the regent of France also conferred on the company the sole right to sell tobacco and refine gold and silver.

Initially, Law was cautious in his valuation of the company. He issued shares in it to a value of sixty million livres – quite enough to make it a spectacular money generator for the French state, but sadly not enough to satisfy all the investors. So the regent, who had incorporated the company into the Royal Bank of France, issued notes to a value of one billion livres. Yearly dividends were promised at a rate of 120%.

What no one quite thought through in the frenzy to invest was that there was, in the year following the establishment of the company, no trade – just the right to trade. There were no profits, just promises. There was no gold and silver and tobacco, yet, to generate the cash from which profits could be paid.

We could kid ourselves that such a thing could never happen now, but in the last 300 years such speculation has been as widespread as ever. Those who lived through the investment madness of the dot-com boom might recall it well, and might also recall that some of the people who believed the hype weren’t peasants or financial novices.

One of my friends at the time ran an agency that handled the publicity for the stars of the dot-com boom, the young paper gazillionaires who ten years ago didn’t just fill the business pages, but the news and style pages too. Her company – which was turning away business – grew rapidly until it occupied two floors of a huge office building. Then, abruptly, the agency collapsed.

Instead of fees, she had taken payment from her clients by taking a stake in their young and exciting companies. As long as investor confidence in them held up, so did the business which was built on taking a slice of the value that confidence had created.

When the confidence disappeared, my friend found that she had massive overheads and many slices of next to nothing. The confidence disappeared almost overnight when the big investors realised that while these businesses might have been good ideas, few were making – or ever would make – enough money to repay the investment.

Now we can see that the investment was made on the basis of little more than optimistic speculation. When all that optimism collapses, so does everything else.

[image: image]

HERE’S AN IDEA FOR YOU…

You can’t tell if something is working unless you measure it. Set a return on investment for your projects to make a contribution, with a deadline. Monitor the progress towards that at monthly intervals.





6 INVESTMENTS CAN GO DOWN

A good idea is often only good in the time and the place for which it was created. The idea that speculation is a one-way bet is a delusion, and often a costly one.

Law was simply creating a structure that we’re all familiar with today (and as shareholders, we’re all part of). Law declared that ‘a banker deserved death if he made issues without having sufficient security to answer all demands’. If that were true today, bank offices would be death row.


DEFINING IDEA…

Another great evil arising from this desire…not to be thought poor, is the destructive thing which has been honoured by the name of ‘speculation’; but which ought to be called Gambling.

~ WILLIAM COBBETT



The problem for the Mississippi Scheme wasn’t failure, but spectacular success. Thousands flocked to subscribe and prices for the notes shot through the roof, then speculators who bought and sold got rich very quickly. The government profited too, and that lay behind the decision of the Duke of Orleans to extend the Scheme (he was running the country as regent, because the King was seven years old and so not up with the latest financial instruments).

He should have known that simply doubling the number of notes might double profits in the short term, but in the long term would lead to disaster – as it did, when confidence in the Mississippi Company collapsed and the notes plunged in value as everyone tried to turn their paper back into coin. And so it is today. If you haven’t been living under a rock for the last couple of years, you might have heard that property values have been falling. At the heart of this is the British obsession that you can’t lose by investing in property – so more people want to invest.

In a limited way, this is healthy. A strong housing market, more home ownership, solid long-term investment…

But banks forgot their discipline. In the past, they lent money reluctantly, when they were sure there was little risk; homeowners got a small but regular return. By 2005 house prices were rocketing, so they sometimes lent more than the value of the house that secured the loan, and could lend to high-risk customers because the value of the house would far exceed the value of the loan secured on it. It seems a virtuous circle – until the banks realised that they couldn’t carry all the risky loans they had been writing. They stopped lending money.

So fewer people could get a mortgage. When there are few buyers and many sellers, prices fall. When prices fall, fewer people can sell their houses to buy another one, because they can’t pay back the money they borrowed. The market collapses, because it has been underpinned not by tangible assets but by the greed of speculators. It’s a miniature Mississippi Scheme, 300 years later, and in our own back yards.

[image: image]

HERE’S AN IDEA FOR YOU…

Insurance reduces your profit in any transaction, but it eliminates the chance of disaster. In good times, we omit to insure ourselves, our houses, our families, our business deals. Now’s the time to cut down on the speculation. You can’t make a profit if you’re out of business.






End of sample
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