Practice of Finance

1) Discuss the role of Finance in a co, a market and society-at-large. Mention the asset allocation function, and the role that ‘sentiment’ plays in Finance. 
Draw a distinction between left-brain (analytical) function and the right-brain (emotional) function of a Finance man. Ask why analysis usually fails as a predictor of the future (eg, the McKinsey/ DCF method as a predictor of the Value of a Firm).

Bring in the definition of the Practice of Finance (as opposed to the Theory of Finance). Introduce basic concepts of Behavioural Finance. 

The Law of Disproportionate Impact. Reward is always for taking risk, not for hard work and ‘achievements’. That is why MBAs die poor.

The Power of Not Doing Anything. Leads to the Principle of Institutional Stupidity, because organizations are designed to DO things.

87% of all trades make losses, 87% of M & As erode value (E & Y), 85% of stock returns come from the sector, not the scrip. The random die is cast 87% against you. 

3.6% of all people are millionaires, 96.4% are not. 1% of the population controls 49-70% of the wealth, 3% controls 70-85% of the wealth. 

In the corporate world, the Rule of Three. Pareto’s Principle.

Some behaviours consistently win out, others lose. Explicit and Implicit Knowledge is not enough, tacit knowledge is what gives you wealth. 

Man is not an intelligent animal, not suitable for modern civilization. Evolution of man has fallen behind the progress of civilization. Eg,

a. Activity is productivity, inactivity is sloth.

b. Evolution is based on physiology, not behaviour, eg the (loner) deer and the tiger Vs. the herd

c. Patterned irrationalities: man-with-hammer-thinks-the-world-is-a-nail, Denial (ie, refusal to accept reality in big disasters), Commitment (ie, once you hold a belief, difficult to accept the exact opposite) 

2) Point out a few behavioural anomalies that do not lend themselves to any theoretical scrutiny (Mental Accounting, Richard Thaler’s/ Tversky’s work, etc.)

Discuss live examples of behavioural anomalies in global markets. Present detailed exposition of 

Stephen Roach’s commentary on US- China trade, Dollar decline and the handling of the Bubble 2000. Link up to impact on commodities (including Gold), Forex flows, and consequent impact on asset markets (equity/ debt and real estate).

Ask how you can have a concept called the “Risk Free” rate, when real rates are negative. Ask for the drivers of Beta, and whether Beta is static. Ask about “expected Rate of Return”, and why all of them change. Therefore, is there anything called the “Cost of Capital”, and why do all its components change? The causative factors behind the “cost of capital”……..explain how Berkshire Hathaway has a “negative cost of capital”? The role of the “carry trade” in determining the Yield Curve….where do Classical Finance models factor in these kinds of phenomena?

The Fibonacci Ratio and the Fractel Variable.

3) Chaos Theory… and Weather Forecasting. Examples of unstable physical systems, with very large levels of uncertainty. How multi-variate analysis creates “chaos” and unstable equilibriums. 

The Butterfly example. 

The concept of Econophysics, which believes that the laws of Physics apply to human beings in groups, when they are under extreme stress. Take Fluid Dynamics, Pressure Theory/ Boyle’s Law, etc to study bubbles. 

Karl Popper and “Rational Thought”. Social Observation Vs. Physical Observation.

Relationship between Chaos Theory and Behavioural Economics, applications to Social Systems involving human beings. For example, Case of non- economic human behaviour……….The Case of the Office Romance. 

Lastly, apply these concepts to complex economic trade- offs……….take a case suggested by the class from any economic area…….markets, geopolitics, Corporate Strategy. 

4) Give a class assignment
. 

Remind them of biases (of too much empathy with either the boy or the girl). The principle of crime detection “cherchez la femme”. Explain why “romance/ sex” is all about Behavioural Economics, irrationality is rooted in sexual behaviour. Hence, the issue of survivorship, mating chips and evolutionary Biology.  The role of “Don’t tell me about it”. 

Heresy in Marketing. “Marketing of Unmentionables”, eg HLL and brothel marketing. How to sell/ display bras in PoP material. Why sex sells. Latvia’s entry into Europe and the cost/ quality of prostitution .  

The source of biases: Natural/ anthropological biases are systematic irrationalities. There are structural irrationalities that translate into biases. Then there are acquired biases: cultural, physiological, regional (caste/creed/ sex/ class), these contribute majorly to behavioural biases. The last and most important are individual biases (which sometimes dominate markets). 

Go through Irrationality ppt.

Question: Can you expand on the “millionaire ratios” to monitor the build-up of personal wealth? 

-Income growth, savings rate and reinvestment rate

-Cos do not become asset allocators merely because they are generating the money. This is the argument against conglomerates. Markets do this much more efficiently, if through an irrational process.

-Go through Millionaire ppt. 

7) The Learning Curve, the need for “willing suspension of disbelief”, the superimposition of multiple Learning Curves. Explicit, Implicit and Tacit Knowledge.  Tacit Knowledge captures value. Explicit Knowledge is a commodity and Implicit Knowledge leads to cost reduction (helps to scale up and capture economies of scale). Language stands on legs (alphabets), and then they become words.  Remind them that they don’t know how to learn.
So now summarise: 3 doors you have opened. Foolishness (ie the existence of irrationality), the sociology of the historical process, the trilogy of motivations (not yet fully dealt with)

The superimposition of motivations (anthropological, sociological/ political, economic) and the depth and commonality of each. Why it is impossible to understand one without the other, and why economics is the shallowest of the sciences………most amenable to Mathematics. The importance of irrationalities of the 2 superior processes, ie. Sociological and anthropological give you the higher irrationalities, eg cultural and structural.  

8) Start by checking how much they have internalized attitudes. (Which is the prettiest girl in class?)

Tell the story of the girl who closed the door.

How the Frame of Reference is determined, by which Man is predominating, ie. Anthropological/ sociological-political/economic-rational. Do a real-time enactment of Black Monday, to show the appearance/ disappearance of each.   

Explain that women are different,  in all 3 forms: anthropological, sociological and economic. This is why the point about survivorship is so important. Their right-brain orientation comes from their anthropological roots, ie, their desire to love and be loved. What would happen to the world if that was not there. To explain relevance to Finance, give Peter Lynch’s running example through his book about the Man Who Knows About The Serious Business of Money and the Woman Who Doesn’t .  

The importance of language in determining Frame of Reference, why strong sexual words are used (explain the Girish relationship).  Why a ‘crossed’ Frame of Reference creates communication problems, eg, fools and sex maniac. Principle of Memory Retention (how does a child learn about “hot”), explain how we are learning the cost of an irrationality under controlled conditions (in Derivatives).

9) Talk about how to build a hypothesis……….granite, acquaculture, containerization. 

Define an irrationality: 2 checks, it does not achieve a Motivation, and it wastes your investible resources (time, energy and money) without giving you anything in return. 

Finally, show an example of how Panic Monday can be located, and you can intervene systematically in markets using this knowledge. The 3 ( range is because of Anthropological Man, the 2 ( range is because of Sociological Man, and the 1 ( range is because of Economic Man….and then there is noise, for which you can use statistical techniques. Once you develop this technique, you just have to add leverage, and the payoff goes to Infinity.

Theory of media (4 windows about crossed Frames of Reference & Info Processing & Echo Effect & Rules of Power Play), Conspiracy Theory of Markets (Lefebre), Risk Minimisation Strategies in trading, theories of employing leverage, Credit/Cash Collateral/ Monetary Cycles, Understanding Inflation & Role of demographics in market cycles. 

Give-aways to sexual behaviour & direct parallels with credit behaviour, community patterns, role of brokers/influencers/ rumours, technical patterns to trap traders,  Ethics in Irrationality (the Case of the Canteen Boy)

Before introducing the Three Women, make sure you find at least 2 opportunities to set off  a “historical process”. Use it to explain the full sequence: the role of power/media, the acceleration of the trend by a ‘motivation’, and the sudden arrest of a trend by the return to rationality.  

Anthropological Woman and her motivations, the search for security, power and the desire to procreate.  Sex is a currency she uses to achieve it, the primal motivation being the search for security (equivalent to the need for survival in man). And just like man, the moment the first level needs are met, she is obsessed with the need to procreate (distinguish between the need for sex and the need to procreate). 

Sociological Woman pursues power, to satisfy her anthropological needs. Economic woman (rational woman) does not exist. If business is war by other means, women don’t make war, they make babies.. Consumerist woman is NOT economic woman (test to see where the class is). She is actually satisfying her emotional (anthropological) needs (test to see how many ‘get it’). The Circle of Stupidity (eg, the Russian neighbour)

Lastly, Economic Woman. Explain  why all women lose because they seek to avoid war (ie, seek security). So they lose their currency willingly (money, if they have it, sex if they don’t). Use the case of Bihar landless labour to explain that ‘currencies’ are interchangeable.

At the request of the Dean, merged with the Main  Course curriculum Announce Round Table counseling sessions, eg.   Remember to mention that sometimes there is no strategy….  

a. Recruitment strategies of corporates, PYT marketing, Topper Syndrome, Political contacts, regional and contact base biases, etc. Positioning strategies for some careers that you know about (Marketing of Financial Services, I- Banking and Investing, Fund Management and Private Banking/ Money Mgt, Broking, Insurance, Corporate Banking, Forex, Commodities, Corporate Treasury & Strategy, Investor Relations, etc)

b. Politics in large organizations, and the role of vested interests. Indian cos are dirty because of Corporate Governance, MNCs are dirty because of vested interests. 

Corporate fraud and misuse of organizations for personal ends (either by the Promoter or the top management). Why this understanding is important for your career.  

c. For those interested in entrepreneurship at some point in their careers, some ideas for small business 

d. A Market Study group, which tracks industries and markets (the volatility around Budget time would be a good case study), and learns about industries and then uses technical charts to build “behavioural maps”

4) Project: analyse a market (for a stock, commodity, debt, forex, or derivative) from a behavioural perspective (as opposed to an Industry Scan that is done in Corporate Finance & Strategy). It is like naming the players on a football field Vs. describing their behaviour on the same football field. Give examples to show how you can come to remarkably different conclusions about future direction, based on the 2 views. Explain that this is why most ‘Finance’ people fail, because they see themselves as Analysts and not Forecasters. The job of a CFO is to anticipate the future, not analyse the past/ present.    

5) Explain the Law of Large Cycles, and the role of greed and fear. Kondratieff Cycles, business cycles, the principle of ‘reversion to the mean’. Explain that without a behavioural view of a market trend, your view is incomplete, just like the names (and vital statistics and past track records) of a set of football players tells you nothing about how the game will go. 

Spend some time taking them through your 2 articles in MFI, and have a discussion on the last section about the impact on long-term cycles. Discuss the rise of Great Investors along with these cycles.

Investors continually make [the] same mistake, substituting familiarity for value-based research and reason, basing their investments and their future on false confidence that, in the end, leads to 

disaster... Just because we know a lot about an investment does not mean it is a good one.

But where then, do we find the right kind of confidence? It comes from several sources.

Soros says it is the steady march of history, the ‘historical process’. The stock market, 

currencies, commodities, bonds, interest rates - in short, everything – are subject to historical, economic and fundamental forces. Finding these forces and investing with the trend - rather than against it - is the key to confidence. Where some might see the continued decline of the dollar as 

a reason to despair, Soros sees just another trend from which to profit. 

If the economy grows slower than in the past – like I have pointed out in my article- again it is 

not a problem, but an opportunity. 

Value is the driver of market cycles. To capture value on the football field of the economy, you have to track it. 

6) Explain the role of Monetary Policy, credit cycles, cash-collateral cycles and bankruptcy cycles (in economies). The role of Inflation (in building asset-price bubbles) and the role of Deflation (in product prices and asset prices). Explain with reference to the US/ China/ Asia situation how they can co-exist. Why this distinction is extremely important in working out the debt stance of a co, and its debt-mix policy. Show how this is a differentiator in all commodity markets (how Balrampur, Hindalco have emerged as superior performers because of their understanding of debt). 

Counter the Milton Friedman (Chicago School) argument that the US is “too big to fail”. Paint the alternate scenarios: how the crisis could be averted by a discontinuous technological innovation (Fuel Cells? Nanotechnology?). Explain the concept of capturing value (Producer’s Surplus) by withholding technological innovation….how this is lost in spreading innovation. Why US Productivity growth is a sham because it measures physical productivity, not economic productivity (the Moore’s Law example).   

Explain the role of “Fat Tail” probability distributions in various areas of Applied Finance (eg, Insurance, Derivative trading, Commodity markets, etc) and how they systematically distort pricing of Financial instruments and cause institutional failures and financial crises. 

The ING Barings and LTCM crisis. Flawed views and mis-estimated probabilities, case of “fat tails” in probability distributions.

Linkages and ‘spillover effects’ between markets: Forex, commodities, equities, debt and derivatives. Explain with reference to the Dollar, Gold, US/ Indian stocks, Fed Rates and derivative positions in Gold and Dollar.

Classical economics failed to explain Black Monday (which was because of automated trading and portfolio insurance contracts, ie, moral hazard)

7) International Fin & Its Stories: total US debt is 3.6 times GDP, the Dollar is an IOU on the US economy, the central Bank regulates Monetary Policy.

Intt differential is the difference in inflation differentials. Economy has 2 kinds of consumption, private consumption and business consumption. 

“Readers will agree that the figures are simply staggering. "A broad measure of the U.S. money supply, M-3, rose by $500 billion in the front half of the 1990s, then 

accelerated by $2.5 trillion in the back half," continues Fred Sheehan, writing in the GD&B Report. "To keep the bubble aloft after the stock market debacle, the amount of 

money issued from 2000 to 2003 exceeded the entire amount of currency printed in the history of the United States, from George Washington's inauguration to 1980."

"Total credit market debt in the U.S. (government, corporate, individual) rose from $4.7 trillion in 1980 to $28.9 trillion by the third quarter of 2001, and hit $33.6 trillion two years later." Today, as was forcibly pointed out to readers on Monday by the Mogambo Guru, total credit market debt stands at $34.625 trillion.

The Insurance industry rests on our inability to properly estimate the probability of occurrence of an event. It gives the industry negative float. The cost of debt is negative. 

In the Amex card business, people are paying you money to keep their money. The cost of debt is negative. 

8) Mutual Fund management track records, the story of Talib about compounded probabilities, and the randomness of (Fund Management) track records. The importance of unique behaviour patterns among Fund Managers (and why a Soros is not ‘accidental’, eg, his punts and his charitable record). 

Take them through a step-by-step history of the build-up of irrationality cycles in a stock (say, Bata). Answer the question: how is all this different from Technical Analysis? Give the example of a beggar at a Railway Station, and the importance of ‘behavioural maps’ of a stock, bond, commodity, etc. 

9) Some Micro remarks (as Case Studies):

a. The CLSA downgrade of Pharma. What was new about 2005? Do we now see big news in the Budget, and the stock in all the “right hands”. Would give a very good example of the application of “behavioural skills” though a running commentary.
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