Chicago Actuarial Association, October 13, 2009
Back to the Future: The Financial Manias of 1720

Good Afternoon,

I'd like to thank you for inviting me to speak &d I'm going to talk about the
South Sea and Mississippi Bubbles of 1720. Therf€iah Times ranked these among the
top five financial scandals of all time. | startedearching this project last Fall, when
there was concern that we had entered a periogHmh there was no precedent.
However, it seemed that the first financial bublrteght have lessons for us.

My goal today is to convince you that even in fiog, it is worthwhile to keep an
historical perspective, that history is not bunks inot just one darn thing after another,
and that we have survived these sorts of bubbleéganics before and will again. Mania
appears to be part of being human. This perspeistigspecially important for this group
since the understanding and management of rigk isyportant part of the actuarial
profession. Qualitative understanding can be a®itapt as quantitative knowledge and
should also impact our estimates of expected askkreturns. John Kenneth Galbraith
said: “financial memory should be assumed to ktsh, maximum, no more than 20 years.
This is normally the time it takes for the recollen of one disaster to be erased.”
Historical perspective is the “I've seen this molbefore and | know how it ends” factor.

| think of bubbles and panics as being the finalrmubset of manias. Manias
include delusions and fads as serious as witchanaftas trivial as hula-hoops. A Bubble
floats, expands, and finally pops. Bubbles areyb&wn hither and yon by the wind,
and thus wind was often used as a metaphor forseka@especulation. The first use of the

term I've come across is from Shakespeare as lwzibled “a bubble reputation”. A few
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decades later, stock promoters, typically calledjgrtors” would ‘bubble’ questionable
‘projects’. In 1720, Jonathan Swift wrote the Igg@em ‘The Bubble’. The last lines of
the poem were:

“The Nation too late will find,

Computing all their Cost and Trouble,

Directors Promises but Wind,

South-Sea at best a mighty Bubble.”

Of particular interest to this group, the matheoahigroundwork for actuarial
science was being established in the decadesrjost@ 1720. In 1671 Jan De Witt, the
prime minister of Holland, published “Value of Lifennuities in Proportion to
Redeemable Securities”, around 1688 Lloyd’s of lamtegan in Edward Lloyd's
coffeehouse, and in 1693 Edmund Halley published.tie Tables. Jacob and Nicholas
Bernoulli developed the mathematics of infiniteiesgiprior to the 1720 establishment of
the first insurance companies in England. Similathmmatics was used to derive a
reasonable value for South Sea stock and the tatrmsik value’, the foundation of
value investing, began to be used by Daniel Defmkathers.

| point this out because there’s a self-congrédmaviewpoint that the financial
markets in 1720 must have been very primitive &g those events cannot have much
bearing on today’s financial markets. In fact, datives such as puts and calls, were well
known and used in the Dutch markets several dedaefese these two bubbles. So were
futures. They played an important part in the asd collapse of these bubbles.

Britain’s South Sea Bubble and France’s Mississggmeme started in 1719 and
petered out in late 1720. Speculators and currBoeed between the two markets and

also impacted other, smaller markets in Holland @edmany. The charts I've distributed
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give you an idea of the scale of the bubbles. These not just isolated bubbles in two
companies; at their peak, they represented a gigntfpart of the national wealth of
Britain and France. At the height of the boom, ¢hpitalization of the English stock
market was greater than the total value of laningland. Half of this market cap was
represented by South Sea Company’s stock. In Frémedlississippi Company was the
only significant publicly traded entity and it cooited the national debt, tax collection,
colonial trade, the Mint, and the equivalent of Eeeleral Reserve. So, a boom and bust
in the share prices of these companies was bouhavi® more consequences than a
boom and bust in the shares of Cisco, for exanple.bubbles also contaminated other
asset classes, such as real estate.

Let’s start with the bubble in France. It's knowariously as the Mississippi
Scheme, Bubble, or System. The term “System” igatt/e of the scope of what its
creator, John Law, hoped to accomplish in Frant@n& point, Law even tried to
eliminate the use of gold and silver as money anEe. Recall that only a few decades
ago five dollar US “Silver Certificates” explicitistated “there is on deposit in the
Treasury of the United States of America five dallia silver payable to the bearer on
demand”. So you see how visionary John Law wasasity during the age of
mercantilism.

Law was the son of a Scottish goldsmith and soowed to London and made a
name for himself as a gambler and ladies’ man.16% duel, he killed a well-connected
gentleman, and was convicted of murder. Law’s tigearranged for his escape from
prison and he fled to the Continent, where he niégléving gambling, utilizing his

knowledge of probabilities. In his spare time, hete two well-regarded books on
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macro-economics and tried to get Scotland, England,other governments to
implement some of his theories. Law recognized dgioédd and silver had no intrinsic
value and their scarcity often constrained econsntising other measures of money
would allow the expansion of credit and improveaaoral economies, especially where
capacity was underutilized, such as in his natisatl&nd.

In the gambling halls of Europe, Law became freemath the duc’ d’Orleans of
France, who after the 1715 death of Louis XIV, Imeedhe Regent for Louis XV, who
was far too young to rule. At this point, Franceredit was shot. Due to the most recent
series of wars, it had a large budget deficit aatibnal debt. The traditional French way
of handling this was to unilaterally change then®iof the debt, the value of the money,
and/or threaten financiers with imprisonment ifytlded not agree to hand back some of
their money. This resulted in the French governnbeing required to pay a much higher
interest rate on their national debt than the D(tdose credit was impeccable) or
Britain.

One of the Regent’s first acts was to initiatehsadinancier purge. John Law was
helped by the low profile that the financial oligas were forced to keep because of the
purge. Law had come to Paris in 1714 and was alde®pen the General Bank in
1716. This was a private commercial bank, but tegeRt was one of the principal
shareholders. The Banque became very profitablé¢harsdwas nationalized in December
1718, at a considerable profit to Law and the otitmgstors. It was now the Royal
Banque, and you can think of it as being compartbéeprimitive Federal Reserve

Bank. The Banque’s notes became Legal Tender. Na@onamercial constraints on the
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Banque’s issuance of notes no longer applied; t@yapproval of the King’s Council
was required.

To settle the claims against him in the purgeagponfinancier agreed to hand
back to the government the monopoly on trade véhRrench colonial possessions in
North America. In August 1717, a deal was made elinethis monopoly was given to
what became known as the Mississippi Company, otbedr by Law. In return for the
monopoly, the Company exchanged shares for exigtigjcly held short-term
government debt and lowered the interest rate dwedte government. This was the
initial tranche of funding for the Company. Thigesd the South Sea Company’s IPO in
1711-13, which we’ll get to soon.

The Company went on an acquisition spree and bg 119 had bought the
tobacco monopoly and also the companies that dedreirtually all of France’s other
colonial trade. Because Law also controlled thedBanhe was able to provide the
liquidity, both direct and indirect, to finance fgeacquisitions.

In contrast to the Mississippi, the South Sea Camplid not control the money
supply and had no substantive non-financial busggeslhe South Sea Company only
made perfunctory attempts at colonial trade, bbhdaw was serious about it. To build
a fleet and make these acquisitions required mandyso the Company had to sell more
shares. For these additional tranches of fundimgtompany used an innovative
combination of leverage and derivatives. The se¢anrtthe of funding in May 1719, for
example, allowed the public to buy shares at 5@ lia premium to the market price of
450 livre, up from the initial 150 two years earliat first glance, you would say that is a

pretty bad deal for subscribers. However, to subsgrou only needed a down payment
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of 50 livre, followed by 20 monthly payments of b@e. After the first monthly

payment, you could freely trade the subscriptights. If you missed a payment, you
only lost the initial downpayment. Thus, this i®anm of Call option and also has a lot of
similarities to a mortgage where you just mailhe keys if things go badly. Finally, in
order to subscribe, you needed to own 4 sharestferoriginal tranche, effectively
supporting those prices.Even this early in the @ecyou can see two of the common
features of bubbles: new or excessive forms ofreyeand derivatives.

Another feature of bubbles is a wave of liquidltythe first half of 1719, the
Banque issued 160 million Livre of Notes, includB@ million just before the second
tranche of shares. This was more than the peacatimgal government expenditure.

In July, Law struck a deal to run the French Martnine years in return for an
annual payment to the Government. Mints profitedaiyng advantage of the difference
between the cost of bullion and the nominal valuge coin. Following this, the Banque
issued another 221 million livre, and the Compamycaunced a third tranche of share
sales. The market price was now 1,000 livre. Thefprma price earnings ratio was
around 17 so it is hard to argue that the valuatiwere unreasonable despite the increase
in share price and the fact that the new markewaagd be twice the peacetime annual
expenditures of the government. One could alsoeatigat the rapid increase in the
money supply was needed to reverse the deficientibe past, when the economy was
starved by a lack of silver/gold coins and an imma&abanking system. A troubling note
however was the tripling of the Company’s dividettdhe same time as the company
was raising massive amounts of money by sellingkstéhis was another device that

ended up being copied by the South Sea Compaisystitl used today when companies
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leverage their balance sheets to pay a specialafd. You always have to ask yourself:
is it prudent for a company to increase the diviieten it is seeking large amounts of
additional capital?

Within a few weeks the share price rose to 3,008,150 times earnings, and it
was tougher to make the case that the price wéBgds especially since so much of the
company'’s business was based on monopolies grasaeek for just a limited time, by a
government with a history of breaking faith witk financial partners. You would have
to make very optimistic assumptions about the Riprofitability of the monopolies.

In August, Law and the Regent announced a sturplang The government
would annul the lease on the tax farms that had baen to another company and
transfer it to the Mississippi Company at a mudhbkr lease payment. Tax farming is a
system where private parties pay the governmeined fee in return for the right to
collect specified taxes. If more taxes are coliéthan the fee, there is a profit. In return
for the tax farms, the Company would issue moreeshand exchange them for the
remaining national debt. The existing debtholdeosid be forced to accept shares
paying a lower dividend, but would have the oppaitiuto make (or lose) based on the
share price. Instead of paying 4%-5% to the holdétke existing debt, the government
would pay 3% to the Company for the new debt. Binesach of the original tax farm
lease agreement should have caused concern foashelows backed by the
government’s long term agreements.

The Company would pay for the deal with threecdhas of stock offering,
summing to 1.5 billion livre, 17 times the total @nmt raised in the two years prior. That

assumes the full amount of the subscriptions wasallg collected, not just the
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downpayment. The share price had broken through,®@0 Livre mark. Unlike the prior
stock offerings, these did not require purchaseedready own shares, but repeated the
tactic of just requiring a small downpayment follEshvby monthly payments. When
purchasers had difficulty making the monthly paytsethe terms were changed to
quarterly payments. Eventually the Company woukehelwan up to 2,500 livre per share
at an interest rate of only 2%. Soon the shareem@ttled in the 9,000 — 10,000 livre
range.

Modern profit estimates range from 134-218 livee ghare. Law’s own estimate
was 152. Bear in mind that most of these profitsavekependent upon the monopolies
granted by a fickle government. They could haradiycbnsidered perpetuities. Despite
this, the dividend was soon raised to 200.

You could still tell the story that there was hyugeential in colonial trade.
International trade was exploding, especially igasutobacco, and slaves. To reinforce
the excitement about colonial trade, several caltion expeditions went to the New
World. In 1718 New Orleans was named after the Duae. actual colonies were at best a
few shacks, although the reports the Company diged put a nice gloss on them.

In January 1720, Law was made Controller Gen#ralequivalent of Prime
Minister, Treasury Secretary, and Federal Reseharfan rolled into one. Everything
seemed great. France was awash with the economiesnce you'd expect from a
rapid increase in asset prices and liquidity. Laag\the Maestro. This caused great
concerns in England. After several decades of wir France, England had been
looking forward to a less stressful period withrie@a weakened by a bankrupt economy

and a boy-king. Now, the French economy and spig¢imed vibrant. Capital was leaving
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London for Paris where fortunes could be madeotidon lost its financial preeminence,
could military weakness follow?

It soon proved impossible to keep the money irfittencial system from
sloshing into the ‘real’ economy. Law was awaréhef risks involved with excess
liquidity, but believed that the bricks and moraonomy would expand quickly enough
to utilize the extra money. This proved false dmet¢ was a rapid increase in commodity
and other asset prices. For example, in Parisestate soared to a Price/Earnings ratio of
50. Law tried to put the genie back in the bottle the Maestro seemed to have lost his
touch. In February and March a series of measuees proclaimed and then reversed.
The Banque announced that it would no longer framk notes to support stock
purchases. The Company’s share price dropped byoomtn in a week.

Law tried to reduce the importance of gold andesilPossession of more than
500 livre in coins was prohibited, as was the wepdf diamonds and fine jewelry, and
the manufacture of gold and silver artifacts. Gefts to be demonetized and silver to be
gradually devalued. Large payments had to be nratdank notes. All of this was to be
enforced by a system of informants and searches.

The Company office that had opened in late 1718utoand sell its shares closed
in February and then reopened under a differenen&ow the office would convert
stock into bank notes at 9000 livre, which effeetyvymonetized the shares, whose market
cap was now 5.4 Billion Livre. The bank note supplpanded by 2 billion livre, keeping
9 printing presses running. An edict allowed vagaiso prisoners, beggars etc... to be
forcibly sent to Louisiana. Press gangs were paoptilas edict was reversed two months

later.
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In May, the Bank was closed for 10 days due targiyun. Foreign money left
for England as the South Sea Bubble began to @fanh May 21, it was announced that
the Mississippi shares previously pegged at 9,06@advnow be pegged at 5,000. There
were several days of rioting and the devaluatios keaersed. Law was fired on May 27
and on June 1 was recalled by the Regent. In Jo@es were regular public burnings by
Law of shares and bank notes to withdraw them fcooulation.

Lessons we can learn from this are that withdrgwviouidity can be very difficult
and that consistency of policy may be as impordarihe correctness of the policy.
Markets need to know the rules of the game. This evee of the big concerns a year ago
when it seemed as if the rules were changing biathe. When the rules are changed,
the markets need to have confidence that the p@oplegarge know what they are doing.

In July, there were many bank runs, and seveglpavere crushed to death in a
crowd trying to exchange paper for coins. Law'ss®and coach were attacked and he
moved into the Palais Royal. Even worse, an epidedneither smallpox or bubonic
plague struck southern France. Perhaps 30,00000G@¢cople died over the next few
months. It was seen by some as divine punishmemnhéoexcesses of Law’s System.
You get the sense of a society that is rapidly kargadown.

By October, shares were valued at 2000L. HalBtheknotes and 2/3 of the
shares had been withdrawn. The Regency Counciliarueal that notes were no longer
legal tender and had to be converted to annuMesy of Law’s staff left the country,

fearful of the future.
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On November 27 the Bank was closed. Shareholders kgquired to lend 150L
per share to the Company. On December 18, Law @srgbh left France for Brussels.
Law’s wife and daughter, who had remained in Parese not permitted to leave

Keeping these events in mind, let's see was hapgeweross the Channel.
England too had accumulated a large national dehtrasult of the wars. Queen Anne
died childless in 1714. The Act of Succession hadldwed Catholic claimants to the
throne and it passed to George of Hanover, in nrmo@ermany. There was a justified
fear of invasion by the descendants of the Catldalioes I, deposed in 1688. There had
been an invasion attempt in 1715 and even thirdys/&ater their supporters, called
Jacobites, occupied Edinburgh and marched intodaag|

England’s financial system, spurred on by the Bundluence and the need to
fund the wars with France, was now perhaps the awsinced in the world. At around
this time, the modern party system developed ind&hth To generalize, the Whigs were
the party of the commercial classes and the citied,strong supporters of the
Hanoverian succession and the wars against Fraheel ories were the party of the
landed gentry and the Anglican Church. They wetdahmilled with the Hanoverian
succession and some were sympathetic to the Jasobhie Bank of England, founded in
1694, was generally considered to be a Whig irgiity just as Fannie Mae in our own
times was generally considered to be a Democratity fhstitution.

In the last years of Queen Anne’s reign, the Bocentrolled the government, led
by Robert Harley. In 1710 Harley was looking faway to reduce the government’s debt
load and thus was receptive to a proposal put foytheveral partners in the Sword Bank.

Parliament was to charter a new company, the See#t which would be given the
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Asiento, the monopoly that the Spanish crown gavétfe slave trade with Spanish
South America. Of course, Spain had not agreellisdout that was a mere detail since
the Company really was not serious about doing mutiihthe Asiento. The Company
would issue stock and exchange it for a portiothefpublicly held government debt.
Debt refinancing had traditionally been done byBlaak of England; the weakening of
the Bank was an added bonus from Harley's perspeecti

Nothing earthshaking happened with the South Seapany until 1719. The
Whigs had been in power since 1715. Surprisingly,Gompany had managed to
ingratiate itself with the Whigs. In 1719, the Sotea Company reached a deal with the
government. The Company was allowed to sell aduilishares of stock in order to buy
back from the publi€1.5 million of government annuities. These annsitiere paying
7-9% interest with no early call provisions. Thét®lders would receive stock with
greater liquidity worth close to the debt’s failwa The converted annuities, now held
by the Company, were converted to new debt thatoatiable and paid interest of only
5%. Interestingly, this was less than the dividpatl to Shareholders of the Company.

What did the Company get out of this? It's impotte remember that Parliament
had to authorize the issuance of new shares b@dhepany and authorized the issuance
of more shares than would be needed for the coioverShe Company could sell the
excess shares. The higher the share price, themmey that the Company would
receive for the excess shares authorized by Patianin 1719's refinancing, the
conversion ratio, and thus the number of excesgeshaas set by Parliament.

The 1719 conversion turned out to be a dry rutfermuch larger conversion of

1720, when the conversion ratio was not set byidaent. The higher the share price,
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the fewer shares needed to be given to the delatsoldr their debt conversion. This left
more shares (of those authorized by Parliament)tigacompany could sell on the open
market. Thus, the incentive to ‘bubble’ the sto@sveven higher than usual since the
Company would be able to sell even more shareganchore per share. It is no surprise
that a Company would like to get as high a pricpassible when selling shares. In
contrast, companies during the Internet Bubblebdeditely underpriced their IPO’s in
order to generate a post-IPO pop. Both approaaieegugstionable.

In January 1720, when the Mississippi Scheme wis peak, the Company
approached the Exchequer, proposing that the Coymeatructure the entire national
long term debtf38 million) not already held by the Company, inchgidthe£7 million
held by the Bank of England and the East India GamgpThe government would get a
lower interest rate, more freedom to call the depand money upfront from the
Company. Parliament loved the idea in principld,required the Bank of England to be
allowed to counterbid. A bidding war ensued, antMarch the South Sea Company’s
revised offer was accepted. The restructuring waked back t&€31 million and
excluded the debt owned by the other companieiieehis, the government would
receive much more money from the Company and an leveer interest rate.

The Company was supposed to first offer sharég texchanged for debt and, as
those conversions happened, the Company woulddeeal to create Treasury shares
that could then be offered for cash. In realityfing stock offering, on April 14, was a
money offering. Subscribers had an initial 20% pagtnfollowed by 10% bimonthly

payments. Furthermore, the Company would lend #3100 per person to subscribe.
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To compete, other English companies ended up usengame techniques, leveraging up
the market as a whole. Remaining cash held by tmegany could be used to pay bribes.

The South Sea projectors went far beyond the ymaig} bribery. The bribes went
to almost all of the major politicians of the rgiparty, the King’s mistresses, and
possibly the King himself. The bribes were botleash and call options on the stock
price. The typical strike price w&200. One person not bribed was the future Prime
Minister, Robert Walpole, who on this occasion wassording to one historian “so
astute that he had curbed his own great venalfficently to be free of any complicity
in the scandalous episode”. In fact, Walpole waslifag with the ruling clique so he
probably wasn’t considered worth bribing.

The bribes were recorded in a secret ledger,célle Green Book, kept by the
Company’s cashier, Robert Knight. A year later,dnifled to the Continent taking the
Green Book, which was never seen again (much teetref of many politicians). While
the English government publicly asked to have hxnaglited, privately it arranged his
escape from custody. In our enlightened times evétdbribe politicians, we give them
political contributions and special rates on magteg especially if they are on key
congressional committees.

We saw how the Company benefited from the rigba@nstock price. Now we see
how Government officials also did. The bondholdds® perceived a benefit by the
“certainty” of capital gains. The share price hacreased fronf120 to£300 in early
April. In the Age of Newton, a stock price in mativould certainly continue in motion,

a belief supported when even the King subscridi,000. Clearly, in both France and
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England, government officials were tightly linkexdthe institutions. Thus there was the
expectation that these firms would not be allowethtl.

The price rise would accelerate further as the g used some of the same
bubbling techniques used in France. In additior¢csfative money had started to return
to London from France as things fell apart there.

The first debt subscription and second money sudigm followed two weeks
after the first money subscription. While thattfinsoney subscription was issued slightly
below the market price, in the second subscriptenprice wa€400, much higher than
the market price of330. The Company had realized, as John Law ditl ey payment
terms allowed them to charge a premium. It's eféety an out of the money Call option.
The terms were easier in this subscription, onBbtdwn with the balance in 10% tri-
monthly increments. Some of the money was lentbsesribers. Lending to subscribers
had the advantage of keeping the shares off thkaaince they were held as security.

In the 3-4 weeks prior to the next money subsiompon June 17, the share price
almost doubled té8745. The terms for this new subscription were avene lenient:

10% down, followed by 10% semi-annual incrementgro@ng a year in the future! As a
result, the subscription price wé$,000. In this case, subscribers didn’t even receiv
their receipts for several months. Furthermorghéedebt subscriptions, bondholders that
converted did not get their stock certificates lulnuary, after the collapse.

This provided a spur to financial innovation. Gants were traded that provided
for delivery of receipts ‘as soon as the receiptdlde delivered out by the said
Company'. This was trading of ‘to be issued’ ret®ifor ‘to be issued’ stocks. Of course

bondholders that converted could hedge themsetviggeifutures market while waiting.
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It is all thoroughly modern. In fact, receipts &tock subscriptions and conversions were
more liquid than actual shares since their ownprdid not have to be registered in the
Company books, which was a bureaucratic process.

As the Company was selling shares during thesetrendther subscriptions in the
Summer, it was also buying shares to support tive gForeign money was pouring in.
The shares of other companies in England wereiatseasing. Robert Harley’'s brother
wrote to him “No one is satisfied with even exoabit gains, but every one thirsts for
more, and all this founded upon the machine of pearaslit supported only by
imagination...”. At least 200 new companies went ylshost of which did not survive.

Dutch share prices were also bubbling, although $pectacularly than in
England or France. There was even a special rgadftEnglish speculators to invest in
Dutch insurance companies. Speculators establissgecially fast communication
systems between England and Holland.

By the end of August, the Company faced a liquidrtsis. Assets wergl14
million, versus liabilities of onl{¥15 million. Unfortunately many of the assets wefre o
poor quality or were long term and could not bedusepay the short term liabilities.
Even back in 1720 and then more recently with Estaarns, prudent business people
knew that Long Term Assets vs. Short Term Lialeitivas a recipe for a Liquidity
Crisis. The Company had no cash to pay those ili@sil having spent so much
supporting the stock and paying bribes.

All that remained was the inevitable liquidity eteThe stock price had peaked at
£1,050 on June 24 and gradually drifted down bel8®0. Many believe that the

speculation in Holland and the final subscriptibasl sucked a lot of money out of the

Robert B. Bresticker 630-386-0198RBB@BrigadoonBay.com Page #16




London market. As is so often the case, the attigglering events appear to have been
of the Company’s own making.

In this case, on August 18, the Bubble Act, désttias ‘'so ambiguous as to be
almost incoherent’, started to be enforced. Padiatrhad passed the bill in June, at the
instigation of the Company, forcing corporationhéwve a charter and stay within the
limits set by it. The Company was concerned thahaay other companies were being
formed and raising money that they were siphoniogey from the Company. No con
artist likes to see someone else plucking his fs/@igeon.

When the Act started to be enforced against sdrtteecsmaller companies, there
were increasing waves of selling of shares of congsathought to be vulnerable. This
caused margin calls forcing holders of even thgdaompanies to sell. In a liquidity
event, you sell what you can, not what you wantyasaw in the Fall 2008. Within a
few weeks, some smaller banks failed.

On August 31, the Company declared a substantiakase in the dividend £50
for the next 12 years! The share price had declioéd70 and the market seems to have
perceived this dividend increase as showing si§pseic by the Directors. They were
running faster and faster to stay in place. On&uper 6, the share price had declined to
£660 and two days later the Directors declared aigp€hristmas dividend. The
following day the share price was downt&0DO0. This was a point at which a lot of new
money had come in and there was additional waseltihg caused by margin calls and
the psychological need to avoid a loss.

On September 19, there was a run on the Sword, BaalCompany’s bank.

Collapse was narrowly avoided by paying in smadirae until closing. Around then,
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there was a meeting between government officiaéstompany, and the Bank of
England, similar to what we've seen with Long TeZapital, Bear Sterns, and Lehman.
The Government pressured the Bank to bail out thhegainy because of the risk to
‘Publick Credit’, what we today call systemic riSkhere was an agreement of sorts for
the Bank to re-liquify the Company, assuming thenayocould be raised, based on a
South Sea share price££00. On September 24, the Sword Bank failed and the
Compnay’s share price declinedf®00. Shortly afterwards the Bank of England
withdrew from the bailout, concerned that the Conypaould bring them down also.
This was not a trivial concern, since the Bank alas combating bank runs. Also,
because of the liquidity crisis, the shares of éerbluest chips in London had collapsed
during September. The shares of both the East &rdiaRoyal Africa companies
declined by more than 50%. The Bank of Englandeshamly’ declined by one fourth.
A common characteristic of popped bubbles is gunent of those presumed to
bear responsibility. At this point, I'd like to talan extended quote from Charles
MacKay's 19" century classic ‘Extraordinary Popular Delusiond ¢he Madness of
Crowds’. Although he may have overstated the dassm’t improve on his wording:
public meetings were held in every considerablentof the empire, at which
petitions were adopted, praying the vengeanceefdabislature upon the South-
Sea directors, who, by their fraudulent practidesg brought the nation to
the brink of ruin. Nobody seemed to imagine thatrtation itself was as
culpable as the South-Sea company. Nobody blaneettéldulity and avarice
of the people,--the degrading lust of gain, whiekl kwallowed up every

nobler quality in the national character, or thdatuation which had
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made the multitude run their heads with such flaatigerness into the

net held out for them by scheming projectors. Thi@sgs were never
mentioned. The people were a simple, honest, hardiitmg people, ruined
by a gang of robbers, who were to be hanged, drawwd,quartered without
mercy.

This was the almost unanimous feeling of the egumhe two Houses of
Parliament were not more reasonable. Before thé glithe South-Sea
directors was known, punishment was the only cryrhe. Lord Molesworth was
particularly vehement. "It had been said by sorhat there was no law to
punish the directors of the South-Sea company,wéte justly looked upon
as the authors of the present misfortunes of thie sin his opinion,
they ought upon this occasion to follow the exaroplbde ancient Romans,
who, having no law against parricide, because thegislators supposed
no son could be so unnaturally wicked as to emhrsdéands in his
father's blood, made a law to punish this heinause& as soon as it was
committed. They adjudged the guilty wretch to bensim a sack, and
thrown alive into the Tiber. He looked upon thetderrs and executors
of the villanous South-Sea scheme as the parriatidseir country, and
should be satisfied to see them tied in like mamsacks, and thrown
into the Thames." Other members spoke with as nvaakh of temper and
discretion. Mr. Walpole was more moderate. He rev@mded that their first
care should be to restore public credit. "If theyadf London were on

fire, all wise men would aid in extinguishing thenies, and preventing
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the spread of the conflagration, before they ingdiafter the incendiaries.

Public credit had received a dangerous wound, ayddleeding, and they

ought to apply a speedy remedy to it. It was timeugh to punish the

assassin afterwards."

This excerpt could apply, almost unchanged, toRFa#itand Winter.

Speaking of Walpole, once the bribes were madégab a result of the
Parliamentary investigation, Walpole was one ofl#éis¢ Whigs of any consequence left
untainted. He had made his reputation as a finhexert and had been wise enough to
listen to the advice of his even wiser banker wiso arovided the outline for the August
1721 bailout. It was based on the principle th&rgane shares in the pain, including the
government. Appropriately, it was called “An ActRestore the Public Credit”.

Most of the Company Directors had a large patheir estates confiscated even
though they had broken no laws. Several of those M&t had taken bribes were
expelled and fined. Some were imprisoned. At leastcommitted suicide. Others had
the decency to die of natural causes. John BibetSouth Sea’s chief executive, gave
state’s evidence to Parliament’s Committee of Scaad died in obscurity in 1733
Robert Knight's estate in England was confiscatethie made another fortune in
Europe, and amazingly enough was allowed to puechdoyal Pardon in 1742, after
Walpole’s fall.

Walpole was clever enough to resist fully utilgitinis opportunity to punish his
Parliamentary enemies and thus screened some ofdkehighly placed of those bribed,

leaving them beholden to him. Others were only matedy punished in return for being
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designated ‘fall guys’. Walpole balanced the ne®dlie appearance of justice against
maintaining some semblance of legitimacy for theegpment.

In France a similar bailout occurred. It was rymiembers of the French
financial oligarchy that had been in power priodatn Law and seems similar to the
English solution. Supposedly a half million peofiled claims for losses, although that
seems far too high. Claims of less than 500L weteeduced. The average holder ended
up getting 17% of face value in March 1722. Laéer additional tax was imposed on the
property of those that had won big. The Mississ(ppmpany’s non-maritime
monopolies were forfeited and the Company was reddonsible for the Bank’s debt.
The Company was put into receivership and was eaéiptliquidated in 1770.

Despite the convulsions immediately after the &yss collapse, French society
reverted to the pre-System status quo within ayleavs. Because the Roual Banque was
S0 new, it did not have a long history of bendfitpoint to and its collapse discredited
the whole idea of a central bank and the New Fieamé-rance. The financial oligarchs
returned to power. The market interest rate ontguerpetual debt continued its pre-
System status of carrying a much higher interdsttren that imposed on England and
Holland.

The major long-term consequence related to oppitytaost. France distrusted
paper money and banks for almost one hundred y&hrsh likely contributed to the
country’s relative weakness versus England. Eveerwtew banks were established,
they were careful to avoid using that term. PetikeeMontesquiu and Voltaire advanced
the argument that Law was a mountebank. Voltairernented in 1729 that “Paper

money eventually returns to its intrinsic value zero.” Despite this, even he believed
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that “in the end, although many private fortunesengestroyed, the nation soon became
richer and more mercantile.” However, some modéstohans disagree.

In England, while the Bank had some close calsyoided being brought down
by the collapse of its competitors. Also, it ha@gmén existence for 25 years and had time
to gain credibility and co-opt much of the rulingss. Many of the most fervent English
opponents of the New Finance had been discreditetthéir Jacobite leanings.

Bearing this in mind, what are some templatedbidobles? First, it's probably too
much to hope that we can avoid all future maniasnills are, by their and our very
nature, difficult for human beings to resist. Wa t@wever hope that understanding the
past will help us avoid the worst repercussionthofe manias.

Second, behind most bubbles is a story. Peopkedayood story, especially if it
IS sexy. A true story can serve just as well aarg tale. In 1720, the story was the
colonies of the New World. In 2000, it was the intg. In 2006, the story was the
increased safety represented by securitizatiordasalsification.

Third, virtually all bubbles have excessive leggrand/or use of derivatives. A
virtue taken too far becomes a vice.

Fourth, bubbles in one asset class infect otleatatasses as exuberance and
wealth increase. In bubbles and panics, virtualBrg asset class is correlated. Often,
real estate is involved because of its illiquidityd traditional leverage. Similarly, a
bubble in one country is rarely confined to thatrtoy. Money sloshes due to an increase
in the supply and velocity of money and credit.

Fifth, investors in a bubble buy not for the inwvesnt merits but for fear of

missing the move. We're all familiar with Chuck iae’s quote from July 2007: “When
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the music stops, in terms of liquidity, things Wik complicated. But as long as the music
is playing, you've got to get up and dance. Wéilledancing,” Sometimes the bell does
ring. | remember reading this and starting to takeore bearish stance, although not
nearly bearish enough. It's no surprise that thea@r Fool Theory was well described

by an anonymous pamphleteer in 172Zthe additional rise above the true capital will
only be imaginary; one added to one, by any strefakulgar arithmetic will never make
three and a half, consequently all fictitious valnast be a loss to some person or other
first or last. The only way to prevent it to onéselst be to sell out betimes (sic), and so
let the Devil take the hindmost."

Sixth,Pigeensl mean non-traditional investors, are attracteth&nias. In 1720,
there were many stories of servants getting rich boEngland and France, along with
other non-traditional investors such as women aea @oets like Alexander Pope. Most
of you have heard the story of the shoeshine bapginvestment advice to Bernard
Baruch in 1929. In our own day, television had¢bantdown to Dow 10,000 on CNBC,
Carmella Soprano first investing in stocks and theilding spec houses, even the
episodes on King of Queens when the Heffernenda@rg the same. Finally, there were
the cable channels apparently dedicating to fligfiauses.

Related to this is, seventh, conspicuous consemptnd the envy of others
getting rich. The South Sea and Mississippi moeeytd boom times for coaches,
jewelry, servants, and real estate. Often the &eypressed as a desire to put money to
work instead of having it in boring, safer venturdsry Seinfeld reminds us that

sometimes when your money goes to work it endsetijing fired.
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Eighth, governments typically actively or impligisupport the manias and then
arrange bailouts. To divert attention from theimosins, demagogues go to the head of
the mob, leading the cry for revenge.

Ninth, bubbles lead to an increase in what Johmi€th Galbraith called the
‘bezzle’, the inventory of undiscovered embezzlemm®n good times people are
relaxed, trusting, and money is plentiful. But etresugh money is plentiful, there are
always many people who need more. Under thesensgt@nces the rate of embezzlement
grows, the rate of discovery falls off, and thezZbeemcreases rapidly. In depression all
this is reversed. Money is watched with a narravgpscious eye. The man who handles it
is assumed to be dishonest until he proves hiragedfwise. Audits are penetrating and
meticulous. Commercial morality is enormously inyeh. The bezzle shrinks.”

My final observation is that French and Englishisty a few years after the 1720
bubbles looked very similar to a few years priacigties have a great deal of inertia and
it usually takes a lot more than a financial mdaidivert a society from its long term
trendline. You could even make the case that termonents at least benefited from
these manias, since they emerged with their debtranch sounder basis than before.
There are no hard and fast rules of course andicirthe Great Depression was also the
Great Exception, but the events of 1720 give usare&o believe that the New Normal
may look very similar to the Old Normal.

I'd be happy to take questions now. Also, if yemd me your email address,

there’s supplementary material | can send you.
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