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C H A P T E R  1

The hundred billion dollar question

“So what do you think of bitcoin?” At the                     
moment, not a dinner, not a drinks party goes by without 
a certain erstwhile private banker being quizzed on       
cryptocurrencies. His standard response? “You can 
make a lot of money with it.” The follow-up question, 
posed with anything from surprise to a hint of horror, is 
invariably an enquiry about whether I have any bitcoins 
myself. “Why, of course! Ever since publishing the         
bergsicht on blockchain technology two years ago.” Aha 
– but am I not worried that there’s nothing to back it up? 
“Conventional fiat money is created out of thin air by 
the central banks – do you really imagine that their bal-
ance sheets, bloated with government bonds, have an 
intrinsic value any greater than ‘nothing’?” Ouch. “Aren’t 
you worried about your investment, given the high levels 
of volatility?” Well, any concern is limited, their interloc-
utor replies, because each time the bitcoin price dou-
bled, he made sure to pocket 50% of the winnings on his          
initial (and sadly far too modest) investment.

What is actually going on in this dialogue? It’s a 
conversation between two people in relative ignorance, 
where neither is fully aware of the essence or import of 
the subject at hand – not even the ex-private banker. He 

may have some theoretical notion of how the technology 
for generating bitcoins works (algorithms) and, from 
personal experience, he has a basic idea of how one goes 
about acquiring – and disposing of – the cryptocurrency; 
but that’s about it. In what form bitcoins might survive, 
however, i.e. whether they will fulfil an essential func-
tion in society and the economy, he has not the slightest 
clue. Whether several cryptocurrencies – or even a 
whole suite of them – will be able to co-exist and com-
pete against each other? Equally in the dark. Whether 
their possession will be criminalised at some point? 
Who knows? Back during his days as a banker, he would 
have instructed his analysts to go away and do a lot more 
spadework on the fundamentals before venturing to      
offer an investment recommendation.

But this is no longer just a sideshow. Substantial 
sums are involved. Calculations (which are admittedly 
subject to the vagaries of wildly fluctuating prices) made 
on 30 November 2017 arrived at a market capitalisation 
of some CHF 300 billion for the ten leading crypto-    
currencies, from bitcoin through Ethereum, Ripple and 
IOTA to Cardano; bitcoin is in pole position with a mar-
ket share of almost 60%. So there is no shortage of peo-
ple round the world who have shown willing, or have 
already exchanged, their precious Swissies and green-
backs for these supposedly esoteric “things”. What’s 
more, these people are assuming that what they think 
they own, courtesy of a file on a computer, will retain its 
value or even appreciate – a computer file, nota bene, that 
can be localised nowhere and thus enforced nowhere, 
but nonetheless exists by virtue of being saved ubiqui-
tously and simultaneously on countless machines.

If we’re honest (and honesty is the best policy), we 
should admit that we are ignorant about an awful lot in 
our world at the end of 2017 – and this dilemma is what 
bergsicht 28 seeks to explore. We shall refrain from              
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rehashing our explanations of blockchains and bitcoins; 
there is little to add to the edition we published in            
January 2016 (No. 17) on this score. Instead, using a vari-
ety of examples, we hope to demonstrate how clueless 
we all are in respect of so much, and how perilous the 
situation has become, given that it is now virtually           
impossible to make even vaguely reliable valuations of 
economic assets or aggregates. The ebullience on the      
financial markets only compounds this ignorance, adding 
reckless, self-inflicted exuberance to the mix. At a recent 
and high-profile financial event in Zug, a young man re-
counted to a mesmerised audience how easy it had been 
for him(!) to raise CHF 15 million via an initial coin offer-
ing (ICO). No mean feat, it must be said! And yet the 
fellow in question, who seemed incapable of dishing up a 
complete German sentence without a generous 
side-serving of English buzzwords, was incapable of pro-
viding any coherent answers when questioned about ex-
actly what the money was to be used for, what the 
parameters of the envisioned project might in fact be, 
and whether a suspected attempt to sell hot air might 
not constitute an offence (fraud) under Article 146 of the 
Swiss Criminal Code.

Were we doing the man an injustice with our 
sceptical questioning? Possibly. Who knows, his ICO 
might turn out to have been the seminal moment in a 
genuinely trailblazing new venture… This situation is a 
microcosm of the broader dilemma we face at the end of 
2017: cluelessness as to what will hold value for tomor-
row and the day after, and what will melt away into 
Scotch mist. As mentioned, cryptocurrencies are worth 
some CHF 300 billion at the minute. That figure could 
soon be back in the cellar; then again, it could represent 
the beginning of something far, far bigger. Bitcoin is 
viewed as “gold” by certain people, Ethereum as oil for 
the future, the propellant that will fuel Industry 4.0. If 
that were to prove the case, then current valuations for 
both bitcoin and Ethereum would still be modest.        
What are we to believe?

C H A P T E R  2

Lost in limbo

Given that we are dealing with technologies 
whose mode of operation is hard to grasp and whose im-
pact is difficult to prophesy, it is hardly surprising that a 
valuation crisis has arisen. For just this reason, some de-
gree of stability in those areas that normally afford us 
security and predictability (in civilised countries, the so-
cial and political institutions) would be all the more wel-
come. Yet the opposite seems to be true – where’er the 
eye may roam, precarious majorities and governments 
built on sand seem to be the rule rather than the                      
exception.

It is well known that Donald Trump did not be-
come president of the USA through the popular vote, 
but as a result of the electoral college process that is a 
function of the US’s federal system. He has to fight for a 

majority in Congress and only certain factions of his own 
party back him. Important pieces of draft legislation 
have thus been stymied already and whether his tax re-
forms, which add up to the most important project of 
his presidency, will in fact make it to the finish line re-
mains to be seen. The administration and the military 
complex in particular are hesitant to follow the presi-
dent’s lead; indeed, news has recently percolated down 
that the infamous “red button” has been disabled, and 
only an unidentified group of military strong men can 
now authorise a nuclear attack. Is a shrug of the shoul-
ders, perhaps even a discreet sigh of relief, an appro-     
priate response to the fact that the seemingly so erratic 
Trump (who is doing his utmost to reinforce this impres-
sion) has been stripped of the supreme executive power 
to make such a decision? Not really. The global nuclear 
peace that has held for 70-odd years is based on brink-
manship with a very specific set of rules – constraints 
that obtain only when there are very few people who, 
while able to unleash mutually assured destruction at the 
touch of a button, nonetheless refrain from doing so be-
cause their opponents have exactly the same constella-
tion of power. If one side starts to believe that, due to 
some new institutional arrangement, the capacity for 
immediate counterstrike could be delayed or even ren-
dered impossible, the whole business becomes a lot     
dicier; there might be a certain temptation to give it a 
whirl after all – especially if the head of state you are up 
against is not a cool Putin or an imperious Xi Jinping, 
but rather a crazed Korean or a potentially fanatical Per-
sian. In short, the risk has risen enormously. Has this 
been recognised on the financial markets, priced into                    
valuations?

A further veil of uncertainty has been cast over 
the EU and the UK – all the hullabaloo surrounding the 
“agreement” on the Brexit divorce bill is a distraction 
from the fact that a highly complex assembly of stake-
holders will ultimately have to approve the settlement. 
Prime Minister May could be toppled at any time; the 
knives have been sharpened for a good while but remain 
sheathed for now, as the protagonists are keenly aware 
that fresh elections could allow power to slip into the 
hands of uncontrollable forces. Coherence within the 
EU on assenting to a Brexit deal is an equally unknown 
quantity, as there is a real risk that each member state 
will seek to feather its own nest in exchange for signing it 
off. What is needed is a consensus among the four or five 
most powerful European nations, a consensus of re-
spected and undisputed statesmen and stateswomen, in 
other words, and those would be Emmanuel Macron – 
and who else, pray? Sebastian Kurz? Well, he may have 
what it takes, but Austria is hardly a big player. Rajoy? 
Rutte? Berlusconi? The long and the short of it is that 
there is a considerable risk of things going awry in            
Europe, and this risk has been significantly heightened 
by the elections in Germany, whether or not we end up 
with a “grand coalition” re-run. Have these risks really 
been recognised and priced in? We think not. 

Meanwhile, the spectre of territorial unrest is eat-
ing away at the national identity of many European 
states. The hard-line, unilateral response of Spanish    
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central government to the Catalans’ federal ambitions 
may have been expedient and successful in the short 
term, but it will certainly ratchet up the tension in the 
medium term if no progress is made on genuine subsidi-
arity. Scotland, Flanders, Gibraltar, Northern Italy: the 
festering wound of secession will not heal over night – 
and the impression of not being taken seriously by the 
powers-that-be adds insult to injury while nourishing 
that other scourge, populism, which has turned every 
recent election in Europe into a high-stakes nightmare. 
Rehabilitation starts with a little more understanding 
for the common people and a tad more empathy for the 
matters closest to their hearts. What will it take for us to                     
acknowledge the seriousness of the stability risks we 
face? The loss of the Bavarian CSU’s majority? Really?

There is a new disposition of power in Saudi         
Arabia, the most important country in the Middle East, 
with Mohammad bin Salman, hitherto the Deputy 
Crown Prince, ousting his rival, Mohammad bin Najef, 
in June 2017. The groundwork for the House of Saud’s 
succession planning had already been laid in 2015, with 
the sidelining of Prince Muqrin, King Salman’s 
half-brother. We suspect that both of these manoeuvres 
and the clear-out currently underway in and around the 
royal household are part of a long-term, “secret” plan,  
the second instalment of which will see Saudi Arabia’s 
society and economy modernised along the lines of 
management consulting firm McKinsey’s “Vision 2030” 
study. Such modernisation would scarcely have been 
possible without first consolidating bin Salman’s grip on 
the reins; in any other constellation of power, conserva-
tive clerics would have had the upper hand. Given that 
King Salman, his father, is suffering from dementia, the 
Crown Prince is fairly free to realise his ambitions. We 
can but speculate as to who might have been behind the 
first secret plot – considering the way events have un-
folded, it would have to have involved individuals with 
exceptionally detailed knowledge of real-world condi-
tions there, acting with a systematic agenda. Given the 
matrix of interests in this conflict-scarred region, a power-
ful foreign intelligence service might well be pulling the 
strings. 

Planned action is only one side of the coin, how-
ever; the associated risks, whether a priori inherent or 
generated by the plan, are the other – producing yet an-
other situation in limbo, in other words. Like any auto-
crat, bin Salman needs an external opponent, and Israel 
is now no longer even nominally in the frame; the enemy 
is Iran. This makes sense, given the history of Persia and 
its opposition to the Caliphate, but it has scuppered 
many western countries’ attempts at orchestrating a    
rapprochement with Teheran. The two opponents have 
gone toe-to-toe over Yemen, and the Saudis’ military 
machinations hardly inspire confidence as far as the 
power balance with Iran is concerned. Bin Salman must 
also balance the Saudis’ domestic books – the tribute 
payments extracted from arrested members of the ex-
tended family are but a drop in the ocean; the money pit, 
draining resources away into the furthest capillaries of 
Saudi society, must be cut off. As few enough people are 
aware, however, prosperity has never penetrated much 

further than about halfway; the majority of the country’s 
approximately 30 million inhabitants are less well off 
than might be imagined, to say nothing of the countless 
foreign workers, who are deprived of all rights but with-
out whom Saudi Arabia would grind to a halt. There is a 
thin line between the economic and social mobilisation 
of these cohorts of the population as set out in Vision 
2030 and violent insurrection. Potential troublemakers 
are legion and disaffection is all the more likely in the 
face of brazenly flaunted wealth. The risks are high. 
Have they been recognised, priced in? Hardly.

C H A P T E R  3 

Tentatively turning off the money taps

To put it another way, as 2017 draws to a close, we 
can legitimately claim that the absence of potential, or 
indeed real and specific, exogenous shocks is no reason to 
celebrate – in spite of, or indeed because of, the strato-
spheric readings and heady exuberance we are witness-
ing on the financial markets; bond and share prices have 
reached historic highs. This development has been 
fuelled by many years of ultra-low policy rates and quan-
titative easing (QE) deployed simultaneously in every 
major global currency – that is to say, by large-scale       
central bank interventions in the bond markets. A           
potential endogenous shock is in play here. And the events 
of 1929, 1987 and 2008/09 have taught us that the fallout 
from such shocks is infinitely more complex and 
far-reaching than that unleashed by their exogenous 
cousins. Precisely because ultra-low interest rates and 
QE have so far had no fundamentally negative (visible) 
effects – who cares about the savers and investors who 
have been done out of low-risk returns? – and the central 
banks have thus not been checked by the financial mar-
kets, we are becoming increasingly concerned at the 
complacency on the equity markets. It may look like a 
perpetuum mobile, but rest assured: there is no such thing.

We believe the central banks’ exceptionally loose 
monetary policy, which has been in operation for some 
nine years, is now also in limbo. First, there is a growing 
sense that the time really has come to exit crisis mode – 
after all, the current situation leaves no room for                
manoeuvre in the event of an exogenous shock (having 
dropped interest rates close to, or even below, zero and 
bought up bonds in staggering quantities, central banks 
are left without a shot in their locker, and even the      
mantra “whatever it takes” begins to ring hollow the sec-
ond or third time round if we are already and/or still at 
action stations). Second, growth in the major economies 
– the USA in particular, but lately even here on the Con-
tinent as well – has moved out of the doldrums; Europe 
may be experiencing only moderate advances, but it is 
growing nonetheless.

Third, the more academically minded central 
bankers are exercised about the lack of theoretical 
knowledge with respect to balance sheet size. What is 
“correct” – or at least economically justifiable? They 
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can’t even agree on an appropriate yardstick. If GDP 
were the metric of choice, the Swiss National Bank 
(SNB) would break every record; at some CHF 800 bil-
lion, its balance sheet stands at almost 125% of GDP. The 
US Fed’s balance sheet, by contrast, is 25% of GDP. Even 
if we take population size as the key variable, the SNB’s 
balance sheet throws up question marks. Every Swiss 
citizen now “owns” US shares to the tune of USD 10,000, 
as recently calculated by the American economist John 
Mauldin. All in all, then, our central bank is the sixth-larg-
est holder of American equities. An empirical test for 
the correct size of a central bank’s balance sheet has  
(fortunately?) yet to emerge. Fourth – and finally – cen-
tral bank governors are all-too aware of the distortions 
being wrought by a monetary policy whose negative im-
pact is becoming more and more apparent the longer the 
distortions are allowed to persist.

There would thus be plenty of good reasons for 
discontinuing the extraordinary monetary policy mar-
shalled to ward off the financial crisis. But how? The       
total holdings of bonds and other securities of the five 
largest central banks (Fed, Bank of Japan, Bank of Eng-
land, ECB, SNB) add up to USD 13.5 trillion – all of 
which would have to be sluiced back into the market as 
quantitative easing was unwound. That’s a lot, even if the 
global bond market, the liquid portion of which amounts 
to some USD 160 trillion, is of course much larger still. 
We thus find the argument that the central banks could 
alleviate the situation by issuing different types of in-
struments on the other side of their balance sheets im-
plausible; there has been talk of debt certificates, for 
example, that could, according to some, be brought to 
market as a means of decreasing the money supply with-
out directly affecting the bond market. To our mind, the 
presumption that the money and bond markets “lead 
separate lives” and that such instruments could be used 
to rein in expectation formation is a hazardous one – and 
we believe the risk of unpleasant surprises is relatively 
substantial, to boot.

Moreover, on a more general level, we doubt that 
the expectations induced by ultra-low interest rates and 
QE will ever be truly expunged from the market without 
some mishap. We think only the experience of a real 
crash landing – with all the concomitant messiness of 
losses, write-downs, bank failures and the like – would 
be sufficient to cause risk premia on the bond markets to 
rise again. The logic of expectation formation has 
spawned an asymmetry that is now biased in favour of 
the “extraordinary” status quo. Ultra-low interest rates 
and QE were a Faustian pact, and the devil will continue 
to demand his due; until further notice, this consists of 
an abeyance of risk premia although there is no absence 
of risk. We shall return to the implications of this for     
valuations of future cashflows in chapter 5. 

One more key point needs to be made here: there 
is an extremely powerful class of stakeholders for whom 
a genuine exit from the ultra-low interest rate regime 
and QE would come as a distinctly unwelcome develop-
ment – sovereign debtors. Higher interest rates would 
be devastating for them. Whatever may have happened 
during the sovereign debt crisis, the fact is that total 

debt liabilities have increased again in recent years, rath-
er than decreased, but this has simply been masked by 
low interest rates. Woe betide them, however, were this 
core variable to change! Central banks are nominally in-
dependent, but it is safe to assume that they are already 
blithely “factoring in” the extreme indebtedness of the 
public sector – given the robustness of growth in the 
USA, rates ought already to have been hiked there. And 
Jerome Powell, nominated as the new chairman of the 
Fed, is certainly no hawk... 

Our conclusion is that, while economic common 
sense would urgently advocate bringing this monetary 
policy experiment to an end, pragmatic cowardice is mil-
itating in the opposite direction, leaving us all in limbo.

C H A P T E R  4

First the intermediaries,  
now the integrators

Limbo in politics with the potential to blow up 
in our faces (exogenous shocks), limbo in the finan-
cial system with the capacity to provoke yet another 
crisis (endogenous shocks) – mercifully, we still have 
the rock of industry to cling to! We have real added 
value –  machinery, equipment, cars, railways, aero-
planes, rockets, weapons, etc. – created by export 
champions like Germany. At least here, we know 
what we’re dealing with, don’t we?

Don’t we just! Brace yourselves, “Industry 4.0” 
is just round the corner – if not already upon us. We 
have outlined the significance of future develop-
ments in web technology to produce the “internet of 
things” on earlier occasions (e.g. bergsicht 23 of Janu-
ary 2017, “Is everything different this time?”). We will 
expand on this in the following lines to give readers a 
sense of the true disruptive power of this trend. We 
are already familiar with the transformative implica-
tions of internet technology, which has swept all be-
fore it in the realm of distribution over recent years: 
travel agents and bookshops have largely disap-
peared, with internet portals and apps taking their 
place. Clothes are now routinely ordered by the short 
ton over the internet, along with foodstuffs, medi-
cines, electronic devices, games and much more be-
sides. Wholesalers and retailers alike are up against it 
in this brave new world; every second store is desper-
ately trying to sell itself as a “shopping experience” in 
a valiant effort to attract or retain customers – you 
can pick up a salad at the stationer’s, shoe shops have  
coffee docks with home-made confectionery and     
department stores sport liveried flunkeys dispensing           
sparkling wine.

Swiss Post has now reinvented itself as the 
logistics arm of the mail-order trade, delivering pack-
ages and taking in returns, tidying away Nespresso 
capsules and, as of late, letting us know the delivery 
status of our orders. And of course it is trading in data 
about our consumption habits – anonymised,                 
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admittedly, but in such a way that it can be assured of 
good commercial terms with the mail-order compa-
nies, all the same. The internet has turned distribu-
tion on its head and we have taken to the “new 
normal” like ducks to water. The fact that entire pro-
fessions have disappeared and companies gone to the 
wall (naturally, new ones have been created as well) 
will be forgotten soon enough. This is what econo-
mists call “structural change”, and it is far from over 
– quasi-governmental services in the healthcare sec-
tor and education will soon undergo a major transfor-
mation, too.

After intermediaries, integrators are likely to be-
come the next big targets of structural change. 
Thanks to Industry 4.0, machines are learning to 
communicate with one another. What does that 
mean exactly, and why is it so important? Here’s an 
example. Do you remember the good old days, when 
you used to go out and buy a hi-fi? Anyone looking for 
decent sound and functionality would soon find 
themselves paying out several thousand francs. The 
stereo system would grace the tastefully decorated sit-
ting room wall; it was a prestige object, and many a 
pleasant evening would be spent with friends discuss-
ing the relative merits and differences in quality be-
tween, say, Grundig and Philips or Technics and Sony 
or Bose and Marantz. And now? These days, we con-
trol a loudspeaker or an array of speakers with our   
iPhones or iPads via Bluetooth; one machine talks to 
another, and the transformation is complete – we 
have built our own system with our gadgets and have 
become users of Industry 4.0! The crazy thing is that 
our own mini-system (consisting of an iPhone and 
wireless speaker unit) is not far behind our old hi-fi 
system on the quality front; moreover, we can move it 
at the drop of a hat, take it into the garden or a hotel 
room, and if we so wish, we can use it as a projector to 
set up our own portable home cinema. That would be 
yet another self-made system – and not so long ago, 
such a system would have cost not just thousands, but 
tens of thousands of francs.

In economic terms, machines learning to com-
municate with one another betokens a lowering or 
complete elimination of information and transaction 
costs. Such costs had previously been internalised in a 
system, and good system-builders were typically 
companies that managed to combine the qualities of 
the individual system elements – the machines, in 
other words – in such a way as to create a kind of       
mini-monopoly (within a wider competitive system 
with other system-builders, of course, and with cer-
tain limitations in respect of monopoly return, but 
still). Using a Bose loudspeaker with a Philips ampli- 
fier (or vice versa) was frowned upon by purists, and 
this is where the manufacturers made their profit.

These kinds of mini-monopolies are now         
under attack from Industry 4.0. Many of the con-
tours of the new landscape remain unclear. Take the 
motor car – economically speaking one of the most 
important systems in the business-to-consumer sec-
tor – and the designs of the future, which are likely to 

be modular. There may well be an appetite for buying 
automobiles from a single manufacturer for some 
time to come, but how long will the car radio survive? 
The proprietary GPS unit? Or the locking system? 
We assume that the electric car – far less complex 
than its combustion-engine counterpart – will be 
more readily offered as a modular system, as the data 
required to operate the drive batteries or the brakes 
is in any case already transmitted digitally; an ana-
logue signal is no longer required. Why does a Tesla 
battery have to be built by Tesla? Who knows, a Chi-
nese company may find a way of making one that is 
both better and cheaper...

Systems are especially important in the busi-
ness-to-business arena where cost pressure is decisive 
and brands and labels are less critical than in the con-
sumer sector; the changes being ushered in by                
Industry 4.0 will therefore be felt particularly keenly 
here. By the same token, business-to-business sys-
tems are generally more complex and safety is abso-
lutely essential; in other words, the mountain 
Industry 4.0 has to climb in terms of barriers to entry 
is higher. However, the summit will be scaled, none-
theless – not least by the system-builders themselves, 
as they will be hoping to gain a competitive advantage 
by doing so. We will see developments similar to 
those observed in media organisations as they evolved 
their free internet sites, for example; they had no 
choice but to follow suit, in the full knowledge that 
they were taking a saw to the branch they were sitting on. 
Oh, and by the way: Sony and Bose sell Bluetooth-                             
enabled components. At reasonable prices. Quod erat             
demonstrandum.

There is no question that Industry 4.0 will also 
dramatically change the world of work. We have on 
our desk a study by McKinsey that suggests up to a 
third of the entire workforce in the advanced econo-
mies will need to be retrained in the period up to 
2030 (McKinsey Global Institute, November 2017). 
That is a tall order, both in terms of magnitude and 
practicalities – don’t forget we are dealing with people 
here, who have to be both willing and able to play ball. 
Who can predict what capacities and skills will really 
be required? Add to this the fact that the companies 
affected may themselves be exposed to significant 
stress, and it soon becomes clear that this transitional 
phase is unlikely to be negotiated without disruption.

So we are left in limbo here as well. Opportuni-
ties for juicy profits in the current boom should not 
distract from profound strategic challenges – chasms 
that in many cases have already begun to open up. 
Can we predict where and how future positive cash-
flows can be generated, or are we groping around in 
the dark here as well?
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C H A P T E R  5

Skewing present value

Yes, we may have highlighted a number of 
challenges – cryptocurrencies adding up to three 
hundred billion (or a big fat zero), an increased risk 
of a nuclear exchange between the USA and various 
atomic upstarts, an EU quite possibly paralyzed by 
discord over the Brexit deal, fresh instability in the 
Middle East courtesy of a long-overdue Saudi re-
structuring programme, manufacturing turned in-
side out and upside down by the disruptive potential 
of Industry 4.0 – but we would hate to be spoilsports 
as 2017 draws to an end (notwithstanding the fact 
that we set precious little store by the pronounce-
ments of doom-mongers). No, our interests lie else-
where. We wish to demonstrate that risks have not 
been “magicked away” just because a certain artifi-
cially induced – and hence unjustified – exuberance 
holds sway on the financial markets and beyond, 
permeating even deep into the real economy. We 
wish to put on record that the trajectory all of the 
aforementioned contingencies end up following 
could be radically different from that suggested by 
simple (and wishful) extrapolation. No more and no 
less than that.

In a nutshell, what we are missing at the mo-
ment are risk premia – and many seem to have con-
cluded that if these are not in evidence, the risks 
themselves must have disappeared. That – and this 
is the key message of bergsicht 28 – would be a grave 
fallacy. One need only look at bond yields: neither 
Greece nor Italy has been obliged to compensate 
creditors adequately for the risks they are taking. 
Who actually believes that such states will ever pay 
off their debts, though? Of late, private companies 
have been able to borrow substantial sums at virtual-
ly no cost – but are these organisations free of risk? 
In other words, are their future cashflows (not least 
bearing in mind Industry 4.0) so bullet-proof that 
compensation for risk can be cheerfully neglected?

We began answering this question in chapter 
4 of this essay: the “guilt” – that is, the responsibility 
– for the absence of risk premia lies not with phan-
tom risk, but with the central banks, which have 
simply used monetary policy to wipe out these 
premia; and they will continue to (want to/have to) 
do this for the foreseeable future. The upshot is a 
rose-tinted take on the future and thus excessively 
optimistic valuations of future earnings and growth 
potential. 

This phenomenon goes hand-in-hand with 
the exaggerated influence exerted on present value 
by events that lie in the distant future. Overvalua-
tion of this kind is the result of a problematic appli-
cation of discount formulae in the context of 
rock-bottom interest rates – the lower the discount 
rate, the more influential events in the far future be-
come when calculating value in the present. This is a 

function of the mathematics involved, and the 
charts on the next page clearly demonstrate the ef-
fect: in a low interest rate scenario, not only are our 
predictions of prospective cashflows disproportion-
ately high, but our predictions as to what share of 
those anticipated cashflows will be made up of so-
called “terminal value” – which represents the con-
tinuation of these cashflows in perpetuity – are 
exponentially inflated. Adding the present value and 
the terminal value of the cashflows together gives us 
the “enterprise value”. When calculated using low 
discount rates, enterprise value is horrendously high 
– because the future is weighted too highly.

We contend that real, palpable risks are far 
too great for us even to entertain a straight-line con-
tinuation of previous assumptions for more than 
four or five years, say. Whether in politics, monetary 
policy or the real economy, none of us knows for sure 
where this mystery tour is headed. Put more bluntly 
still: far too positive a picture is being painted on the 
back of enduringly suppressed interest rates and ab-
sent risk premia at a time when so much about our 
future is as clear as mud. The risk that, for precisely 
these reasons, too much money will be sunk into 
hare-brained projects, or that funds will have to be 
repeatedly grubbed up for obsolete processes (via 
loans to notoriously sclerotic state institutions, for 
example) is extremely high. 

Given all of this, we are pretty sceptical about 
the current stock market boom. When we consider 
the many putative – and as yet unimagined – techno-
logical changes that are set to transform our world, 
the future seems bright indeed. And yet we seriously 
doubt that many companies currently boasting 
handsome valuations will live to see the sunlit up-
lands of this future, as we are not the only ones la-
bouring in ignorance – high-level boards and 
committees in particular are in the same boat. When 
mass sackings are the only strategic response a major 
Swiss bank can muster to future challenges, for ex-
ample, thereby dismantling entire units it had previ-
ously been at pains to assemble and train (and which 
were thus presumably of some value), such doubts 
would appear to be more than justified. Downsizing? 
Yes, it is sometimes necessary – but it cannot be an 
end in itself, otherwise you are better off clearing 
your desk and calling it a day.

And yes, you’ve guessed it, the banking indus-
try too will be hard-hit by Industry 4.0, as finance, if 
considered in whole or in part as a kind of “system”, 
an apparatus, can be taken apart and re-assembled 
when the “machines” begin to talk to one another. 
Here too, entire swathes of activity will become        
superfluous – clearing will no longer be required for a 
peer-to-peer securities transaction, for instance. Any 
attempt based on the status quo to predict what 
might occur more than four or five years into the fu-
ture is thus, in all probability, pure speculation. Seen 
through this lens, the spike in the share price of the 
bank in question following the downsizing                                  
announcement was illogical. 
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Strategic exuberance due to an absence of risk 
premia and problematic valuation methods – these 
are our core concerns at the tail end of 2017. But what 
is the most sensible way to begin 2018?
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In our own backyard...

As the old order changes, making way for the 
new, there is no shame in ignorance, provided that it 
is recognised for what it is in good time and decisions 
can thus be made in the clear light of day. In many     
respects, there can be no right or wrong, merely bet-
ter or less well-researched opinions. Given the pre-
ponderance of unknown elements and parameters, 
what is needed is probably best described as strategic   
modesty. The euphoria engendered by excess liquidity 
and free money is the antithesis of such intellectual 
and moral humility.

However, we can’t just make such admonitions 
and leave them hanging in the air. The question is, 
what can we do to mitigate our ignorance, however 
slightly? In the first instance, it is important to recog-
nise that we can’t do much to change the “big pic-
ture”; the best we can do is brace ourselves for one or 
another outcome – for example, that Donald Trump 
might be elected president of the USA a second time             
(directly confounding the expectations of pretty 

much every European media outlet). Or that the Chi-
nese decide to lay the spectre of North Korea to rest 
by military means – in their own best interests. Any 
romanticised “one-world” vision of globalisation has  
anyway proved naive and long since fallen by the way-
side (except perhaps in Davos where the notion still 
appears to be sacrosanct). It is more realistic to           
assume that relatively distinct “interest zones” will be 
the order of the day, and global corporate structures 
will have to be configured accordingly. In practice, 
this means responsibilities will have to be delegated 
to individual regions.

Perhaps more importantly, each of us will have 
to pay attention to our own micro-zone – our own 
company, sector, asset portfolio. We repeat: rapid and 
profound technological change will turn almost 
everything on its head. Processes will be broken up 
and reallocated, and it is hard to know where the axe 
will fall first – or how. Who would have thought that 
taxi drivers would be the first to feel the squeeze 
(Uber)? And who would have predicted that long-   
distance buses, overcrowded and so often late, would 
begin turning up the heat on public transport – a     
sector that, in Switzerland, is up to 80% state-            
subsidised?!

So what’s to be done? Companies must make 
sure they have a precise understanding of their own 
processes and the needs of their clients, and they 
must constantly be exploring where and how new 
technological solutions might create added value. In 
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other words, it is no longer going to be enough to 
plod along in parallel with a few others in one or two 
niche markets, doing pretty much the same as every-
one else, perhaps a bit better or a bit more cheaply – 
or both. The keys to any survival strategy will be 
process knowledge, market knowledge and technological 
intelligence-gathering; after all, the goal is to be the 
agent, not the object, when business models are dis-
mantled. This is only possible with precise knowl-
edge of how and with whom value can be created and 
where the hotspots in a company’s processes (i.e.       
areas where money has hitherto been earned, but no 
value has been created) are to be found. These hot-
spots must then be eliminated.

During such a consolidation phase, when 
structures are being prized open and costs/resources 
reallocated or eliminated altogether, purely arithme-
tic valuation models forecasting impressive synergy 
gains in perpetuity should be treated with caution; 
entrepreneurs would do well to avoid anything that 
cannot pay for itself within four to five years. Booms, 
let’s not forget, also tend to be periods of incipient 
capital destruction – even with the best will and the 
deepest expertise in the world, nobody really knows 
how things are going to look six or seven years from 
now. As we have suggested, relative ignorance is the 
rule rather than the ignominious exception.

And what about investors? Where do you put 
your money when savings rates are stuck at zero, 
bonds are nothing but a drain, and equities cost the 
earth? We suspect that relatively passive investments 
tracking capital-weighted indices, while guaranteeing 
a certain diversification and thus not entirely mis-
guided, will nevertheless prove inadequate in a           
scenario where there are no guarantees; highly capi-
talised dinosaurs in particular may well perish in the 
next phase of the technology boom. The kind of di-
versification we envisage is much more active and 
qualified – and yes, the good judgment of humans 
would be critical in pinpointing investments likely to 
profit from new technologies. What characteristics 
should such companies exhibit? For starters, they 
should have a strategic management body worthy of 
the name – that is, board members who are clued up 
about the latest process, market and technological 
developments and have the chutzpah to make deci-
sions. It’s also worth emphasising that the less finan-
cial leeway a company has, the narrower its scope for 
bold strategic moves becomes, so, however progres-
sive an organisation’s business model, earnings will be 
crucial. Is enough being invested in research and       
development? Are managers honest enough to admit 
– to themselves and one another – that inorganic 
growth may be needed to compensate for a lack of 
innovation from within? Are they courageous and 
clear-eyed enough to recognise when it’s time to bid 
farewell to ideas and structures that are, or are about 
to become, obsolete? Have companies internalised 
the Schumpeterian notion of creative destruction? 
These are the kinds of questions we think should       

inform investment decisions in times of relative          
ignorance.

Should we be pessimistic in an era of inherent 
uncertainty? No – anything but. What we are                   
describing is nothing short of a developmental step 
change that will ensure more and more people round 
the globe come to enjoy the prosperity much of the 
world has taken for granted for many years now. A 
multi-dimensional reshuffling of the cards will be 
cause for complaint only for the self-satisfied and the 
over-privileged – those taking the bull by the horns 
and facing the future with a straight back and a    
watchful eye have nothing to fear.

KH, 11  DEC EM BER 2017
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