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A lesson from “The Big Short” about the slowdown of
the world economy
Many of you must be worried about the prospect of an economic
downturn with mounting uncertainties over the global economy.
Learning from past history is a powerful tool when considering future
risks. Of particular interest is the Lehman shock from the most recent
global financial crisis in 2008. What behaviors brought about such a big
crisis? Today I would like to reference the book “The Big Short,” written
by an American author Michael Lewis, which I feel is the most
convincing in unpicking the mechanism of the crisis.
▪ Bizarre phenomenon envisioned by “The Big Short”
As many of you may already be aware, Mr Lewis made his debut as a
writer by describing the realities of the financial industry based on his
experience as a bond salesman at a brokerage house in “Liar's Poker.”
After that he depicted different worlds, such as his investigation into the
success of Oakland Athletics in his book “Moneyball“. But it was the
collapse of the mortgage market, 18 months after the bankruptcy of
Lehman Brothers, that saw him return to the financial industry again and
this was the subject matter of his book “The Big Short”.
This book depicts three groups of institutional investors who noticed
anomalies in the financial system early on and made huge profits by
short-selling mortgage-backed securities (MBS). At that time, lending to
customers with low credit scores, so called sub-prime loans, was
growing rapidly in the United States, resulting in a bubble situation in
which house prices and consumer spending grew dramatically.

Subprime loans were intricately combined and structured into mortgage
backed securities (MBS), which financial institutions sold at low interest
rates as a ‘safe financial product’. This was based on the logic that
“Mortgage delinquency rates are unlikely to go up in sync. And even if
repayments fell into arrears, banks could recoup loans by selling the
collateral, namely housing.”
The main characters in “The Big Short” achieved huge profits with the
collapse of the system by signing contracts to receive the principal value
as compensation in the event of the default rate exceeding a certain
level.
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▪ Blind belief in “Empirical rule”
At any rate, the world of subprime loans featured in this book presents
an unusual world.
All the stakeholders - from the mortgage lenders who provided the
loans, investment banks who securitized mortgage loans, rating
agencies who judged the safety of financial products to institutional
investors who bought financial product - contributed to the rapid
expansion of this outrageous system in which loans were offered to
those who could never repay debts from whichever angle you looked at
it. Based on the logic that “Real estate prices have almost never
plunged simultaneously nationwide in US history.”
Loans on that scale had never been offered before, so past data
shouldn’t have been used as a reference. As a result, despite the
absence of any particularly large external shock, the system collapsed,
causing an economic crisis across the world.
▪ Can you find any seeds of a crisis in the global economy?
My cherished belief is “No crises come out of the blue. There are always
seeds behind crises.“
Now when I have fears about the systemic risk of certain economies, I
pay attention to “its anomalies and the impact of its collapse” as I reflect
on how subprime loans surged and how they led to the global financial
crisis. In that sense, as far as I know, the current world economy
doesn’t carry as much risk as it did from subprime loans. However, I
see some ominous signs such as the stock price rallies of venture
companies and the excessive dependence on debt from mature
companies. But I do not think the current situation is as bad as ten
years ago in terms of both anomalies and the impact of any collapse.
▪ Strength of small-cap investment
One more point I found interesting about this book is that all the
protagonists had a background in small-cap stock investment. This
impression might sound self-serving to you, but I feel that investors who
make simple investment decisions based on their own experiences and
analysis are more likely to notice anomalies earlier, better enabling them
to take appropriate action. Compared to those investors who aim for big
profits by using sophisticated financial engineering. As a genuine smallcap investor I commit to being unyielding in sticking to my investment
philosophy and approach.
By the way, it’s been reported in the media that one of the protagonists
of “The Big Short” has said, “Investment opportunities are increasing in
recent years with small-cap stocks left undervalued.” The article
indicated that there are still a lot of attractive companies, not only in the
US and Korea, but also in Japan with several companies being
recommended.
Source: Based on article by Tatsuro NIGAURI, featured in The Nikkei Online
Edition on 15 October 2019
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