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Managing ~-:zalth in financial crisis 
Portfolio managers need better education and training as tasks are more demanding now, write FRANCIS KOH and KLAUS SPREMANN 

H 
AVING a diversified investment portfo- 
lio has not cushioned high-net worth in- 
dividuals and billionaires from huge 
losses in the global financia1 crisis. Even 
Warren Buffet, the investment wizard, 
took a big hit. His flagship company 
Berkshire Hathaway lost half its value 
between Dec 11. 2007 and Nov 20 this 

year. Why? Because all the different markets will now be- 
come highly correlated and exhibit similar co-move- 
ments -downwards. 

Prior to the crisk. the stock market was liquid. vi- 
brant and robust. Many high-net worth individuals and 
institutional investors saw it as a safe way to increase 
their wealth over the long run. Some evtln borrowed to 
leverage their positions to capitalise on this historical 
'wisdom". Others followed the dictates of Modern Porlfo- 
liu Theory (MPT) to divers@ their wealth across diier- 
ent asset classes to avoid concentrated bets on a few se- 
curities. 

MPT was pioneered by Harry Markowitz, William 
Sharpe and other Nobel Priie winners. It posits the need 
to focus on the trade-off between risk and return. MPT 
also teaches that "portfolio risks" go beyond *market 
risks". There are significant liquidity risks which have to 
be managed, and liquidity risks are embedded in the glo- 
bal financial system. I 

The current crisis may be traced to particular tracts 
within the financial system. The media fmt reported 
signs of distress in 2007. The possibilities of housing 
loan problems and a sub-prime crisis were mentioned. 
These problems lingered on. 

Increasingly. the whole hancial  systam was severely 
stressed in the ensuing months. Banks tumbled, global 
stock markets crashed sequentially and in instalrnents. 

The malaise of the financial world exacted its toll on 
the real economy. No stock market or physical market 
around the world was spared. Accordingly, manufactur- 
ing companies are witnessing lower demand as the glo- 
bal economy slows. Trading companies face credit prob- 
lems while shipping companies have less cargo tu move. 

It is apparent that the current fmancial crisis, orid- 
nating from the housing and credit markets in the Unit- 
ed States and Europe, has crossed borders to infect all 
countries. 

Why has this happened? Over the yoars. markets be- 
came more interrelated. A globatised world suffers from 
inter-connectedness: a market failure in one geographi- 
cal market has a knock-on effect on other markets in oth- 
er developed and developing economies. 

Among the techniques and instruments which have 
amplified this interrelation are securitised and struc- 
tured products, and credit default swaps. The returns 
and payments associated with these derived products d e  
pend on the returns and payments of their underlying w- 
sots. which could again be structured products of some 
form. 

Many financial products are sound provided their un- 
derlying worth is holding well. Funds have been con- 
structed out of uther Funds, whlch again were made of 
contracts. In the end. nobody could say how f u  a small 
disturbance in one product could spread, and how other 
sewouts would be affected. 

Only a few years ago, several investment markets 
were fairly independent. For example, real estate, stock, 
bed income, commodity and private equity markets pri- 
marily follow their own developments. These days, finan- 
cial innovations swiRly connect these markets. Conse- 
quently, many of these asset classes are linked and in- 
ter-related. They no longer exhibit independent price 
movements. 

It should be noted that these worldwide connections 
have many benefits. If an investnr wan& to attain a par- 
ticular financial position, there is more than one way to 
construct it. With innovations and financial engineering, 
there are many ways to create products which meet the 
needs of investors. Prices are also more competitive. 
Much more information is available to investors. 

Many of these benefits are rooted in the capability of 
the financial engineers to connect across physical prod- 
ucts and geographical markets. 

Metaphorically speaking. the modern financial sys- 
tem is like a huge circus tent which gives protected 
space for a large array of activities. Such a tont is fairly 
stable because if one pillar becomes a bit wobbly. it will 
be kept in place by the other pillars. 

Nevertheless. it can happen that if one pillar falls, it 
may pull the others down too, although this may be a 
very rare event. When'all the posts are lying on the 

ground, a tent cannot be pitched by erecung one post af- 
ter the other. They all must be raised simultaneously. 

Tho property market. credit. money and stock mar- 
kets must function well together with the real economy. 
The interrelation of financial and physical markets 
makes the situation so different from former crises, such 
as the 1997 Asian financial crisis, which was "rescued" 
by an injection of US%40 bi ion from the International 
Monetary Fund. In the current crisis, successive funding 
by many countries, including the US$700 biiion pack- 
age from the US govarnment. is still not seeing the ox- 
pectad results. 

Yet, the interrelation of financial markets is bad news 
for the diversified portfolio Investor. In normal circum- 
stances, the posts of the tent m a y  move independently 
with the wind. In fact, the tent remains stable even if the 
pillars are bouncing. However, if the wind escalates to a 
storm, and if the storm becomes too strong, all the con- 
nected pillars would suddenly move in the same direc- 
tion. For the portfolio investor in this situation, the bad 
news is that diversBcation will not work when he needs 
it must. 

Most investors take the liquidity of financial markets 
fur granted. Liquidity is provided by other investors 
when markets are functioning well., Liquidity diminishes 
when markets fail. It vanishes when inbrrelated mar- 
kets fail altogether. Why so? Because, if all markers are 

intricately woven into a global financial market. any fail- 
ure in one market affects a!I other markets at the same 
time. 
MPT functions well under normal windy weather con- 

ditions. It fails miserably in a universal storm which we 
have recently encountered. In that event, liquidity is una- 
vailable despite all the careful diversification that has 
been put in place. When there is a lack of liquidity, secu- 
rity prices fluctuata violently as investors panic or trans- 
act to cover their liquidity needs. 

Brokers often focus on the weather for the short 
term, often in terms of days. They forget that there is a 
probability. albeit very small, that the global weather 
can remain stormy and windy for a prolonged period - 
and the whole marquee may fall. with no liquid markets 
left for Investors to transact. investors who use the port- 
folio approach are normally investing for the long haul. 
Nevertheless, they also need shelter in any storm. The 
importance of a well-constructed hancial  shelter de- 
pends on the individual's personal situation. 

Does he have other resources? To what degree does 
he need cash in the short term? How risk-averso and 
flexible is he? Quite different from security brokers. a 
wealth manager takes care of the personal aspects of his 
cuent. He seeks to create a secure Gnancial position for 
his client even if the bancia1 market suddenly hits a 
storm. 

Wealth managers advise their clients on the compara- 
ve advantages of different asset classes. More.impor- 
mtly, they advise their clients to switch regimes €rom 

one asset class to another. from stocks to commodities 
or to m h .  This professional advice requires analytical 
tools to be applied effectively. Competent advice also de- 
mands technical knowledge and expertise. 

Portfolio management in its simplistic form has be- 
come Ineffective during the present crises. The lesson of 
a globally connected world is that naive portfolio diversi- 
fication is not sufficient - and may even be impotent. Ad- 
ditionally. liquidity can vanish virtually overnight. A 
storm in one segment. If sufficiently large. can easily 
spread to the other segments of the financial system. 

The current crisis shows that investors must move be- 
yond modem portfolio theory. Competent wealth manag- 
ers are needed to provide holistic investment advice to 
clients who face a complex world of changing weather 
conditions. 

Clients have diverse needs, risk appetite and return 
requirements. Wealth managers are needed more than 
ever before. But the new tasks are more demanding and 
require better education and training. There is a de- 
mand for better-equipped wealth managers in a glo- 
balised world of hance .  Finance and banking are very 
necessary in our modern world. but now they require 
more knowledge than before. More education is re- 
quired. not less. 

After the current crisis has settled, banking, wealth 
management and other financial services as an industry 
will offer more employment positions for young peoplo, 
not less. 
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