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               A senior business executive tells the story of a conference where the head of an established and leading Western telephone
            company boasted about all the things the company could do, and the innovations it had in the pipeline. He went on for quite
            a long time, as he demonstrated the company’s range, and depth, and brilliance. His speech was met with enthusiastic applause.
            Then came the turn of the head of a similar Chinese company; undaunted, pointing to the Western executive, he said: ‘We can
            do everything he can … for 40 per cent less.’ He promptly sat down.

      

      
      Preface

      On 9 July 2008 the Chrysler Building, one of the best-loved icons of the New York skyline, was bought for US$800m by a foreign
         government. Thus one of America’s most emblematic buildings, symbolizing its power, its industry, passed into the hands of
         outsiders. It was not just any foreign government; not Britain, not Germany, not France; indeed not any economic power from
         the West. The buyer came from the new power bloc of rapidly emerging countries, which are today threatening the more than
         500-year-long economic reign of the West. It was the investment arm of the Abu Dhabi government. The Chrysler acquisition
         was a part of the estimated US$1.8bn spent on commercial property in the US by Middle Eastern investors in just the first
         six months of 2008. It was not the first such purchase; nor will it be the last. Indeed, after the 2008 financial debacle,
         and the collapse in asset prices that it brought with it, such purchases are only likely to accelerate.1

      How the West was Lost is the story of how the world’s most economically powerful nations have seen their wealth and dominant political position
         decline to the point where, today, they are about to forfeit all they have strived for – economic, military and political
         global supremacy.2 There are three main reasons why the West has seen its substantial advantage erode; an erosion whose pace is accelerating
         with every passing year.

      First, through blinkered political and military choices, the West (principally the US) has successfully managed to alienate
         the very emerging countries with whom it now competes. Although these countries continue to trade with their Western counterparts,
         it is often done through gritted teeth and with an underlying sense of mutual mistrust. Naturally, the net effect has been to encourage polarization, rather than foment credible alliances. Were it not
         for a profit motive, the real risk is that come the day when the emerging nations don’t have to trade with the West, they
         won’t.

      Second is what Thomas Friedman describes as the ‘flatness of the world’ – the lowering of transport, communication and manufacturing
         costs, which has made the transfer of technology easier. Indeed, the technological and economic advantages of the West have
         made this possible, and as a natural consequence encouraged the worldwide adoption of best-practice technology and governance
         standards. However, these advantages once held in Western monopoly have, over time, dissipated, and will certainly continue
         to do so.

      However, it is the third cause which is the prime focus of this book.

      How the West was Lost charts how, over the last fifty years, the most advanced and advantaged countries of the world have squandered their once
         impregnable position through a sustained catalogue of fundamentally flawed economic policies.

      It is these decisions that, along the way, have resulted in an economic and geopolitical see-saw, which is now poised to tip
         in favour of the emerging world.3 Unless radical policy changes are made over the next decade the controlling hand of who owns what will quickly belong to
         China, India, Russia or the Middle East, and today’s industrialized West is assured a savage economic decline.


      
      Introduction

      In September 2008, the world witnessed an unprecedented assault on the financial structure that the West had taken for granted
         for the previous fifty years. Shockwave after shockwave battered the system. Every day seemed to bring a new calamity. In
         just three weeks, Lehman Brothers, a stalwart of the US banking system, collapsed; the prime US mortgage lenders, Fannie Mae
         and Freddie Mac, had to be nationalized; AIG, the world’s largest insurer, was brought to its knees and its very existence
         called into question (the company would receive a hefty US$85bn life-line from the American government to keep it afloat).
         And, in Britain, the bailout of banking giants Lloyds TSB and the Royal Bank of Scotland was running well above US$1.4tn (£850bn)
         in 2009. Through it all, trillions were wiped off stock exchanges from New York, to London, to Reykjavík, and most places
         in between, placing millions of people’s pensions and savings in jeopardy.

      But however extraordinary and cataclysmic these events were, How the West was Lost is not about the immediate whys and wherefores of this shattering and unexpected financial disaster. It is undeniable that the crash
         overwhelmed the world but just like a tsunami that appears seemingly out of nowhere and leaves death and destruction in its
         wake, the events of 2008 were the inevitable consequence of fault lines and shifts in economic tectonic plates that lay undetected
         under the seemingly calm financial waters upon which Western economies had sailed smoothly for the last half-century.1

      However, unlike the plates beneath the sea, had these economic faults been detected and dealt with, the financial crisis of
         2008 might never have happened; certainly not to the degree and with the ferocity with which it did occur. The collapse was
         the culmination of a catalogue of policy errors and mistakes that had been gathering momentum over the last fifty years, erupting into the worst
         financial crisis since the Great Depression. Extraordinarily now, as if blind to the real causes of the turmoil of 2008, many
         governments have kept these flawed policies in place.

      But there is a bigger story to be told. It is a mistake to view what happened as an isolated and relatively contained episode.
         In fact, what happened in 2008 marked yet another step in a fundamental transition from one economic power to another; from
         the West, to the Rising Rest.2

      For many a political scientist, this shift has troubling hegemonic consequences. To them, whether we live in a uni-polar world
         (for example, where the US dominates), a bi-polar world of, say, the Cold War era, or a multi-polar world governed by a multiplicity
         of states with differing political ideologies, is a matter of supreme importance.

      But viewed through the narrow utilitarian prism of an economist, what matters most is economic prosperity (for the West, coupled
         with freedoms), rather than who ultimately rules the world. Economics and economists are guilty of viewing the world, economies
         and countries as if on a league table with only one winner, although it is undeniable that it is the global financier who
         decides who wields military and political might.

      Should it really matter if some other country is richer and more militarily powerful? Who cares whether a country has economic
         supremacy, as long as your country is prosperous and can manage its own internal affairs? For example, the societies of Denmark,
         Sweden and Norway, each economically advanced, seem to have no qualms about who rules the world as long as they are left alone
         to be prosperous and peaceful, though their attitude might well change were whoever held the purse strings to start to curb
         their freedoms and encroach upon their way of life. But until that happens, whether the global financier is China, Russia
         or America seems, for them, largely irrelevant.

      Obviously, the political–economic dichotomy is a false one. In reality, politics and economics are bound together, and even
         inextricably linked. That noted, however, in How the West was Lost I will focus on the economic shifts and how they are certain to transform the world in which we and future generations will
         live.

      Time is running out. Unless the West adopts radical solutions, many of them offered in this book, and adopts them quickly,
         it will be too late. Not because China will necessarily become so much richer, but rather because of America’s own folly in
         policymaking. How did the West give its undeniable lead away?


   	PART ONE

      
      The Way It Was

      
            
      1

      
      Once Upon a Time in the West

      
      Once upon a time, the West had it all: the money, the political nous, the military might; it knew where it wanted to go, and
         had the muscle to get there. Be it Portugal, Spain, the Netherlands or England, this held true for 500 years. However, the
         story of the West’s dominance in the second half of the twentieth century is the story of America.1

      
      Whether it was the US troops pouring on to the shores of Normandy with the Allied forces or the Enola Gay dropping the bomb on Hiroshima, by the end of the Second World War the baton of global power (economic, political or military)
         passed from Great Britain to the United States. While it took almost fifty years for the Cold War to play itself out, for
         the most part the US firmly maintained its paramount position for the next five decades and into the twenty-first century.

      
      Of course, in the prelude to the Second World War, the United States had suffered the consequences of the 1929 Great Depression
         (by 1933 the value of stocks on the New York Stock Exchange was less than 20 per cent of what it had been at its peak in 1929,
         and US unemployment soared to around 25 per cent) and the trauma and casualties of the First World War. Although it did not
         end the economic crisis of the 1930s, President Franklin Roosevelt’s New Deal was an attempt to reconstruct American capitalism,
         and give the not so invisible hand of the government a new and more dynamic role. At its core America would remain a supporter
         of free enterprise, but the plan was for government to play a key role in orchestrating, supervising and directing the faltering
         economy, leading, not following, private enterprise and administering large-scale endeavours. All this would prepare America for and enable it to capitalize on the war that would break the back of Western Europe.2

      
      Thus, despite any remaining weaknesses, with the advent of the Second World War America was in a unique position to direct
         the industrial, military and manufacturing sectors to its best economic advantage. In this sense, the Second World War was
         not seen simply as a political and military necessity, but as an economic opportunity to which it was ready to respond.

      
      For example, in 1941, President Roosevelt signed into law the Lend-Lease Act which would sell, exchange, lease or lend to
         America’s allies any military equipment deemed necessary. From 1941 to 1945, under this programme, matériel worth US$50bn
         (equivalent to US$700bn at 2007 prices) – battleships, machine guns, torpedo boats, submarines and even army boots – were
         shipped across the waters to its beleaguered allies. Europe took on a heavy burden of future debt repayments to the US through
         the Lend-Lease programme (Britain made the final payment of its Lend-Lease loan of US$83.83m on the last day of 2006 – fifty
         years later), and America peaked economically after the war, in the 1950s, as a result. Because of Lend-Lease (the Marshall
         Plan was, of course, a wholly different proposition) the US had become the best-in-class manufacturer.3

      
      America’s actions were a marriage of political imperative and economic savvy. The manufacture of goods to be shipped abroad
         was not just a political act to help the Allies; it also helped boost the US economy. Indeed, the results of this ‘great American
         intervention’ were staggering on almost every level. Thanks to the global need for US production, America’s sluggish economy
         was transformed into a manufacturing powerhouse.

      
      By the end of 1944, US unemployment had shrunk to just 1.2 per cent of the civilian labour force – a record low in its economic
         history which has never been bettered (at the worst point of the Depression more than 15 million Americans – one quarter of
         the nation’s workforce – were unemployed). The US GNP grew from US$88.6bn in 1939 to US$135bn in 1944 – an 8.8 per cent compounded
         annual increase in half a decade. All this meant that everything was geared to manufacturing – and scientific and technological
         changes intensified. By the end of the war, the rest of the world was broke: Japan destitute, Europe bankrupt and United Kingdom penniless, leaving the United States as unquestionably the economic force.4

      
      In its crudest form, the only thing that America lost in the Second World War was men. And even then, their losses compared
         to those of other warring countries were small. Out of the more than 72 million people who lost their lives in the war, the
         United States lost 416,800 – 0.32 per cent of its population. But, politically, militarily and economically America won hands
         down. The war was, in the most perverse sense, a resounding success.

      
      America came out of the Second World War hugely rich. As the economic historian Alan Milward notes: ‘the United States emerged
         in 1945 in an incomparably stronger position economically than in 1941 … By 1945 the foundations of the United States’ economic
         domination over the next quarter of a century had been secured … [This] may have been the most influential consequence of
         the Second World War for the post-war world.’

      
      By the middle of the 1950s America was financing the rebuilding of post-war Europe and beyond, while at the same time establishing
         itself as the foremost exporter of cultural norms and technological know-how. It was going to be America’s century, and indeed
         it was.

      
      Not only had the USA avoided direct collateral damage on its own soil (saving the outlay of potentially billions of dollars
         to rebuild its own infrastructure), the very fact that America could win the war, bankroll its allies during the war and institute
         the Marshall Plan (aid to Europe worth US$100bn in today’s terms, which was around 5 per cent of the 1948 US GDP) demonstrates
         just how enormously wealthy the country had become.

      
      Christopher Tassava wrote: ‘economically strengthened by wartime industrial expansion … possessed of an economy that was larger
         and richer than any other in the world, American leaders determined to make the United States the centre of the post-war world
         economy.’ The Cold War would continue for the next fifty years, but it was this strategy that ultimately prevailed. Barely
         scathed, fantastically rich, no country could come close to the United States. The world was hers.

      
      Rising America infused all aspects of society. Such was its strength, its confidence, its energy, that it permeated and infiltrated
         every sphere of Western-influenced human activity. The ensuing decades, the 1950s and 1960s, seemed to bear this theme out. Politically this was the era of social conscience and the civil rights movement,
         culturally there was a revolution in music, literature and art, and American innovation dominated in science and technology,
         putting a man on the moon and further developing the atomic bomb.

      
      The success of the Manhattan Project and advances in the nuclear arms race heralded an age when America’s scientific and technological
         mastery seemed unassailable in the West. United States exports increased from US$9,993m in 1950 to US$19,626m in 1960. This
         expansion in exports in just one decade was supported by the increase in US gross fixed capital formation, which grew from
         US$58bn in 1950 to US$104bn in 1960.

      
      The three decades from the 1950s saw America wield its influence in every quarter. From the great industrial complexes such
         as General Motors, Ford Motor Company, Mobil Oil, International Business Machines, United Fruit Company and Dow Chemicals,
         to the Hollywood film industry and the music business exemplified by Motown, all came to symbolize the power of Americana,
         at home and abroad. It did not just stop at business.

      
      Through the Peace Corps, established in 1961, America stamped its moral authority as it exported its values via its youth
         to everywhere Americans believed was not like them; with a remit to ‘promote world peace and friendship through a Peace Corps,
         which shall make available to interested countries and areas men and women of the United States qualified for service abroad
         and willing to serve, under conditions of hardship if necessary, to help the peoples of such countries and areas in meeting
         their needs for trained manpower’. And, of course, American values were not just exported through the Peace Corps. Militarily,
         the US invaded Korea, and Vietnam to this day remains the great blot on America’s conscience. The fact that America was growing
         bolder, and wielded unparalleled power outside its borders, was unquestionable.

      
      All in all, this was the era that belonged to what the American journalist Tom Brokaw calls the ‘Greatest Generation’: the
         generation of Americans who fought in the Second World War and returned to build America into the greatest country in the
         world. For the next five decades they appeared to have succeeded – America was the epitome of wealth, power and cultural dominance, its tentacles reaching to every part of the globe. The rest of the West was firmly
         held in America’s orbit – how could you not be in its grip, mesmerized by its power and brilliance? It was the sun around
         which other countries all revolved.

      
      Good times, bad times, America was undeterred. From the oil spikes of the 1970s, the debt burdens and the Wall Street crash
         of the 1980s, and even the fall of communism in the 1990s, which would spawn its fiercest economic competitors, America seemed
         unassailable. Through its military might, its industrial capability, helped by free-market capitalism, and its cultural monopoly,
         America had planned it that way – Made in America was the logo of the times.

      
      But fast-forward to today. See how much has changed. Western states are facing untold financial calamity, their populations
         ageing with few resources to sustain them, much of the necessary political reform remaining politically unpopular, and their
         economic supremacy susceptible to challenges from around the globe in a way never envisaged before. And while there have been
         setbacks before, such as America’s savings and loans crisis of the 1980s and 1990s, the recent financial crisis and the policies
         the USA continues to pursue are proof  positive that America is fast losing the hold it once had over the rest of the world.
         It has become a region of financial weakness and economic vulnerability in this, the first decade of the twenty-first century,
         to such an extent that, like bad blood, it has infected the rest of the Western body politic, making the story of economic
         decline necessarily one of the West versus a number of emerging upstarts. However, among the countries of the West, there
         remain good reasons to bet on the US being economically stronger than European countries in years to come.

      
      But what exactly, in economic terms, drives growth?

      
      
      THE PILLARS OF GROWTH

      
      Much ado has been made of the seemingly inevitable economic decline of the industrialized West – the United States, in particular
         – and the ‘rise of the rest’, led by China. While most of this debate has tended to centre on historical patterns of imperialism and strategic and military considerations, canonical models of economic growth
         also offer a framework that highlights just how the West continues to misallocate the key ingredients necessary for long-term
         sustainable economic success and growth, to its detriment.

      
      The evolution of growth theory has been a fascinating one, and one that cannot adequately be expounded in the short space
         that this book allows. An earlier incarnation in the economics literature began with the Harrod–Domar idea, which identified
         growth as solely a function of one input – capital.

      
      In 1956, Robert Solow, an American professor at the Massachusetts Institute of Technology, built on this one-input model by
         demonstrating that labour too played a crucial and determinate role in delivering growth. For ‘his contributions to the theory
         of economic growth’, Solow was awarded the Nobel Prize for Economics in 1987, and for a time the Solow model, which saw growth
         as determined by capital and labour, remained the backbone of the macroeconomic growth literature for many years.

      
      However, it must have come as something of a surprise that when these seemingly logical explanations for growth were subjected
         to empirical scrutiny, they accounted for only 40 per cent of a country’s economic prosperity. There was a missing component;
         and a large one at that. This hitherto unidentified factor – the 60 per cent – has come to be known as total factor productivity,
         a catch-all phrase which encompasses technological development as well as anything not captured by the capital and labour
         inputs, such as culture and institutions. Thus canonical economic models point to three essential ingredients which determine
         economic growth: capital, labour, and total factor productivity.5 These are the pistons which drive the cylinders of economic growth. Finely tuned and working in unison, they motor an engine
         of near limitless power.

      
      Perhaps nothing illustrates the might, the sheer potency, of these three components coming together better than the American
         moon landing in July 1969. The gauntlet thrown down by President Kennedy in 1961, to land a man on the moon by the end of
         the decade, could not have been more ambitious. Goaded by the seemingly more adept Russian space programme, which was first
         with an object – Sputnik-1 (1957) – first with a living creature – Laika the dog (1957) – and, of course, first with a man – Yuri Gagarin (1961) – Kennedy
         captured the spirit of the times in his famous words: ‘We choose to go to the moon in this decade and do the other things
         not because they are easy, but because they are hard.’

      
      The history of the Apollo programme, its personalities, its spirit of adventure, remains one of the most celebrated moments
         in American (and world) history, and rightly so.6 But it is also the supreme example of the confluence of capital, labour and technology, each at the height of its powers
         and all of them working as one. America had the capital, it had the labour, and, ultimately, it had the technology. The facts
         and figures speak volumes.

      
      In terms of capital, the costs of the Apollo project were astronomical. The annual budget of the National Aeronautics and
         Space Administration (NASA) increased from US$500m in 1960 to a high point of US$5.2bn in 1965 – representing 5.3 per cent
         of that year’s federal budget (5 per cent of today’s US budget would be around US$125bn). As a reference point, the Vietnamese
         war is thought to have cost around US$111bn (US$686bn in 2008 dollars). All told, the final cost of the Apollo project was
         between US$20bn and US$25bn in 1969 dollars (or approximately US$135bn in 2005 dollars).

      
      Cash was only one component of the Apollo challenge. To realize its goal America had to draw upon the two other essentials:
         labour and technology. Luckily for America, it could.

      
      To this end, a huge army of personnel were enlisted. By 1966, NASA’s civil service list had grown to 36,000 people from the
         10,000 the agency employed in 1960. NASA’s space programme would also require that the agency call upon thousands upon thousands
         of outside technicians and scientists. From 1960 to 1965 individuals working on the programme increased by a factor of 10,
         from 36,000 to an astonishing 376,000. The more critical point here was not that NASA needed to find such a vast amount of
         talent, but rather that it could. And where the talent did not exist, NASA created it. Private industries, research institutions
         and universities provided the majority of these personnel. It was this labour force that would invent and build the technology
         which would catapult America to the forefront of the space race and put Neil Armstrong and Buzz Aldrin on the moon – an accomplishment often cited to this day as the greatest technological achievement in history.

      
      The technological feats of the Apollo programme were truly awe-inspiring. While marvelling at the wonder, the approximately
         one fifth of the world’s population that watched the live transmission of the first Apollo moon landing would have struggled
         to appreciate the phenomenal behind-the-scenes technological brilliance that had made this possible.

      
      The idea of a lunar landing had been through ten years of trials, prototypes and numerous setbacks in order to make it a reality.
         From the huge Saturn rockets that had the power to lift a US destroyer into space, to the lunar module that landed two 150-pound
         men on the moon, and to each of the hundreds of thousands of components and parts that had to be researched, designed, built
         and tested, the apparatus of the Apollo was breathtaking in its vastness and complexity.

      
      It did not stop there: the programme spurred advances in many areas of technology peripheral to rocketry and manned spaceflight,
         including avionics, telecommunications and computing, as well as in the fields of engineering, statistical methods, and civil,
         mechanical and electrical engineering. This is the power of ideas. Beyond the immediate machine or contraption the spill-over
         effects are the real gains of technology. And because once an idea is out it can be used and improved upon by anyone, anywhere,
         an idea has a marginal cost of zero.

      
      Even if it had wished to, no country other than America had the capability – the capital, the labour, the technology – to
         plan, to develop and to execute the moon landing. Russia was not so far behind in space investment, hence the emergence of
         the Space Race, but over time it became clear that it would not be able to compete.

      
      The absence of any one of these elements would have meant that America couldn’t have achieved its lunar ambitions. The point
         is, with these three factors in place the implausible becomes possible; economies, and therefore countries, become forces
         to be reckoned with. Yet if they are misused, misallocated, a country’s economic decline is not just on the cards but accelerated.

      
      What is clear, and what this book will demonstrate, is that deliberate (American) public policies are making things worse,
         exacerbating this economic step down by weakening these three components. America’s economic growth is not only less than it would otherwise
         have been, but its overall economic decline is undoubtedly faster and more acute than it would be with better policymaking.

      
      What follows is an exposition of how these three factors are individually and collectively contributing to the decline of
         the West. Further, two aspects are fundamental: their respective quantity and quality. To hammer home the point, it is not
         only the quantity of capital, the quantity of labour, the quantity of technology that is of concern; what has equal bearing
         in determining economic success or failure is their quality. That is to say, the manner in which the capital is allocated,
         the aptitude of the workforce and the nature of the technology.

      
      From the early days of the growth debate, capital has always been regarded as the prime mover in defining a country’s failure
         or success. So it seems right and proper that the book should first turn its attention to this all-important subject.

      

      
            
      2

      
      A Capital Story

      
      ‘Capital is money, capital is commodities. By virtue of it being value, it has acquired the occult ability to add value to
         itself. It brings forth living offspring, or at the least, lays golden eggs.’

      
      Even capitalism’s most vigorous detractor, Karl Marx, recognized the overwhelming power that capital impresses on us all;
         it is, after all, the lifeblood of every economy. It should come as no surprise, therefore, that early economists identified
         capital as the prime ingredient for growth.

      
      Capital encompasses everything from the physical treasures of the earth that man regards as valuable – gold, silver, land
         – to houses, turnpikes, factories and even livestock. Indeed one can go back at least as far as 1086, when William the Conqueror
         commissioned the Domesday Book to put a value on England to such an extent that an observer of the survey noted that ‘there
         was no single hide nor a yard of land, nor indeed one ox nor one cow nor one pig which was left out.’1 At the time of the publication of the Domesday Book, the total value of land recorded in the survey was valued at approximately
         £73,000.2

      
      The bulk of the survey was devoted to the assessment and valuation of rural estates that were then the only important source
         of national wealth, and, very much as capital is valued today, the tally included arable land, the number of plough teams,
         river meadows, woodland, watermills and fisheries. Ultimately the purpose of it came down to providing a guide to the King
         for where he should look when he needed to raise money.

      
      In the United States, analogous data that offer a snapshot of the state of the economy are presented in the National Income
         and Product Accounts (NIPA). According to the Bureau of Economic Analysis, which produces the NIPA tables, the estimation of national income and the national balance sheet was initiated during the
         early 1930s, when the lack of comprehensive economic data frustrated the efforts of presidents Hoover and Roosevelt to design
         policies to combat the Great Depression. The Department of Commerce commissioned the Russian-American economist Simon Kuznets,
         who later became a Nobel laureate, to develop estimates of national income. These estimates were presented in a report to
         the Senate in 1934, National Income, 1929–32.

      
      However capital is defined, governments have tended to view it all in terms of that man-made stuff – cold, hard cash (itself,
         of course, originally partially made of the precious minerals). So much so that in today’s parlance capital has become synonymous
         with money. Rightly or wrongly, money has become the yardstick by which individuals, governments and societies as a whole
         are judged. The worth of something is exactly that. The amount of money produced by an economy has become its most revealing
         indicator. Which is why, in modern times, economists tend to focus on what a country produces – the Gross Domestic Product
         (GDP).

      
      
      STOCK OR FLOW?

      
      An important technical point is the difference between stock and flow. Whereas the Domesday Book offers a snapshot value of
         the economy (i.e. what is known as a stock number), GDP is calculated as a flow, and therefore represents the total production
         a country generates over a specified period – call it a year. For example, a country with an annual GDP of roughly US$14tn,
         such as the United States, has produced that value of goods and services in that year, but this does not represent the value
         of America’s total stock. In fact, it is best to think of the modern-day version of the Domesday Book as a nation’s stock
         of assets, not its GDP (flow).

      
      To further elucidate this point: consider the fact that if one were to bulldoze a country, raze it to the ground and rebuild
         it within the same year, this would be reflected as a high GDP flow, but low GDP stock (many emerging and poor countries fall
         into this category). Conversely, a country could have a zero, negative or low GDP growth rate (its flow), but have a GDP stock that is very high.
         Think of old Europe and the US (particularly after the 2008 financial crisis) as possible examples. Furthermore, GDP estimates
         should not be equated to the amount of capital. For, it is quite clear that while the United States has the largest GDP today,
         the country is also short on cash.

      
      We digress, slightly. Why then focus on GDP? Well, the point here is that the economic decline across the West and primarily
         the United States is driven by two factors: these economies are increasingly capital-constrained, and their GDP estimates
         are on a precarious path of forecast decline. The point of mentioning GDP at all is that it gives one the ability to look
         at and measure a country’s economic performance individually and vis-à-vis other countries. In what follows, we do just that.

      
      
      HOW MUCH HAVE YOU GOT?

      
      The story of the West’s rise and fall is primarily a tale of how it has viewed, stored and wasted its capital. The West’s
         behaviour over the last fifty years has been like that of a profligate son, squandering the family wealth garnered over the
         centuries – frittering it away on heady indulgences and bad investments. Left unchecked, the last half-century will also mark
         the start of the decline of the 500-year interlude in what previously had been 2,000 years of Asian economic pre-eminence.
         It is after all useful to remember that as far back as the first century BC, the Chinese developed the decimal system that underpins global finance and virtually all measurement today.

      
      Historians and macroeconomists owe an inordinate debt of gratitude to Angus Maddison, who published his inimitable economic
         database which stretches as far back as 1500 and includes estimates of growth, populations and breadth of infrastructure from
         old world Europe, to China, to India and latterly the US.3 The uniqueness of the Maddison log is that, by going as far back as it does, it provides a picture of not only how the world’s
         economies have fared individually, but also how they expand or shrink in relation to each other over time.

      One of the most fascinating sets of figures is the snapshot of the share of world GDP in 1820. At the time China’s world share
         of GDP stood at 32.4 per cent – larger than any other region of the world, and greater than those of Europe (26.6 per cent),
         the United States (1.8 per cent) and Japan (3 per cent) combined. China’s dominance was largely driven by a seemingly insatiable
         Western demand for porcelain, silk nankeen (a coarse cotton) and, principally, tea, which rose from 36 per cent of America’s
         imports from China in 1822 to an unquenchable 65 per cent of US imports in 1860.

      
      As an economy India too was surprisingly buoyant during the early 1800s. Although the Indian economy had declined from its
         position in 1700, when its share of world GDP matched both China’s and Europe’s (at around 23 per cent), by 1820 it still
         had a dominant position with a share of 16 per cent thanks to a healthy export base of tea, cotton and spices and to the rapidly
         expanding opium trade. And, indeed, from 1870 to 1913 nearly 50,000 kilometres (31,250 miles) of new railway lines were laid
         down – roughly ten times the distance between New York and the coast of California.

      
      In the seventy years from 1820 to 1890, China’s share of world GDP drops by almost 40 per cent, whereas America’s share rises
         almost fourteen times to 13.8 per cent. By 1890 the pattern of Western economic dominance that has been the norm for the past
         hundred years begins to assert itself. With the surge powered by the industrial revolution, Europe (but perhaps principally
         Britain) leaps forward to take a lead position in the world share of GDP (at 40 per cent). At this time, China and America
         are each at around 13 per cent – the difference of course being that China is experiencing a rapid decline, whereas America
         is firmly on the ascendant.

      
      Come 1950 it all seems over, and we are living in the post-Second World War world we know. Now America and Europe are booming,
         standing at the economic helm, together representing a massive 60 per cent of world GDP – America at close to 30 per cent.
         Meanwhile, unable to stem its decline, China has nearly reached rock bottom at 5.2 per cent of world GDP (indeed, it spends
         the following twenty-five years floundering in the 5 per cent share of GDP doldrums), while India stands at a paltry 3.8 per
         cent (only nuclear-bombed Japan is lower, at 3.4 per cent).

      
      Indeed, with the collapse of Chiang Kai-shek’s government army in 1949 the US Secretary of State, Dean Acheson, told Congress,
         not to be alarmed; he said that China is ‘not a modern centralized state and that the communists will face almost as much
         difficulty in governing it as had the previous regimes’.

      
      By 1978 this world-view appeared confirmed, with America and Europe firmly in the economic driving seat. India, like China,
         had suffered a catastrophic collapse, slumping to her lowest ever share of world GDP at a mere 3.4 per cent. Upon closer examination,
         however, while Europe was holding steady at 27.9 per cent, America had already dropped a significant 7 percentage points in
         favour of a rebounding Japan, which was capitalizing on its own industrialization boom, driven by technological innovation.
         For America, the consumer age was just beginning, and Japanese innovation was there to meet this demand. Even at this time,
         it was still predominantly a Western story. China, India and others had yet to make their move.

      
      
      THE RISE OF THE REST

      
      In the south-east corner of China, in Guangdong Province, lies Dongguan, one of the world’s fastest-growing cities, with a
         population in 2007 of nearly 7 million (up from 1 million in 1979). It was now home to some 15,000 international companies,
         one of the leading centres for the manufacturing of PC components. In addition, with China being the world’s largest producer
         and exporter of toys, Dongguan (with more than 4,000 factories at its peak) is the leading toy manufacturer in a province
         which contributes 70 per cent of China’s overall toy output. In 2002, with nearly US$3bn of goods exported worldwide – the
         majority to the US – Dongguan ranked third among Chinese cities (behind Shanghai and Shenzen).

      
      No country has come to symbolize the profound economic transformation witnessed in the past half-century better than China.
         From a country whose outlook has for centuries been inherently internal and introspective, China has emerged as one of the
         most potent economic forces on the planet. At the time of writing, China was the largest exporter in the world, and surpassed Japan to rank second in terms of GDP.

      
      It is not happening in just one town – this story is being replicated to a greater or lesser extent all over China, and all
         over the emerging world: Brazil, India, Russia, the Middle East, South Africa, parts of Eastern Europe and South America,
         the list goes on. Such is their power and their influence that this new force has been given a collective noun in recognition
         of their position on the global economic stage, taking the West on at their own game – ‘the Rest’. Were it just one country,
         the West might have been able to tame it, to absorb it. But faced with the combined might of the Rest, the West is forced
         to grapple with a relentless onslaught of challengers from all corners of the globe. And all these countries are growing in
         confidence, gaining in competence, and jockeying for a frontline position in the world’s economic race.

      
      The key question here is how damaging is this for the West? Is it bad for America if millions more people in the emerging
         world have better-quality lives and higher economic living standards? Given cross-border trade and the tendency for progress
         to move across a broad front, perhaps not; however, where there is a resources squeeze – commodities, water and energy, and
         an environment with a population still on the rise (some forecasts put the number of people on the planet at over 9 billion
         by 2050) – this becomes a pertinent question. As the world becomes a true global village through convergence – the sustained
         rise in incomes and reduction in poverty towards Western living standards across the emerging world – something has to give.
         All else being equal, convergence will necessarily entail economic upward peaks (on the part of emerging economies) and downward
         dips (for the richer countries). In other words, even while globalization could contribute to a rising tide for all boats,
         it is clear that the relative quality of life will almost certainly have to decline in the West to accommodate a rise in the
         Rest. Of course, the West has, thanks to the emerging economies, benefited from cheap products, cheap labour and cheap funding
         costs. However, greater global demand on the back of rising incomes across the new economies must mean that real cost rises
         are inevitable, resulting in a reduction of relative Western living standards. Put differently, as the world flattens out
         it will always be inevitable that the West will lose on a relative basis, but it is not predetermined that it has to lose on an absolute
         basis – although that is where the West’s policies are leading it.

      
      Look at China again. By 1952 China’s world GDP share had bottomed out at 5 per cent – a 158-year decline since its zenith
         of 1820. But this inexorable and disastrous fall pales when compared with its subsequent rise. China turned the situation
         around to such an extent that between 1978, when it abandoned Maoist economic theocracy in favour of market-led pragmatism
         (more on this later), and 2000, China’s share of world GDP had more than doubled from 5 per cent in 1952 to 12 per cent in
         2000, a meteoric rise in just twenty-two years; while, according to Maddison, the US share of world GDP has been steadily
         trending downwards from a 1952 high of 28.4 per cent to 22 per cent in 2000.

      
      Although Asian countries, like China, had already been dominant economic powers as far back as the 1400s and 1500s, emerging
         economies have done the unfathomable – moving from virtual economic obscurity fifty years ago to consistently, systematically
         posting the largest year-on-year growth gains in the last several decades. Their economic revolution has been so dramatic
         and so pervasive that to summarize the huge importance of the implications for the human condition and human experience –
         education, knowledge – is very nearly impossible.

      
      Of course varying statistics abound; the rosy picture painted by Angus Maddison differs from data estimates on the GDP share
         breakdown as postulated by the International Monetary Fund and Goldman Sachs. The latter put China’s 2000 and 2006 respective
         shares at 3.8 per cent and 5.4 per cent, and those of the United States at 30.8 per cent and 27.7 per cent, respectively –
         neither set of figures as dramatic as those suggested by Maddison.

      
      Nevertheless, to dwell on diverging data points is to miss the broader trend, that the US share is falling, while that of
         China, and of other economic upstarts (Brazil, Russia and India), is rising. In a world where there are winners and losers
         this trend matters. Indeed, 2006 marked a watershed moment when, for the first time in post-Second World War history, the
         emerging market economies combined overtook the United States as holding proportionally the larger share of world GDP (27.4
         per cent versus 26 per cent).

      
      It’s not just China’s rising share of world GDP that underscores its mounting economic influence. So too do its notional stock of wealth (i.e. how much money
         the country has) and its population’s per capita income (i.e. the average income per person), which have risen spectacularly
         thanks to the country’s extraordinary growth rates – since 1989 China’s growth rate has never dipped below 6 per cent, and
         sometimes has reached 10 per cent.

      
      If one were to put a GDP value on the world in 2009, it would be worth US$60tn. That is the sum total ascribed dollar value
         of the annual output all the world’s countries – rich and poor. For the current global population of roughly 6.5 billion people,
         this averages out as just over US$9,000 for every man, woman and child on the planet. (Of course the realities of income inequality
         mean this is not the actual case.) At US$14tn, the largest share of this capital resides in the world’s wealthiest country,
         the USA; very nearly one third of the world’s GDP. At a rough calculation, this means that, as of 2008, the average American
         took home about US$45,000.

      
      Back in 1978 (when the US was also the richest country), its GDP stood at around US$5tn and a per capita income of US$22,300.
         World Bank estimates, which enable comparisons to be made across countries over time, put American GDP in 2008 at US$12tn,
         and per capita GDP at US$38,200. Compare this performance with China’s. In 1978 its US dollar value GDP stood at US$150bn.
         By 2008 it had surged to US$4tn; an unprecedented rise in per capita income from US$155 (in 1978) to nearly US$3,000 in 2008.
         Had China’s population been static at this time, this would have been an impressive enough figure, but when one realizes that
         its population increased by 100 million people at the same time, the per capita income figures are truly stupendous. For those
         who have so far participated in China’s economic boom, the numbers are even better still, and although there are hundreds
         of millions of Chinese (many of whom are farming peasants) for whom economically things are more or less unchanged, the trend
         is in the right direction.

      
      The Chinese economy has exploded. And like its legendary firework displays, the explosion has been dazzling. In just thirty
         years China has shifted some 300 million of its people from abject poverty and wretched indigence to economic standards that
         rival the West’s – a feat unprecedented in the history of the world. In the past two decades China has been the world’s fastest-growing economy,
         overtaking Germany (the world’s third) in 1982, Japan (the world’s second) in 1992, and by 2003 vying to match the USA, representing
         73 per cent of America’s GDP. Before the first decade of the new millennium is over, China is already first in mobile phones,
         cars and internet users, first in exports, second in electricity consumption4 and first in terms of reserves. In the first seven months of 2009, the US bank Morgan Stanley reported that vehicles sold
         in China reached 12.3 million on an annualized basis, exceeding the United States for the first time ever. At the end of 2008,
         China recorded more dollar millionaires than the UK (364,000 versus 362,000, respectively).

      
      China has not been alone in this relentless economic march, but has been followed by India. Like China, the last fifty years
         have not been the first time that India has flirted with being a player on the world economic stage. Its turnaround might
         have been slower than China’s (the Indian subcontinent’s growth rate averaged nearly 5 per cent a year, which is markedly
         lower than China’s at 7.5 per cent over the last several decades), but all the while it has been as consistent.

      
      According to Asymmetric Threats Contingency Alliance (ATCA), India – still regarded in many Western eyes as a poor country
         – has an estimated US$1.5tn residing in Swiss banks (more unaccounted-for monies than the rest of the world put together),
         and an amount ten times larger than its foreign debt. It is also home to fifty Indian billionaires. Every year around 80,000
         Indians travel to Switzerland, of whom 25,000 are frequent visitors.

      
      In the interests of full disclosure, Russia lies second (US$470bn) in the league tables of Swiss bank depositors, with Ukraine
         and China fourth and fifth at US$100bn and US$96bn, respectively. Surprisingly, the only Western country in the top five is
         Britain, with US$390bn.

      
      
      CASH IS KING

      
      On 24 June 2008, the Financial Times published its list of the top 500 global companies by market capitalization (after all, what is relevant is the market capitalization,
         not simply the existence of a big conglomerate flagship). Nearly half of the top ten companies were non-Western; two from China (with PetroChina muscling in
         at number two and the Industrial and Commercial Bank of China straddling the opposition at number six), one from Russia5 and another from Hong Kong. Five in the top ten were American, but for how much longer? As Western companies grow weaker,
         the cash-rich companies of the emerging world grow stronger.

      
      It’s not just the companies. Across the emerging world, government-owned pools of money are playing hugely significant roles
         and are poised to shape the global economic landscape in years to come. China may be hogging the media limelight, but the
         stash of money comes from a much broader cast.

      
      In purely cash terms neither China nor India controls the top five largest government-owned investment pools of cash, or sovereign
         wealth funds as they are more commonly termed, although at the time of writing China’s funds alone are growing at over US$1bn
         a day. Unsurprisingly, thanks in large part to oil (the Middle East region accounts for around 40 per cent of the world’s
         proven oil and 23 per cent of natural gas reserves), three of the top five funds are from the Middle East, making the region
         an economic bloc every bit as testing and intimidating as its Far Eastern rivals. And at the last count, eight of the top
         ten global sovereign wealth funds were owned by the Rest; the largest such US fund crawls in at number sixteen (the Alaska
         Permanent Reserve Fund, with US$37bn).6

      
      Yes, the United States is home to vast pots of capital, but unlike in the emerging world where cash piles are ‘owned’ by the
         government, most of the large pools of money in the US are held privately (in pension funds, insurance companies, mutual funds,
         etc.). These structural differences, in who owns and oversees the money, have already proven to be critically important in
         the flexibility and speed with which the 2008 financial crisis could be addressed. It will be even more critical in terms
         of economic strategy and accomplishment going forward. Ultimately, however, selling commodities and having a large cash pile
         do not make a nation a big economic force; rather it’s what the owners do with them that matters.7

      
      Not long ago the world would have baulked at the notion of China and the Middle East riding to the rescue of a financially
         weakened United States. But now a survey of 600 senior business executives by the law firm Eversheds concludes that Shanghai will probably
         overtake London in the next decade, just behind New York, as a global financial centre, thus becoming a leading contender
         in the competition to be the world’s capital of finance. Meanwhile, these emerging regions have already been propping up failing
         Western financial institutions (and potentially the broader economy) on the brink of collapse.

      
      Abu Dhabi ploughed US$7.5bn into Citibank, the Chinese CIC invested US$5bn in Morgan Stanley and another US$3bn in the US
         private equity house Blackstone. At the last count, in early 2008, the total amount invested by the emerging world in Western
         financial institutions had topped US$30bn. And yes, although many of these investments were all left underwater in the wake
         of the financial crisis, the point is that the emerging countries had the money to do this. While the US government (and other
         Western governments) did engineer bailouts on the heels of the financial crisis, much of the cash raised will have to be covered
         by the ordinary taxpayer rather than government-held reserves.

      
      The uncomfortable truth is that the West is desperately strapped for cash. Like the rules of engagement that have governed
         the market economies of the industrialized West for more than 200 years, it all boils down to cash; who has it and who doesn’t.

      
      In the global bidding war – for property, for companies, for commodities, for anything of value – the West will rarely be
         seen: it’s fast running out of money. But it wasn’t always this way. It once had plenty, and even surplus. The reason the
         West finds itself in this predicament is because of what it did with the money when it had it – it misallocated it.

      
      At the close of 2008 America’s banking sector looked much the same as Detroit’s car industry – battered and bruised. With
         roughly 20 per cent of America’s GDP (including real-money investors and insurers), and many hundreds of thousands of employees,
         the banking sector and its 2008 crisis placed America at the precipice of disaster.

      
      Although the 2008 crisis will most certainly not knock Western economies (and America specifically) off their perch, viewed
         in a broader context this economic wobble, trip and stumble is the latest step in the steady decline of the West’s capital
         dominance and a harbinger of things to come.

      
      The recurring theme of this book is how Western governments and private institutions – the think tanks, academic faculties,
         university research programmes – all burrowing away feverishly to design the best economic policies, yielded unintended and
         detrimental consequences. At the heart of the American financial system were layers of agency risk, i.e. the possibility that
         company managers would not act in the best interests of its stakeholders.

      
      Perhaps it was folly, perhaps wilful blindness, or perhaps capricious political myopia – regardless of the motivation, in
         the last fifty years Western policymaking has placed an unbearable burden of unsustainable mounting costs on future generations,
         the full extent of which the Western world has just begun to experience. Time and time again, it will become clear how this
         has come about. As we will see, many policies propelled by good intentions produced short-term benefits, but also long-term
         detrimental costs.

      
      In the specific case of capital, for example, the unintended consequences of Western (American) policies to broaden access
         to capital for its citizens (i.e. to fulfil the American dream) have left the United States and indeed the Western world at
         large teetering on the verge of bankruptcy. So carried away were policymakers that they failed to appreciate the collateral
         damage that would invariably, inevitably, follow in the wake of these policies, eventually sweeping aside everything in its
         path.

      
      
      DEBT IS CHEAPER THAN EQUITY

      
      In July 2009 Barney Frank, a senior US policymaker and crucially the Chairman of the House Financial Services Committee –
         responsible for overseeing the financial services industry, i.e. the securities, insurance, banking and housing industries
         – made the following statement: ‘Management owes a duty of care to its shareholders to reduce the company’s risk.’8

      
      This seemingly innocuous statement demonstrates a fundamental lack of understanding of the capital structure, the important
         differences between the role of the debt holder and the role of the equity holder, which has not only led to the 2008 financial
         crisis but also underscores how through faulty policymaking the West continues to misallocate its capital and why this will lead to its continual economic decline.

      
      What follows is a brief explanation of how a company finances itself. The reason why understanding a company capital structure
         is important is that once explained it will be easier for the reader to appreciate three things: (1) how a company’s capital
         structure is widely misunderstood, especially by policymakers; (2) the implications of this misunderstanding on the housing
         market; and (3) how deliberate homeownership policies on the part of Western governments (and the United States, in particular)
         have led to a misallocation of capital, which has in turn placed industrialized countries on a path to economic demise.

      
      A good way to investigate key aspects of corporate capital structure is something called contingent claims analysis. This
         framework shows how a company finances itself – largely via what are called equity claims (e.g. ownership through stocks)
         and debt claims (e.g. lending to the company). As will become clear, the attitude of these different claimants to (1) earning
         volatility and (2) debt levels (also known as leverage) drive the manner in which companies finance themselves.

      
      Let’s suppose you own a company, which costs you US$10,000 to set up (e.g. you pay a licence fee to the government). For simplicity
         let’s assume these are sunk costs and are therefore non-recoverable – you don’t get them back. The moment the company has
         a value over zero (i.e. it has an income), your equity claim has a non-zero value. Put another way, as soon as the enterprise
         has some value, the equity holder is making money.

      
      In financial lingo, you, as the sole shareholder, are ‘long’ the company, but this also can be viewed as you being ‘long a
         call option’ struck at zero (i.e. you make money anywhere after zero). Because you have an option, if the company were ever
         to be worth zero or worth a negative value, you as the equity holder make no money and crucially can walk away without any
         further loss (as there is no recourse to you as an owner, and in this sense it is like a limited liability enterprise). What
         this means is that the more money the company makes, the more money you as the sole shareholder make.

      
      To gauge the value of the company, you have to watch and understand what is known as the enterprise value. The enterprise
         value (EV) is a measure of a company’s worth, and is computed as the sum of the expected value of the equity (EQ) and the expected
         value of the debt (ED), so that EV = EQ + ED.

      
      Assume a friend lends you US$50,000 to develop the company. The equity claim still behaves as a call option; the only difference
         is the strike (the point after which you start to make money) has moved. That is to say, you the shareholder make money as
         the company makes money (i.e. the company or enterprise value goes up). However, now you have to consider the fact that you
         have to pay back the US$50,000 loan before you garner any benefit.9 Specifically, the strike is now US$50,000 (i.e. the level of debt) so that when the enterprise value is greater than that,
         your equity claim is equal to the difference between the enterprise value and US$50,000. You’re making money. If the enterprise
         value is ever below US$50,000, the sensible thing for you to do, as the equity claimant, is to exercise your right to walk
         away.10

      
      As a debt claimant, although your friend wishes the company to be a success, he is only concerned about one thing – getting
         his US$50,000 back (plus interest). However, his upside is capped in that regardless of how successful the company is, the
         maximum he can ever make is his US$50,000 plus interest back. In the lingo, he is ‘short a put option’11 – he makes money up until the US$50,000 is paid back and then earns nothing more. In other words, the equity claimant is
         long an option, and the debt claimant is short an option, and the value of the option is correlated to company earnings volatility.12 The debt claimant gives the equity claimant the option to either pay back the US$50,000 or ‘put’ the company back to him
         if the company is less than US$50,000, so the debt claimant always gets whatever is left.

      
      In contrasting these two claims, it should not be missed that there is a natural tension between these two parties.

      
      For the owner of the company (the equity claimant), the greater the risk he takes, the higher the expected potential profit.
         The thing is, there is a direct and positive correlation between risk (as measured by the asset volatility or debt level)
         and expected profit, so that the equity claimant likes higher volatility and higher levels of debt, and therefore is prone
         to taking a higher risk.13 Usually, standard practice is that the owner of the equity claim is responsible for the day-to-day management of the business
         and makes key business decisions about the future of the company. Of course, the equity claimant and debt claimant both want a higher enterprise value.

      
      More to the point, for a given expected enterprise value of the company, the equity claimant would like to increase the volatility
         or variance around that expected enterprise value more than the debt claimant.14 What follows demonstrates this point.

      
      The greater the risk the equity claimant takes the higher the expected return. The greater risks taken by operating the business
         increase the expected value of the equity claim. For the equity claimant the volatility (or variance) in the value of the
         company is a good thing. Given the choice the equity holder will always want to take more volatility. What follows is a simple
         numerical example to show that an equity holder will prefer more variance (volatility) in the enterprise value, rather than
         less.

      
      With the information we have, at Day 1 of the company’s life, the business has an enterprise value of US$50,000, a debt value
         of US$50,000, and as we are financing the business completely by debt, the equity value is equal to zero. (The cross-check
         is simply, as before, EV = EQ + ED.)

      
      If the equity holder is faced with a choice of (a) 50 per cent chance of an enterprise value of US$75,000 and a 50 per cent
         chance of an enterprise value of US$25,000, or (b) a 50 per cent chance of an enterprise value of US$100,000 versus a 50 per
         cent chance of an enterprise value of zero (US$0), which gamble will the equity holder pick?

      
      Remember that in either case the expected enterprise value of the company is US$50,000, so he will choose the scenario that
         will give him the better odds for making money. The answer to the question is that the equity claimant will pick option (b),
         where the expected value of the equity claim is US$25,000, as opposed to option (a), where the expected value of the equity
         claim is only US$12,500.

      
      How do we get these figures?

      
      The value of the company can go up or down. In a year’s time, according to the first scenario, the company’s value could be
         either US$75,000 (with a 50 per cent chance) or US$25,000 (also with a 50 per cent probability). If the company ends up worth
         US$75,000, with the debt standing at US$50,000, the equity value has to be US$25,000. Similarly, if the company ends up valued
         at only US$25,000, with the debt still standing at the same US$50,000, the company is effectively bust, as it cannot even cover the debt. This means the equity
         value must be worth zero. Remember that these two scenarios each have a 50–50 chance of happening; therefore, the overall
         expected equity value must factor in these probabilities and is calculated as (50 per cent multiplied by US$25,000) plus (50
         per cent multiplied by US$0), which equals an expected equity value of US$12,500.

      
      However, there is another possible choice, which changes the equity holder’s outlook. Recall that in this scenario there is
         a 50 per cent chance that the value of the company ends up at US$100,000 and an equal 50 per cent chance the company ends
         up worth nothing. Using the same formulas as before, and with the proviso that the debt claim is still US$50,000 and must
         be paid first (i.e. ahead of the equity claimant), if the company does end up worth US$100,000, his equity rises from zero
         in Day 1 to US$50,000. On the other hand, if the company (enterprise) value plummets to zero, the outstanding US$50,000 debt
         means the equity holder walks away with nothing. But using the overall formula to calculate the odds as before (factoring
         in the probabilities of each scenario), the overall expected equity value must be equal to US$25,000 (i.e. (US$50,000 multiplied
         by 50 per cent) plus (US$0 multiplied by 50 per cent)).

      
      What this tells us is that the equity holder will prefer to bet on the scenario with more variance around the enterprise value
         (i.e. more upside for him), whereas it’s not in the interest of the debt holder (note in the case of wider variance option
         (b), the debt holder risks not getting paid back).

      
      Obviously the equity and debt holders want the enterprise value to go up, so they are in sync directionally. However, the
         equity claimant is much more willing to accept a wider variance in the enterprise value, i.e. take a wilder punt. Given an
         expected gain or return for an asset value, the equity claimant has a higher expected value if the variance in the enterprise
         value goes up. And, as demonstrated before, the expected value of the debt claimant is the expected enterprise value minus
         the expected equity claim. Of course, because, as before, the equity claimant is long an option, while the debt holder is
         short an option, the debt claimant’s appetite for volatility is the flipside of the equity claimant’s stance.

      
      From this, it should be easy to see that if variance is good for the equity holder it must be bad for the debt claim. In our
         case the debt holder will prefer the first scenario; i.e. the US$12,500 enterprise value. The debt holder, anxious to get
         his principal US$50,000 back, is in essence indifferent to how much the company makes, as long as it can pay him back. Of
         course, he’s happy if the company does well, but he would prefer less volatility around the company enterprise value and would
         also prefer that the equity holder take on less, rather than more, risk. All told, he is wary of the company taking an unnecessary
         risk.

      
      The first example demonstrates that, for a given expected enterprise value, the higher variance benefits/favours the equity
         claim at the expense of the debt claim. In that sense, the equity claim is long volatility and the debt claim is short volatility.

      
      The example that now follows will show how the equity claimant also loves leverage and is prone to taking on more debt, and
         not less. Again the opposite is true for the debt holder. Remember that the fundamental point of all this is to show how,
         unlike Barney Frank’s proclamation, equity holders – and by extension the management that work on their behalf – love risk,
         and deliberately seek it out. This is exactly how they make their money.

      
      Let’s again begin with the simple case where on Day 1 our fictitious company has an enterprise value (EV) of US$50,000. As
         before, the enterprise value is a measure of a company’s value, and is computed as the sum of the expected value of the equity
         (EQ) and the expected value of the debt (ED), so that EV = EQ + ED. In this case let us assume that this US$50,000 enterprise
         value is made up of US$20,000 in equity and US$30,000 in debt. Let us also assume that in a year there is a 50 per cent chance
         that the business (the enterprise value) will be worth US$40,000, and a 50 per cent probability that the company will be worth
         US$100,000.

      
      If the case where the company ends up being valued (i.e. its enterprise value) at US$40,000 were to materialize, say, a year
         later, then with a debt still at US$30,000 the expected equity value is reduced to US$10,000. This is simply EV = EQ + ED
         (i.e. US$40,000 = US$10,000 + US$30,000 (remembering that the debt holder always gets paid first – ahead of the equity holder)).
         If, however, by Day 2 (a year later), the company’s enterprise value has risen to US$100,000, then with the expected debt of US$30,000 the expected
         equity must have increased to US$70,000. Of course, again we must factor in the probabilities of each of these scenarios occurring
         (i.e. 50 per cent each) so that the overall expected equity value ends up being US$40,000, i.e. (50 per cent multiplied by
         US$10,000) plus (50 per cent multiplied by US$70,000).

      
      The return on equity (ROE) is calculated as (equity value on Day 2 minus the equity value on Day 1) divided by (equity value
         on Day 1 times 100), recalling that the equity value on Day 1 was assumed as US$20,000. Therefore when the EV was US$40,000,
         the ROE is calculated as −50 per cent, i.e. ((10,000 – 20,000)/20,000) times 100. Not a great figure.

      
      However, using the same computation on the scenario where the EV ends up at US$100,000, the ROE stands at a respectable 250
         per cent ((70,000 – 20,000)/20,000) multiplied by 100). Once again, adjusting for probabilities of outcome occurring, the
         probability-adjusted overall ROE here is 100 per cent, i.e. (50 per cent multiplied by –50 per cent) plus (50 per cent multiplied
         by 250 per cent). Keep this 100 per cent return on equity figure in mind.

      
      
      LOVING LEVERAGE

      
      Now consider another scenario when, on Day 1, the company decides to finance itself by more leverage (debt). Here we have
         a company with the same US$50,000 enterprise value as before, but with a debt value of US$40,000 and an equity value of only
         US$10,000.

      
      As before, assume that there are two possible states of the world on Day 2. Once again, the company’s enterprise value can
         end up at US$40,000 (with 50 per cent likelihood) or US$100,000 (also with a 50 per cent chance).

      
      Using the same mathematical formulas as before, it is plain to see that if the company ends up with an EV of US$40,000, the
         expected equity value must be equal to 0 (zero) since the value of the debt is also US$40,000. Put another way, the total
         value of the business will be used to cover the debt.

      
      However, if the business flourishes and ends up with an EV of US$100,000, then again by using the equation EV = EQ + ED (and
         paying off the debt), the expected equity will be a much improved US$60,000. Again factoring in the 50 per cent chance of
         ending up with an expected equity value of either US$40,000 or US$100,000 leaves us with an overall expected equity value
         of US$30,000 (i.e. (50 per cent times US$0) plus (50 per cent times US$60,000)).

      
      Now look at what happens to the return on equity under this scenario of more debt. When the EV ends up at US$40,000, the ROE
         is a miserable –100 per cent (again ((0 – 10)/10) multiplied by 100). But if the company value surges to US$100,000, the ROE
         is 500 per cent (i.e. ((60 – 10)/10) multiplied by 100). The overall ROE (factoring in the 50 per cent probabilities of each
         of these scenarios) is +200 per cent ((50 per cent multiplied by –100 per cent) plus (50 per cent multiplied by 500 per cent)).

      
      Compare this debt-financed 200 per cent ROE to the 100 per cent ROE where the equity holder had to put up more of his own
         money. For the equity claimant, debt financing wins hands down.

      
      A lot of figures to go through to illustrate the simple point that the greater the debt, the greater the reward for the equity
         claimant. All in all, the equity holder will always favour more debt and will be keen to pile on the debt and leverage up.

      
      In summary, vis-à-vis volatility, risk and levels of debt, what becomes clear is that the two claimants (equity holder and
         debt holder) have widely different and competing appetites for each. So whereas the equity holder welcomes volatility and
         prefers to stack on debt, making him risk-loving, the opposite is true for his debt holder counterpart – he abhors volatility
         and stands shy of piling on layers of debt, i.e. he is risk-averse.

      
      Perhaps crucially, in the normal workings of a company, the debt claimant acts as a break or automatic trigger to the freewheeling
         ambitions of the equity claimant. The debt claimant’s motivation is to get his money back by stringently overseeing the over-reaching
         ambitions of the equity claimant. In baseball or cricketing terms, the debt claimant prefers to hit singles, rather than home
         runs or boundaries.

      
      So when government officials like Barney Frank say: ‘Management owes a duty of care to its shareholders to reduce the company’s risk’ he misses the fundamental point that risk-taking is
         precisely what equity holders expect management to do. In fact, risk-taking is what management is paid for, and the reason why bonuses
         are paid to those who take on more risk. Risk is the raison d’être.

      
      
      SAFE AS HOUSES

      
      The lack of understanding of equity claims and debt claims inferred from Barney Frank’s comments (and unfortunately displayed
         by many other government officials) does not end with corporate finance.

      
      In the most damaging way possible, this muddled thinking has permeated the policies directed towards the housing market; the
         trouble being that, in pursuing homeownership policies, policymakers clearly don’t fully understand the results of what they
         are doing. This blind spot in their knowledge is so pernicious that governments are actively involved in parlaying policies
         that misallocate capital and which in the long term will seal the economic fate of the West, and perhaps provides the most
         potent example of good intentions leading to unintended consequences. How can this be?

      
      
      COLLATERAL DAMAGE IN THE HOUSING MARKET

      
      Given that housing and food are things that every person needs, we should expect that good government policy would aim to
         keep the prices of these goods as low as possible. Yet, as will be demonstrated, US government policy around housing has encouraged
         the exact opposite, by specifically, though inadvertently, creating a regime that lives and thrives on house prices being
         high … and rising.

      
      Indeed, over many decades the US government has very successfully convinced the majority of Americans to save individually
         (the move from defined benefit to defined contribution pension schemes in the 1980s is just one example of this), and has
         also managed to convince Americans that the best way to save is by owning a house. As a natural consequence, Americans have tended to over-invest and
         over-allocate their savings into housing stock (as down payments initially), very often at the expense of other investments,
         such as stocks and bonds. Despite the well-known benefits of homeownership (painting the fence, watering the lawn), establishing
         a policy of ‘homeownership for all’ through a government-sponsored subsidy programme was a colossal mistake.

      
      Housing stock is a unique asset because once one lives in a house it does not generate an income or a cashflow yield. In that
         sense, the benefit of owner-occupied housing should be viewed as a convenience (non-cash generative) yield. Because there
         is no cashflow, in order to generate a positive return on housing investment, the government needs to engineer price increases.
         Naturally this creates a treadmill effect, where prices have to keep going up and up and up in order to keep the positive
         returns going. These price rises mean ultimately that what the economy ends up with is a bubble that invariably blows: making
         property less for occupation and more for speculation. More on this later.

      
      
      THE CASE OF THE SCHIZOPHRENIC HOUSEHOLDER

      
      Previous discussion highlighted how a debt claimant and an equity claimant interact and how each of their actions is guided
         by their attitudes to risk – leaving the equity claimant loving more variance around the enterprise value, prone to higher
         levels of debt, and the debt claimant not.

      
      The mirror image is true when looking at the housing market.

      
      Take the case of the rented housing market, i.e. a house owned solely as an investment property. Here there is a landlord
         who depends on a steady stream of rental income, much as an equity claimant relies on company cashflows. Of course, in both
         cases (the landlord and the company shareholder) they are also looking for a capital appreciation in their underlying assets.
         They are also similar in that if the rented property is foreclosed on (the analogy of the company going bust), the landlord
         can just walk away, losing only the initial amount he put down on the rented property. In this case, the landlord plays the role of the equity claimant.

      
      And, as before, the debt claimant, a mortgage lender – usually in the form of a bank – is left holding whatever is left (worst-case
         scenario: the lender gets back the home which was itself the collateral).

      
      Like the company shareholder before, the renting landlord loves volatility in the housing market (loves the variance in the
         enterprise value of the house), as the expected value of his return rises, the larger the variance (volatility) is around
         the house price; he has a large appetite for leveraging up as much debt as available, and a seemingly insatiable penchant
         for taking risk. Meanwhile, in the vein of the company debt claimant, the mortgage debt holder (i.e. the bank) does not like
         a lot of volatility around house prices, and prefers to curb the amount of debt the landlord piles on. And because he wants
         the certainty that he will get his money back, he keeps the risk-loving landlord’s aspirations in check. So far, so good.

      
      The problem emerges when one lives in one’s own mortgaged property. Think of this person as the schizophrenic homeowner.

      
      Part of him is in exactly the same position as the company equity holder; in that he loves the house price volatility. For
         sure, like the company shareholder, he wants the value of his holding (i.e. the house) to rise – the quicker the better. And
         while there is a very real risk that the house prices could fall, leaving him with negative equity, on the whole most homeowners
         tend to discount this risk, favouring the notion that (as most people harbour the ambition of owning their own home) the only
         direction for house prices is up. Implicitly, like the company and like the rented house, this homeowner’s house is being
         viewed as an investment.

      
      The owner-occupier (i.e. the inner landlord), like the equity claimant, prefers more variance in the expected value of the
         house, i.e. he clearly wants prices to go up, but also prefers the increased variance in the value of house prices. However,
         there is another part of the homeowner that makes him very different to the company equity shareholder or indeed the rental
         income landlord.

      
      This is the unique fact that in the case of the company, the most the shareholder could ever lose is the company itself (or
         in the case of the rental income landlord, his properties) – so what? Life goes on. But in the case of the homeowner living in his primary residence, if he loses the house he is out on the street. He has no
         home. In other words, he has a natural ‘short’ – he is born without owning a roof over his head. And it is because of this
         short that he will always have the fear of losing his house hanging over him like the sword of Damocles. He can’t just walk away. Or put differently, if he were to walk away, there is a replacement cost to that. This gives him a very different
         perspective on his property indeed. In particular, his feelings about volatility, levels of debt risk and risk are diametrically
         opposed.

      
      What living in a mortgaged home does is to change the contingent claim analysis from simply one of a debt versus an equity
         holder, to a situation where there are ostensibly three actors: a debt holder (in the form of the mortgage lender or bank),
         an equity homeowner (much as discussed before) and a newcomer, in the form of a ‘satiator’ who inhabits the same body as the
         homeowner. The bugbear is that these three claimants each have their own, and different, profiles for volatility and the level
         of debt.

      
      In this scenario, the owner of the debt claim (the mortgage lender/bank) and the equity claimant homeowner are no different
         from what was discussed previously. Specifically, as before, the equity homeowner loves volatility, is drawn to risk and embraces
         debt, whereas the bank/mortgage lender prefers low volatility, is risk-averse and disapproves of and keeps a watchful eye
         on the homeowner taking on too much debt.

      
      The schizophrenia of the homeowner takes hold because of his desire to take care of his natural short; i.e. the fear of being
         homeless. The natural short is illustrated as follows: think of the company equity holder as moving from a position of flat (i.e. no company, but no loss to his well-being) to a position where he is long a company (i.e. +1, where he owns the company; this is the identical position as the renting landlord). Contrast this with
         the house owner living in his mortgaged primary residence. Here the move is from a position of being short (i.e. –1, nowhere to live; think of it as being someone leaving home at eighteen years old) to a flat position of 0 (zero), i.e. with somewhere where you own the home. If the bank were to foreclose he moves to the uncomfortable
         position of being short housing (–1) all over again.

      
      The wish to satiate the natural short has far-reaching (yet conflicting) implications for the homeowner’s appetite for volatility, debt levels and risk.

      
      In terms of volatility, whereas the equity claimant loves more volatility in house prices (which is why people talk up house
         prices at cocktail parties and homeownership is a staple at dinner conversation), the satiator is worried that too much house
         price volatility could lead to negative equity or outright foreclosure (say, if the housing market were to collapse), leaving
         him homeless. (Of course, he is also fearful in his role as a mortgage payer that volatility around his income could leave
         him in a worst-case scenario where he would not be able to meet his dues.)

      
      There is a subtle yet important point here. The satiator does not care if house prices go down – in fact he does not care
         about the volatility of house prices whatsoever, nor about negative equity. He does, however, care about income volatility,
         in that a fall in his income could lead to his inability to meet his mortgage payments, which could put him on the street.
         Even as an equity claimant, his willingness to give the house back to the bank is reduced, because he needs to satiate his
         short – he needs somewhere to live. Furthermore, the value of the option is radically reduced when you are the equity claimant
         as well as the satiator, rather than just the equity claimant alone. With respect to levels of debt, the satiator will undoubtedly
         prefer less debt, thereby minimizing the risk of homelessness, but this, as discussed earlier, contradicts his equity-holding,
         debt-loving side.

      
      The fundamental problem that has arisen is the fact that, over time, government policy in industrialized countries like the
         US (and, indeed, the decisions of the individual households themselves) has all but completely ignored the risk-averse satiator,
         catering instead to the risk, volatility and debt-loving equity holder. The result of this blindness has been catastrophic,
         the full extent of which is yet to be realized.

      
      
      A DELIBERATE POLICY OF DEMISE

      
      When, as early as the 1930s, the United States government embarked on an aggressive homeownership strategy designed to get
         millions of Americans on the housing ladder, it did not foresee what it was letting itself in for. Distracted by the siren call of home ownership for all, policymakers inadvertently launched a fifty-year culture
         of debt and spawned a generation that set their economies firmly down a path of economic destruction. US Census data put the
         percentage of Americans who owned homes at 47.8 per cent in 1930, 61.9 per cent in 1960, and 66.2 per cent in 2000.

      
      By ignoring the ‘satiator’ in us all and, instead, feeding the equity homeowner governments have supported an insidious culture
         of leverage – to the extent that most people in the West now live way beyond their means. Western nations, their governments
         and households alike, are buried under seemingly insurmountable mounds of debt (the only way out seems to inflate their way
         out of these obligations). By promoting a strategy of broad homeownership sweetened by subsidy, Western governments have done
         more harm than good and are actually contributing to the demise of Western economies as a whole.

      
      This strategy has been assiduously accomplished by a dual-pronged strategy of (1) providing incentives for individuals to
         borrow, through subsidized debt mortgages and tax relief on mortgage interest payments, and (2) the wholly negative gift of
         providing guarantees to the mortgage-lending institutions. On the latter point, the issue here is that Fannie Mae and Freddie
         Mac were (implicitly) government-guaranteed but were simultaneously for-profit companies.15

      
      It is clearly not the case that all subsidy is bad. There are arguably benefits to helping the satiator get a roof over his head, and compelling arguments that
         homeownership (rather than renting) incentivizes the occupant to take care of the property. And while there is a case for
         subsidy so that it is easier for more people to buy a house, there is a clear case for limiting its extent. For it is one
         thing to get someone into a house, but it need not be a mansion that burdens them with too much debt. Which is precisely why
         lower, subsidized mortgage loans may have been made available in good faith, but not to the correct extent. The motivation
         for granting subsidized mortgages was well understood to start with, but the interaction between the quasi-private sector
         (in the form of Fannie Mae, Freddie Mac, etc.) and the government allowed good intentions to spin out of control.

      
      The direct consequence of the subsidized homeownership culture was the emergence of a society of leverage, one where citizen and country were mortgaged up to the hilt; promoting a way of
         life where people grew comfortable with the idea of living beyond one’s means. So deeply engrained has this ideology become
         that even though it was ruinous debt that led to the 2008 financial crisis, it is debt itself that governments have, in the
         post-crisis era, offered as the panacea to getting out of the quagmire.

      
      Now, it’s true that adding on debt when an economy is vulnerable is not so crazy in the short term. Indeed, such a stance
         is a classic transition effect. Even if a less leveraged (indebted) society is desirable, if de-leveraging occurs too fast
         (as in a crisis without intervention) then the risk is that an economy will spiral into depression. This is why governments
         have to offer more leverage in order to ensure a smooth and orderly transition. But what actually happens in practice is that
         private borrowing is replaced with public borrowing – of course with the unfortunate outcome that the eventual de-leveraging
         process can end up being a gift to bondholders and equity holders.

      
      In Britain, America and elsewhere in the developed world, the public policy response to the 2008 financial crisis was almost
         consistently some combination of slashing interest rates (with the expectation that banks would restore lending levels to
         individuals so that they could keep themselves afloat by getting further into debt) and national governments themselves taking
         on more debt.

      
      The other policy option (the one which is profoundly more sustainable and restorative), of tightening belts, cutting consumption
         and encouraging living within one’s means, was not politically palatable, and remains so. When, in June 2009, some of the
         UK’s banks audaciously started marketing 125 per cent mortgages, it served as a reminder of just how little we’ve learnt and
         how spellbound society has become on the idea of debt cure-all. Equally astonishing, first-time home buyers in Britain are
         being told to live on their credit cards; this is the only way to secure a mortgage. A mortgage adviser is quoted as saying:
         ‘My best advice to someone hoping to buy with a small deposit is to live on a credit card. Buy your groceries on it, go out
         to dinner on it, spend on it what you’d normally spend on a debit card.’

      
      But it’s not just in subsidized loans where policy has encouraged an over-leveraged and indebted ethos. In America, homeowners
         receive an extra enticement to borrow through a government-led tax break on the interest rate they have to pay on their mortgages.
         The culture of homeownership was not just supported by the surfeit of cheap loans and tax breaks; it was also buttressed by
         the fact that governments have systematically over time provided debt guarantees for those lending the money.

      
      The perverse effect of these guarantees meant that the loan providers, no longer worried about whether they got their money
         back or not, felt free to embark on unrestrained and reckless risk-taking, providing a licence to engage in sub-prime lending.

      
      As noted previously, theoretically speaking, a case can be made that sub-prime lending itself is not a bad thing, rather the
         mispricing of it (making it too cheap and easily accessible) and the risk of over-leverage – when people load up on too much
         debt. The pertinent question is how much regulatory interference does a society want? There is an argument that if institutions
         and individuals can go bust – and they are aware of this risk – then it should be left to them individually to make the best
         decisions for themselves.

      
      Of course for society as a whole the problem is systematic risk with institutions and lots of people going bust at the same
         time – in a correlated way, leaving a situation where whole economies are negatively impacted. Leverage limits can fix the
         latter, while better capitalization of institutions, and the risk of individual downside risk (not just institutional risk)
         for people working in financial institutions down to the level of mortgage broker, could arguably help. One fixes systemic
         risk, the other fixes agency risk.

      
      It is perhaps no surprise that the industry which over time has shown the greatest appetite for risk is precisely the industry that has had the most government guarantees on its debts: the banking sector. In the US, debt guarantees can
         take the form of FDIC (Federal Deposit Insurance Corporation) insurance16 on retail deposits or SIPC (Securities Investor Protection Corporation) insurance,17 which kicks in when a brokerage is closed owing to bankruptcy or other financial difficulties and customer assets are missing.
         Here SIPC steps in to return customers’ cash, stock and other securities. MBIA (Municipal Bond Insurance Association),18 primarily an insurer of municipal bonds on asset-backed and mortgage-backed securities, has enabled some financial institutions to take punts they most certainly would not have taken had the guarantees not existed, or at least
         if the guarantees had been correctly priced. The fact that the MBIA was insufficiently capitalized to meet its potential insurance
         liability was ludicrous – a castle built on sand, if ever there was one! Remember, these banking activities are not illegal.
         Banks and bankers are simply operating under the policies stipulated by the governments. These are the rules of the game.

      
      As banks have moved from partnership business structure (where the debt obligations are borne by the owners) to publicly owned
         commercial banks with government guarantees on their debts and deposits if things go awry, there has been a lock-step increase
         in risk-taking – very often in instruments that were unfamiliar and highly complex. The Bank of International Settlements
         data indicate that there were around US$100,000bn of outstanding derivatives contracts in the early 2000s, a fivefold growth
         over the previous decade.

      
      After all, what well-run partnership would risk its shirt investing in the alphabet soup of the derivatives market in the
         form of CDOs, MBOs or ABSs that are so inherently risky and inadequately understood? They wouldn’t. Whereas a bank whose downside
         is covered by debt guarantees could (and did) indulge itself in an orgy of risk-taking. Remember it is because the management
         of the banks was now hedged (on the debt side – governments had provided guarantees), and because management was driven by
         shareholder returns, that the unfettered risk led to the 2008 financial collapse. True, plenty of investors made the mistake
         – it’s not only agency risk that caused the fall; there are many others who fell for the allure of the market.

      
      The fact that the mortgage institutions of Fannie Mae and Freddie Mac had their debts guaranteed by the US government (remember,
         their debts are everyone’s mortgages) meant that the bondholders were lax in policing who they lent to, and therefore they
         had little incentive to vet people’s ability to absorb the mortgage payments, i.e. how risky each individual was. No surprise
         that the Chinese (one of the biggest holders of Fannie Mae and Freddie Mac debt) called the US government – and not Fannie
         and Freddie’s management – to ensure they’d get their money back when things started to go awry. Had the government-guaranteed
         safety nets not been there in the first place, Freddie Mac and Fannie Mae bondholders would have been much more vigilant in forcing management to be more diligent
         in vetting the willingness and ability of their subscribers to repay.

      
      The guarantees – a good idea in the very narrow sense – have proven to be at the root of the financial disaster; a disaster
         exacerbated by another act of US government ‘generosity’. In the UK and Canada if you lose your mortgaged house through foreclosure,
         you still owe the value of the debt you assumed from the mortgage company. You are still on the hook. But, in many states
         in America, there is no such recourse. Once you mail in the keys, you owe the mortgage company nothing. The government guarantees
         will kick in. There is no further consequence – not to the mortgage payer, not to the banks, only to the government (although,
         of course, many face homelessness). Or so it would seem – after all, when faced with ruin itself, the government will turn
         around and tax its citizens just so that it can stay afloat.

      
      
      THE DEATH KNELL OF CAPITAL

      
      Why is all of this relevant? The answer is simple: governments want to drive economic growth, and capital is necessary to
         drive growth. Yet, capital is being misallocated.

      
      The US government, through interest rate tax breaks and loan subsidies in the form of guarantees, spurs over-investment in
         its housing stock. This excess demand for housing invariably leads to price appreciation, which itself is made worse because
         investment in housing assets does not itself yield a stream of cashflow. In fact, the only way to generate a positive return
         on such an investment is for house prices to rise. This distortion in price signals, in turn, does three things:

      
      First, it ensures that valuable capital is redirected from productive cashflow-generating investments (such as much-needed
         infrastructure) towards other assets such as non-cash-generative, low-yielding, ‘convenience assets’ like housing.

      
      Second, the current US housing policies have the paradoxical outcome of making certain that one of the fundamental needs of
         Americans is, over time, being priced beyond their reach. Because shelter and food are goods that all individuals must consume, sound government policies should aim to keep these prices low.
         But under the auspices of its ‘homeownership for all’ policy, the US government encourages many people to over-allocate their
         life savings into their home asset, which leads to higher average home prices.

      
      Finally, to further compound the problem, the policy approach to housing promotes over-leveraged, debt-financed control of
         housing assets (as opposed to equity-financed purchase), and this ultimately leads to higher house prices and economic instability.
         Continuous price appreciation attracts more attention from the general public, which leads to over-allocation of money to
         the sector, which causes price appreciation, which inevitably, due to the psychology of markets, leads to overshooting of
         pricing fundamentals over fair value (so that actual prices exceed and no longer reflect true values), and this creates explosive
         housing price bubbles.

      
      Many argue that there is a case for subsidy, that government guarantees make it easier for more people to buy a house. Once
         again, the trick is not to stop subsidies altogether, but to instead limit their extent or at least correctly price the additional
         risk they represent. In practice this would translate into lowering the overall subsidized mortgage capitalization by limiting
         the notional size of the Fannie Mae and Freddie Mac loans.

      
      But from recent experience what the ‘homeownership for all’ strategy does is to raise debt levels for countries and individual
         citizens, and the very houses that are already highly leveraged are further used as collateral to borrow against even more
         for credit card consumption and non-productive ventures.

      
      Moreover, because society can’t unload one big lumpy investment on any one person, everyone, society as a whole, suffers.
         Which is why 2008 was the first time in the history of the United States that home prices fell nationwide. Although diversification
         is a fundamental tenet of investment, government guarantees have encouraged millions of people to pile into one asset – housing;
         and when the housing market goes down a large proportion of society is negatively impacted.

      
      How then should people be evaluating the housing market? Notwithstanding any social impact, in the absence of government subsidies
         it is not ex ante obvious that it is better for someone to own their house than to rent a home and invest the down payment and monthly principal components into a diversified portfolio
         of stocks and bonds.

      
      As an efficient economic agent, right away I should rent a place so as to keep a roof over my head (i.e. cover the needs of
         the satiator). With the cash I have left over, I should then evaluate all the potential investment opportunities, be they
         in stocks, bonds, cash or indeed housing, and if I do decide to invest in housing my options need not be limited to housing
         investment in my own home market. In other words, it should be perfectly legitimate for me to rent a place in London and chose
         to buy a place in Florida as an investment.

      
      Governments should be indifferent to whether their citizens rent a place or buy. Instead in the US they drive housing purchases
         (for example through the Housing for All policies), thereby making property seem at first glance to be the most favourable
         investment, but actually, via leverage, they are encouraging their citizens to pile into one asset class even when it may
         not be the best investment decision.

      
      There is another, more subtle point. Under the government guarantee system which propels the rapid appreciation of house prices,
         the only winners are those who can downsize (downgrade) their housing, or move to a different area, and buy a smaller (cheaper)
         place. Everyone else loses. Think of a young man who leaves a university dormitory, saves to get his foot on the property
         ladder (his first purchase a flat or condominium apartment), then graduates to a bigger, more expensive home to accommodate
         a wife and kids. At each stage he has to pay more to play. Yes, his flat or condo’s value may appreciate from the time he
         buys it (call it T1) to the time he sells it to upgrade to a larger place (time period T2), but, remember, he has to pay more
         in T2 as the price of the four-bedroom house has also appreciated. This ‘escalator’ effect continues until the time that the
         kids go to college. It’s a wealth transfer from the younger generation to the older generation as house prices become more
         expensive.

      
      Only in retirement can the homeowner ‘win’ as he/she can sell the large house, capture a cash windfall, and downgrade to cheaper
         accommodation. The only way to get ahead and win in the property game, it seems, is at death or retirement. No wonder that
         Robert Shiller finds that over the long term the real return on housing is zero – exactly what it should be, given that house prices are essentially tracking demographics.

      
      Demographics being what they are across much of the West – steadily moving to a time when there are more older people than
         there are younger – there could soon be a time when there will be fewer and fewer people to buy the housing stock as more
         people reach retirement. More housing stock to be sold, with fewer buyers; a recipe for a collapse in house prices.

      
      
      THE PROBLEM AT ITS ROTTEN CORE

      
      Across the industrialized West vast amounts of capital are being misallocated. At the core of this misallocation is the breakdown
         of the relationship between debt and equity holders – a relationship whose fundamental workings are at the centre of a functioning
         capitalist system and indeed an economy. Despite good intentions, government policies and a broader misunderstanding of the
         manner in which the financial markets work have contributed to this erosion. Ultimately, this chapter is about the confluence
         of three key factors, which together have contributed to the misallocation and squandering of capital in the US.

      
      First was the tension in, and then the fundamental breakdown of, the relationship between debt and equity claimants, courtesy
         of government-sponsored policy in the form of subsidies and guarantees. As detailed earlier, management (as representatives
         of the equity claimants) does not (primarily) work for debt claimants, which is why it is the core duty of the debt claimants
         to keep equity claimants (and management) in line. Indeed, it is these checks and balances that make capitalism work. However,
         US policy has, in particular through guarantees to bondholders, banks and other lenders, eroded the checks and balances, leading
         to the misallocation and the erosion of capital. As recent experience has now shown, the debt guys who were supposed to play
         chaperone at the party, supposed to criticize CEO excesses, monitor unshackled risk-taking and police lavish bonuses, instead
         sat out the dance. In a sentence, debt claimants failed in their fiduciary duty to police the equity holders because they
         were hedged by public policy.

      
      The debt holders’ fiduciary duty is to the people whose cash they are lending to various companies and investments and not
         to the company shareholders. In a similar fashion, the fiduciary duty of Fannie Mae and Freddie Mac is really to the US taxpayers,
         with whose money they have been entrusted, and not the people who got the sub-prime mortgaged houses (of course, many of the
         people who took out mortgages are also taxpayers). The government guarantees have meant that debt holders have increasingly
         failed to effectively execute their role as minders over the risk-loving equity holders, to detrimental effect.

      
      Second, the misguided belief that asset prices could only, and would only, go up permeated the financial markets as well as
         the thinking of the average citizen. Even the most sophisticated market participants appear to have suspended decades of knowledge
         about the vagaries of the market and replaced it with an iron-clad belief that market prices could only appreciate. They were
         wrong. This erroneous assumption, by borrowers and lenders alike, meant that investors all but discounted a scenario where
         prices would decline. Worse still, for the same amount of assets they held, borrowers were viewed as over-collateralized.

      
      Third, and as a direct consequence of the last two points, no lenders really knew who they were lending to. A culture that
         fostered a complete and utter breakdown of the lender–lendee relationship emerged. The zeitgeist manifested itself in the
         increasing level of complacency regarding debt agreements, which became more and more ‘covenant-lite’, with lenders imposing
         fewer and fewer conditions on borrowers. Debt investors increasingly abdicated their responsibilities to vet debt products.
         As these grew more complex and complicated over time, debt holders increasingly relied on rating agencies and Wall Street
         financial firms to do their vetting job for them. Of course, the trouble was that rating agencies and, even more so, the banks
         had every reason to see debt investors invest and get involved – they were themselves incentivized to sell the complex products.
         The net result was that lenders had virtually no clue who they were lending to; a further erosion in the core lender–lendee
         relationship.

      
      The housing story is the perfect example of the convergence of these three factors (government subsidies and guarantees; the
         staunch belief that the asset prices would go up; and a culture of debt (often via securitization) where the lenders had little clue
         who they were lending to). However, the housing market is by no means the only sector where they collided in a heady mix.

      
      The October 2009 New York Times article ‘Profits for buyout firms as company debt soared’ tells the story of Simmons, one of America’s best-known mattress
         companies.

      
      Over five years the company was bought and sold five times, with virtually every subsequent buyer of the 133-year-old business
         loading on debt (partly to reinvest in the company and partly to pay itself dividends). As debt got cheaper, and stock prices
         soared, owners were able to leverage the business even more and take cash out to reward themselves with sizeable payouts.
         Meanwhile, in a short period of time, the company’s debt had grown from around US$164m in 1991 to US$1.3bn in 2009. A fantastic
         example of a corroded system and the trinity of flawed policies if ever there was one.

      
      True, in this case there were no explicit government guarantees to speak of (although one could credibly argue that the banks
         that did much of the lending did have government guarantees in place). However, with debt levels spiralling out of control
         while the equity holders cashed in, it’s pretty clear the company debt holders were not doing their duty. It is evident that
         this trade relied crucially on the asset prices going up (so the private equity businesses that owned Simmons were able to
         cash in and subsequent owners raise even more debt), and that the true owners of the debt were obfuscated. Perhaps worst of
         all, many people got paid lots of money while the long-term veracity of the company should have been questioned; not just
         for companies like Simmons, but for the broader housing market and the economy as a whole. Smart policy should absolutely
         respond to America’s housing crisis. The question is, how should this be achieved?

      
      
      WHAT’S A GOVERNMENT TO DO?

      
      In a public speech in London in 2009, General Stanley McChrystal, the Commander of the US Forces in Afghanistan, proclaimed:
         ‘You have to start where you are, not where you wish you were.’

      
      By the time this book goes to print, there will have been no shortage of suggestions, debates and, perhaps, even implemented
         policies on how to get America and much of the developed world out of its housing quagmire.19 It seems of questionable value, if not quite pointless, to ponder here what the central US housing policy should be; and,
         in particular, whether or not the US government should intervene in the housing sector in the first place.20 The reality is, after all, that the US government is already engaged – and heavily so – in the housing sector, supporting
         it through its subsidy programmes and contributing to many of the market dislocations seen today.21

      
      This reality makes General McChrystal’s comments seem especially appropriate – US policy now should focus on what to do next
         given that the government is involved in the housing market. What therefore should the government be doing in regards to the housing
         sector?

      
      Rather than focus on stealth subsidization as it has done, the government should now encourage people to assume less debt
         and put more equity down upfront in the form of down payments which could be matched. This would be the smart thing to do.
         Ultimately, policy should be focused around weaning the financial system off guarantees for mortgage loans and removing tax
         benefits on mortgage debt, instead providing a subsidy for equity (cash) down payments. Meanwhile, whether it’s through the
         creation of a government-sponsored real estate trust so that the average person could participate in the housing market as
         an investment without having to ‘own’ a house, or through encouraging a housing forward market, these are better alternatives
         worthy of consideration in lieu of the current system, which is simply another example of good government intentions gone
         awry.22
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