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What happened in 2007

What is required to fix the system to make it less susceptible to

severe credit cycles?

t's been nearly three years since the credit

crisis began. Initially, everybody was

worried whether the crisis signaled the

end of capitalism as we know it. The question

on everybody’s mind was “would it ever

come to an end?”

Today, we can say that the liquidity crisis

came to an end in March, 2009. Since then,

liquidity has returned to the market, and the

risk of solvent institutions failing for want of

funds has passed. It is now time

and ask ourselves, “What happened in 2007

2008. Can it be avoided in the future? What

is required to fix the system to make it less

susceptible to severe credit cycles?”

Let’s start by reviewing conventional

explanations for the credit crises. Then let us

present a model which is different from these

conventional explanations. Our model will

move beyond purely monetary causes,

primarily credit and banking problems, and

explicitly include macroeconomic and other

I

The

Midnight

This is a transcript of a speech delivered in Oct 2009

Side of

What happened in 2007-2008? Can it be avoided in the future?

is required to fix the system to make it less susceptible to

t's been nearly three years since the credit

crisis began. Initially, everybody was

ed whether the crisis signaled the

end of capitalism as we know it. The question

on everybody’s mind was “would it ever

oday, we can say that the liquidity crisis

came to an end in March, 2009. Since then,

liquidity has returned to the market, and the

risk of solvent institutions failing for want of

funds has passed. It is now time to step back

ppened in 2007-

2008. Can it be avoided in the future? What

is required to fix the system to make it less

susceptible to severe credit cycles?”

Let’s start by reviewing conventional

explanations for the credit crises. Then let us

s different from these

conventional explanations. Our model will

move beyond purely monetary causes,

primarily credit and banking problems, and

explicitly include macroeconomic and other

fiscal concerns. We will then show how our

model integrates most of the factors often

cited in causing “the worst financial crisis

since the Depression.” Finally, we are going

to show how this model defines a path for

reform which, if enacted, would lead to a

much more stable, and brighter, future. We

call this future “The Other Side of Midnight”

and believe it is the proper goal for every

program of reform.

Conventional Explanations

In his marvelous book, Manias, Panics and

Crashes, Kindleberger describes the 38 boom

and bust cycles which have wrecked havoc on

the capitalist world since 1618. (The first one

he cites is the currency debasement of The 30

Years War.) There has been one boom and

bust about every ten years, and Kindleberger

shows that these cycles are all the same.

the booms are driven by excessive liq

usually created by credit expansion outside of

the control of the monetary authorities.

the cycle lengthens, asset appreciation begins,
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credit remains too cheap and investors begin

to focus almost exclusively on achieving

short-term gains from price appreciation

rather than creating long term value from

increases in operating income. Ultimately,

these returns become supercharged with

leverage.

Everything is fine

until an external

event happens.

Each external

event is different,

and, of course,

unforeseen. But

when it happens,

this “external

event” causes

people to realize that prices don't go up

forever. Assets stop appreciating; prices

begin to retreat and then collapse. Panic

eschews as everybody runs to the exit. After

all, when markets are in disequilibrium, they

don’t take much time to mean revert! That's

the model as Kindleberger presents it.

Sound familiar? If you read his book, which

was written in the '70s, it describes housing

speculation as though it had been written

three years ago. Plus ca change…

Kindleberger draws his theoretical basis from

Minsky's work. Minsky tried to put the

investment cycle back into Keynesian

economics after it was eliminated in the

neoclassical synthesis. Minsky sought to

explain how investment cycles come

focusing on changes in the type and

availability of credit. Specifically, Minsky saw

three distinct types of loans made in the credit

markets, and saw variations in the supply of

those loans as causing the investment cycles

which led to macroeconomic instability.

When you have Ponzi finance,

you create additional liabilities, but

you don't create

service the new liabilities. There's no

investment in new productive

capacity. There's only investment in

asset appreciation.
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Kindleberger draws his theoretical basis from

Minsky's work. Minsky tried to put the

investment cycle back into Keynesian

economics after it was eliminated in the

neoclassical synthesis. Minsky sought to

explain how investment cycles come about by

focusing on changes in the type and

availability of credit. Specifically, Minsky saw

three distinct types of loans made in the credit

markets, and saw variations in the supply of

those loans as causing the investment cycles

omic instability.

The first type of loan Minsky describes he

calls “liquidity” or “hedge finance.” In this

instance, a borrower can repay the debt

interest and principal-from either cash

balances or normal income. (Think of your

American Express balance.)

The second type of

loan is called

“speculative finance”,

which I think of as

normal finance. In

this type of loan,

interest, but not

principal, can be

repaid from operating

income, but you have

to be in business for a

long period of time to generate funds to

return principal, either from profits or from

depreciation. (Think of a utility mortgage

bond.)

Ponzi Finance

And finally, there is the third type of loan,

which he calls Ponzi finance. In Ponzi

finance, normal income is not sufficient to

make interest payments when the loan is

originated. Instead, on the day these loans are

made, they require refinancing or asset sales

in order to make normal debt service

payments. (Think of a negative amortizing

option arm, or a revolving credit agreement.

Think about Ponzi finance for a moment.

Ponzi finance is all about financing

appreciation in asset values. When you have

Ponzi finance, you create additional liabilities,

but you don't create any income to service the

new liabilities. There's no investment in new

productive capacity. There's only investment

in asset appreciation. In the end phase of the

credit bubble, asset speculation continues

When you have Ponzi finance,

you create additional liabilities, but

you don't create any income to

service the new liabilities. There's no

investment in new productive

capacity. There's only investment in

asset appreciation.
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until it gets beyond the point where

income-generating capacity of the system

too low to service these debts.

Many of you, I'm sure, are familiar with what

happened to the US consumer as liabilities

exploded relative to income. Or with Ned

Davis's slides which show total US liabilities

tripling relative to US income. These extra

liabilities, when created, assumed that they

would be serviced by refinancing or asset

appreciation. It was Ponzi finance run wild.

So this happens often. And the question is,

why does this happen so often? Why does it

continually occur?

Minsky, Shiller and others who write about

credit cycles rely very heavily on animal

spirits to explain them. (That's the current

academic vogue.) People are essentially

irrational and can be expected to behave that

way from time to time. This may be true, but

it is not a satisfying answer.

We think there's more to it than that. We

think that you can integrate credit with the

real economy to get an understanding of what

macro factors might encourage Ponzi finance.

And we find this integration especially

relevant with respect to the cycle we just went

through.

In late, 2008, I wrote a piece that said there

were three causes of the crisis, two of which

were macroeconomic factors and one which

was monetary factor. The macroeconomic

factors were (1) inadequate aggregate demand

in China and other countries which ran

continuous trade surpluses and (2) excess

consumption in the United States. The third

factor was severe regulatory shortcomings,

both in the US and abroad, which allowed the

where the

generating capacity of the system is
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way from time to time. This may be true, but

We think there's more to it than that. We

think that you can integrate credit with the

real economy to get an understanding of what

macro factors might encourage Ponzi finance.

And we find this integration especially

cycle we just went

In late, 2008, I wrote a piece that said there

were three causes of the crisis, two of which

were macroeconomic factors and one which

was monetary factor. The macroeconomic

factors were (1) inadequate aggregate demand

a and other countries which ran

continuous trade surpluses and (2) excess

consumption in the United States. The third

factor was severe regulatory shortcomings,

both in the US and abroad, which allowed the

world's excess liquidity to be used primarily

for speculation and consumption, rather than

for investment in productive assets.

The important message in citing all of these

factors is that none of them, by itself,

the crisis. Rather, it was the confluence of

these factors which took us up so hi

down so low. Let’s see how they all fit

together.

Detour: Econ 101

This is Pine Brook, so you expect us to be a

little bit academic. I would hate to

disappoint.

Let me take all of you who suffered through

Economics 101 back there for a momen

starting point for our theory.

Many of you are familiar with this equation

At least most of you who remember your

Economics 101 are familiar with this equation.

Income is equal to consumption plus

investment plus government spending plus

net exports. It's the basic equation of simple

Keynesian economics.

Keynes uses this equation to explain the

problem of inadequate aggregate demand,

which comes about when the difference

between income and consumption, which he

Page 3

world's excess liquidity to be used primarily

speculation and consumption, rather than

for investment in productive assets.

The important message in citing all of these

factors is that none of them, by itself, caused

the crisis. Rather, it was the confluence of

these factors which took us up so high and

down so low. Let’s see how they all fit

This is Pine Brook, so you expect us to be a

little bit academic. I would hate to

et me take all of you who suffered through

Economics 101 back there for a moment as the

familiar with this equation:

At least most of you who remember your

Economics 101 are familiar with this equation.

Income is equal to consumption plus

investment plus government spending plus

net exports. It's the basic equation of simple

tion to explain the

problem of inadequate aggregate demand,

which comes about when the difference

between income and consumption, which he



calls savings, is greater than all the things to

the right of the equation. And the challenge,

when you have inadequate aggregate

demand, is to increase investment, or increase

government spending, or increase net exports,

or increase consumption in order to take care

of idle resources. That's the basic

macroeconomic challenge as he saw it.

The normal solution to inadequate aggregate

demand is to increase government spending

and engage in deficit spending. The theory is

straight forward: idle resources -

which was created but not consumed

employed without any negative impact on the

economy merely by increasing government

spending. The easiest way to reflate the

economy is thus through deficit spending.

And it is cost free.

After a while, other economists challenged the

“free lunch” of deficit spending with the

theory of rational expectations. Their

argument was equally simple and powerful.

They said, "Well, if I

understand that you

are borrowing money

to finance

consumption, then

you're going to have to

raise my taxes in the

future to pay these

loans. So I have to save

more now to protect

myself against those

increased taxes.” And

this extra savings means less aggregate

demand today. So the lunch isn’t free after

all.

So who is right, the Keynesians or the

Rational Expectationists?

were to finance investments

in productive assets, like

highways, roads, education,

and so forth, then

government would also be

creating a source of income to

service its debts.
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argument was equally simple and powerful.

ra savings means less aggregate

demand today. So the lunch isn’t free after

So who is right, the Keynesians or the

Our view is: it depends. It depends on what

kind of expenditures the government makes

when it engages in deficit spending.

I know this is unlikely, but if the government

were to finance investments in productive

assets, like highways, roads, education, and so

forth, then the government would also be

creating a source of income to service its

debts. And this would not be a problem. This

would be contrary to Rational

To put this in Minsky’s terms, the government

would be engaged in normal or speculative

finance.

But if the government just finances

consumption in some way, shape or form, it's

really engaged in Ponzi finance. It is

generating debts without creating any

increase in national income. And when it

does this, then the Rational Expectations

criticism applies.

There are other solutions to the problem of

inadequate demand. For

example, a country can

stimulate its economy

through international

trade by increasing

exports, often though an

undervalued currency. (I

don't mean that

pejoratively.) But let’s

analyze what happens

when a country is in

surplus. In the first

instance, it accumulates the currency of the

importing country. Then, in order to balance

trade flows, it recycles that surplus through

investments in securities and real assets. In

either case, it is generating claims on the

future operating income of the country t

importing its goods.

If the government

were to finance investments

in productive assets, like

highways, roads, education,

and so forth, then the

government would also be

creating a source of income to

service its debts.
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Again, like deficit spending, this is not bad,

per se. If those claims are supported by

investments in the productive assets of the

importing country, then the trade imbalances

can be long lasting and not destabilizing

because they are financing investments. But

when the surplus funds are used to finance

consumption in the importing country, then

they are no different from the Ponzi finance of

deficit spending.

All Debt is Not Created Equal

So, I'm not a China basher. I don't believe that

the global imbalances in and of themselves

would lead to this problem. But what

happens when the excess surplus in one

country is invested in speculation and

consumption in another country? There's no

source of income generated to repay it. So

again, you have to look at the use of proceeds.

What is the debt being used for?

You can apply this same analysis to consumer

debt. Normal consumer debt is okay, if the

loans are supposed to be repaid out of

income. But some consumer loans, by

definition, assume refinancing. Think about

revolving credit card debt. Think about

negative amortization loans. Think about

balance transfers. Think about teaser rates.

These are all liabilities which, on the day they

were created, could not be serviced out of

income. And everybody knew that! Clearly a

case of Ponzi finance.

So, what's the conclusion of all this? When

you look at the amount of debt which has

been created and ask yourself: “Is this too

much?” you also have to ask: “What was it

used for?” Did it finance investment or

consumption? You can't assess the impact of

monetary and fiscal initiatives without asking,

Again, like deficit spending, this is not bad,
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investments in the productive assets of the

importing country, then the trade imbalances

can be long lasting and not destabilizing
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loans are supposed to be repaid out of

me. But some consumer loans, by
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revolving credit card debt. Think about

negative amortization loans. Think about

balance transfers. Think about teaser rates.

These are all liabilities which, on the day they

were created, could not be serviced out of

income. And everybody knew that! Clearly a

So, what's the conclusion of all this? When

you look at the amount of debt which has

been created and ask yourself: “Is this too

so have to ask: “What was it

used for?” Did it finance investment or

consumption? You can't assess the impact of

monetary and fiscal initiatives without asking,

where did the money go? Where's the beef, as

it were?

Let's now examine our explanation of

crises. Start with the inadequate aggregate

demand in China and other countries which

ran continuous trade surpluses. If you think

about this imbalance in the context of the

Keynesian model, China should have had a

very weak economy despite its high

rate. It was generating a huge amount of

savings in excess of its ability to invest. It

was, in a Keynesian sense, a drag on the

world's economy. Interest rates should have

been driven close to zero. Instead, China

exported its deflation to the rest of the world

with a huge trade surplus.

The United States was the flip side

situation. It had a runaway economy, where

consumption was running well in excess of

the level

which it could

generate

internally.

Net excess

consumption

was financed,

in part, by

liquidity from

China, in part

from dis-

savings within

the US. But importantly, what the US was

doing was creating financial liabilities without

creating the productivity to repay them.

These imbalances persisted for a long period

of time because the returns to savers, the

people who had excess money, were very

high in nominal terms. And they were very

high in nominal terms because of the leverage

When the surplus

funds are used to finance

consumption in the

importing country, then

they are no different from

the Ponzi finance of deficit

spending.
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which the financial regulators allowed in the

system.

The question you then ask yourself is, so why

didn't the excess liquidity abroad get

channeled into productive investmen

What allowed and encouraged this liquidity

to be channeled into consumption, residential

real estate and other asset speculation? What

caused this to come about?

Credit and the Shadow Banking System

And we come to our favorite villain, which of

course, is the shadow banking system. So

those of you who passed Econ 101 might have

taken Econ 110, which is money and banking.

So we're going to take a brief tour there for a

moment.

If you remember the simple analysis of a

closed banking system, the amount of credit

which a banking system can generate is

limited by the capital in the system. When

you have a system where bank regulation is

based upon reserve requirements, the ratio of

equity to assets limits the amount of credit

you can have in the system. If you have to

have ten percent equity in the system, the

amount of loans can equal ten times the

equity. It's pretty straightforward, pretty

mechanical.

When you bring the shadow banking into the

system, however, the genie comes out of the

which the financial regulators allowed in the

The question you then ask yourself is, so why
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What allowed and encouraged this liquidity

to be channeled into consumption, residential

real estate and other asset speculation? What

Shadow Banking System

And we come to our favorite villain, which of

rse, is the shadow banking system. So

those of you who passed Econ 101 might have

taken Econ 110, which is money and banking.

So we're going to take a brief tour there for a

If you remember the simple analysis of a

mount of credit

which a banking system can generate is

limited by the capital in the system. When

you have a system where bank regulation is

based upon reserve requirements, the ratio of

equity to assets limits the amount of credit

tem. If you have to

have ten percent equity in the system, the

amount of loans can equal ten times the

equity. It's pretty straightforward, pretty

When you bring the shadow banking into the

system, however, the genie comes out of the

bottle. There are no fixed or well

capital requirements in the shadow banking

system, and therefore, the amount of credit

which the shadow banking system can

generate is unlimited. Voila-we are back in a

world where the monetary authorities have

lost control of the credit-granting capacity,

and a Kindleberger moment is now inevitable.

The problem is that the US, for many years,

encouraged the shadow banking system.

For example, the banking regulators adopted

a series of rules which made it easier/more

capital efficient for banks to own securities

rather than loans. The banks responded by

transforming loans into securities via the

securitization process. The buyers of the

securitized assets needed credit to buy them;

this credit was indirectly provide

banks through backup lines of credit. These

back up lines allowed the investors to borrow

against the securities and thus own them with

more leverage than allowed within the

banking system. However, the banks did not

have to put any capital up against undrawn

back up lines even though these lines were, in

effect, guarantees! Viewed as a totality, all of

the liabilities in the shadow banking system

thus came back into the banking system, only

this time without any capital supporting

them. It made no sense.

And then, as Ron Tauber reminded us last

year, there were no capital charges for

derivative exposure-just mark to market when

there was one. Again, liabilities were created

without any capital to support them.

Similarly, large banks became

“value at risk” and other models which, my

insurance partners tell me, didn't have

tails,” or which heavily weighted recent

volatility. In plain English, the risk models
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insurance partners tell me, didn't have “fat

or which heavily weighted recent

volatility. In plain English, the risk models



only captured what happened in the past five

years and not what happened 20 or 30 years

ago! They specifically excluded peri

the markets dried up.

And then the net capital rules for the

investment banks were eliminated, allowing

them to double their leverage as well.

Overall, these changes encouraged

lever up. And they did. All the time.

only a substantial minority of credit

You could see how the system failed in the

housing market. Remember the S&L crisis in

the 1980s? At that time, mortgages were

made with 2%-3% capital. After the cr

was recognized that this was not enough

capital. So the rules were changed to require

8% capital underneath mortgages. But after

the mortgages were securitized and re

securitized into leveraged funds or CDOs, the

system was left with only one and a half

percent equity in it. How did that make any

sense?

The canary in the coal mine was the collapse

of risk premiums. Risk premiums should

reflect the interplay of supply and demand for

credit. With so much buying power created

by the elimination of capital in the system,

credit spreads collapsed as buyers r

How do you de-lever

an economy? The best

answer, of course, is to

increase the income

generating capacity of the

country. But how do you do

that?

“
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investment banks were eliminated, allowing

them to double their leverage as well.

Overall, these changes encouraged people to

lever up. And they did. All the time.

The shadow

banking

system

came to

dominate

capital

markets.

Banks

began to

account for

substantial minority of credit granted.

You could see how the system failed in the

housing market. Remember the S&L crisis in

the 1980s? At that time, mortgages were

3% capital. After the crisis, it

was recognized that this was not enough

capital. So the rules were changed to require

8% capital underneath mortgages. But after

the mortgages were securitized and re-

securitized into leveraged funds or CDOs, the

nd a half

percent equity in it. How did that make any

The canary in the coal mine was the collapse

of risk premiums. Risk premiums should

reflect the interplay of supply and demand for

credit. With so much buying power created

by the elimination of capital in the system,

credit spreads collapsed as buyers replaced

them with leverage. Spreads should have

gone up with leverage to reflect the extra risk

leverage entails. But there was a tripling of

credit and a record reduction in the cost of

credit. How did that make any sense?

Consider the math. From a pri

perspective, when you were leveraged 30 to 1

and could make 100 basis points on assets,

that was terrific—your ROE was 30%. But if

you had been limited to a 10 to 1 leverage

ratio, then you would have needed 300 basis

points to make the same return.

had, as it were, was bad leverage driving out

good leverage.

How Do You De-Lever an Economy?

So now where are we? We're now in a world

where the US has substantially more liabilities

than it has income to service those liabilities.

How do you de-lever an economy? Well, I

can think of three ways. You can eliminate

the liabilities, which is not such a good idea.

It has tremendous wealth-effect implications,

although some of that has to take place. You

can devalue the currency, which scares us all

to death. And there'll be some of that. Or you

can increase the income generating capacity of

the country.

The best answer, of course, is to increase the

income generating capacity of the country.

But how do you do that? Well, to increase

real per capita income, you have to have

increased productivity. And to have

increased productivity, you need

investment.

Think about jobs for a minute. You're doing a

job today. You're doing the same job a year

from now. It really produces the same

amount. So you got to give the workers more

capital, more tools, more training, more
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technology, in order to get more productivity.

Somehow, you have got to change the terms

of trade, as it were, between consumption and

asset speculation on one hand and investment

on the other hand.

How do you encourage more investment?

You want the return on investme

its cost. But cost is really a physical concept.

You put the capital in the ground; it produces

something. Clearly, the return on investment

is more a physical concept than a financial

concept. Cost, on the other hand, is a

financial concept. It's determined in the

capital markets, not the goods markets.

Those two markets

operate

independently. The

highly leveraged

shadow banking

system tremendously

disadvantaged

investments in real

assets. Why so?

Because the real asset

return has been

around 10 percent for

many years, while

you could get 30

percent returns by buying leveraged

investments in consumer debt. So who's

going to invest in a plant that only returns 10

percent, when they can earn 30 percent by

investing in a leveraged mortgage bond fund?

Economically and socially, it made no sense.

We had all these high nominal returns pulling

capital away from where it needed to go.

And you had this strange situation, where

returns to the capital markets exce

returns available in the goods markets. That's

important thing is to increase the

capital requirements on financial

institutions and to equalize them.

End regulatory arbitrage. Make

sure that people earn their m

the old

risk assumption/credit spreads

rather than through leverage.

to get more productivity.

Somehow, you have got to change the terms

of trade, as it were, between consumption and

asset speculation on one hand and investment

How do you encourage more investment?

You want the return on investment to exceed

its cost. But cost is really a physical concept.

You put the capital in the ground; it produces

something. Clearly, the return on investment

is more a physical concept than a financial

concept. Cost, on the other hand, is a

pt. It's determined in the

capital markets, not the goods markets.

percent returns by buying leveraged

investments in consumer debt. So who's

going to invest in a plant that only returns 10

percent, when they can earn 30 percent by

nvesting in a leveraged mortgage bond fund?

Economically and socially, it made no sense.

We had all these high nominal returns pulling

capital away from where it needed to go.

And you had this strange situation, where

returns to the capital markets exceeded the

returns available in the goods markets. That's

not sustainable, because it prevents capital

from flowing to the goods market.

So what would the world look like if the

regulators did not sanction so much excess

leverage?

We have a world where there are huge

amounts of excess liquidity available abroad.

Imagine a world where the regulatory system

does not channel these funds into non

productive speculation. And further, imagine

that world where you can't increase your

returns through excessive highly leveraged

basis, that PPIP doesn't exist (as an aside, this

program is a really terrible idea, from a policy

perspective) and

spreads have to

increase to provide the

right return on equity.

That world would

look not so bad. The

cost of depos

approach zero. Some

of us remember when

deposits actually

earned negative

returns, back in the

'70s in Switzerland,

right? (It is going to happen again.) Credit

spreads, strangely enough, would go back up

to appropriate levels, because they woul

longer be subsidized by leverage. From a

business perspective, however, the overall

cost of funds might go down even though the

spread went up. Thus, if the cost of credit (i.e

the credit spread) were 500 basis points, but

the cost of funds was only 100 basis points,

then productive loans could be made at six

percent. That's less than if the cost of funds

were 400 basis points and the spread, 300

basis points. It can work very well. Overall, in

The first and most

important thing is to increase the

capital requirements on financial

institutions and to equalize them.

End regulatory arbitrage. Make

sure that people earn their money

the old-fashioned way, through

risk assumption/credit spreads

rather than through leverage.

“
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this world, the terms of trade between

investment, on one hand, and

consumption/asset speculation would change

in favor of investment.

Path to the Other Side of Midnight

Now, the hard part is how do you get there?

And this is where we delve into politics. You

don't know what's going to happen. But

our judgment, the right answer is pretty clear.

The first and most important thing is to

increase the capital requirements on financial

institutions and to equalize them. End

regulatory arbitrage. Make sure that people

earn their money the old-fashioned

through risk assumption/credit spreads rather

than through leverage.

Second, as we said last year, regulators have

to be charged with regulating the system, as

opposed to merely regulating the institutions.

It's not hard for the regulators to know

leverage is getting out of hand. I mean, it's

just not hard. Look at credit spreads. You can

look at leverage ratios. And they should be

positively charged with leaning into the wind.

That's what they are supposed to do. They

have said it's too hard to do. It really isn't so

hard to do. They really need to be charged

with that.

Third, tax policy should change a little bit, to

make investment relatively more attractive

relative to consumption.

And fourth, we have to work with surplus

countries, so they become much more

dependent on domestic consumption than

they are on exports. I think we're all

encouraged to see that China's has gotten that

message. What China really needs is Henry

Ford, to get it to increase wages. The return

this world, the terms of trade between

consumption/asset speculation would change
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The first and most important thing is to

increase the capital requirements on financial

institutions and to equalize them. End

regulatory arbitrage. Make sure that people

fashioned way,

through risk assumption/credit spreads rather

Second, as we said last year, regulators have

to be charged with regulating the system, as

opposed to merely regulating the institutions.

It's not hard for the regulators to know when

leverage is getting out of hand. I mean, it's

just not hard. Look at credit spreads. You can

look at leverage ratios. And they should be

positively charged with leaning into the wind.

That's what they are supposed to do. They

hard to do. It really isn't so

hard to do. They really need to be charged

Third, tax policy should change a little bit, to

make investment relatively more attractive

And fourth, we have to work with surplus

s, so they become much more

dependent on domestic consumption than

they are on exports. I think we're all

encouraged to see that China's has gotten that

message. What China really needs is Henry

Ford, to get it to increase wages. The return

on investment in China dwarfs that what it is

in the US, indicating that labor is being very

effectively exploited in the workers’ paradise!

So somehow, we got to work with the surplus

countries for them to become more consumer

oriented.

This is midnight. But we think the other side

of midnight could be bright, and we look

forward to operating in that world

get there.

Howard Newman is CEO and President of Pine Brook

Road Partners, a private equity firm investing in the

energy and financial services sectors.
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